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COSTA RICA: LCONOMIC STABILIZATION AND RECOVERY III

I. SUMMARY AND RECOMMENDATION

The Monye administration, which took over in May of 1982, committed
to a stabilization proyram which it has, thus far, successfully carried
through. In support of this progyram, A.I.D. has provided $20 million and
$155.735 million in B/P support under two ESF proyrams for FY's 1982 and
1983, respectively; the IMF provided resources under a 1983 Stana-By
Arrangement, and a tean is in Costa Rica as of this time to negotiate a
Letter of Intent for a 1984 Stand-By.

Despite Costa Rica's success thusfar in achieving short-term
stabilization objectives, and siynificant policy reforms relatiny to
exports investmnent and public sector deficits, funuamental obstacles to
reestablishiny lony-term dynamic yrowth persit. These are primarily of a
policy and a structural nature. A.1.D.'s goals are to assist Costa Rica
to re-establish dynamic econonic yrowth, and to re-orient its economy
away frow its present inport substitution bias, towards one in which the
industrial sector contributes to export led yrowth. Such yoals are to be
achieved through the objectives of the Mission's CBI Implementation Plan,

The proposed ESR III proyram both continues the efforts of the
previous LSR I and ESR 1I proyrams, and establishes new initiatives -
sorie of which will also serve as & basis for future changes required.
ESR I1I involves a shift away from enphases on short term stabilization
and the developrient of an export and investment strategy, and towards
conditionality and activities which pertain in particular to inproved
Policy Formulation and Administrative Reform, Strengthening of the
Financial Systen, and administrative and operational support for
Expansion of Exports and Investment. Specific policy reforms leadinyg to
structural chanyes are to be obtained throuyh the GOCR's meeting
pre-conditions to obligation of the Ayreenments and any amendments, and
through its adherance to ESR I1I conditions and covenants.

This PAAD presents the backyround, objectives, and rationale for a
proposed 1984 ESF progran totalling $70 million., Two Agyreenents will be
sigyned under the ESR III proyram covered by this PAAD, one with the
Central bBank of Costa Rica (BCCR), and one with the Central Government.
The Agreement with the Central Bank will be for $35 million in loan



funds; the one with the Central Government is proposed as a $35 million
yrant. The Agreement with the Central Bank will be siyned first, as soon
as all pre-conditions have been met, in order to minimize delay in
helpiny Costa Rica avoid an impendingy, foreign exchange cash flow crunch.

Both the loan and the grant will be disbursed as cash transfers for
balance of payments support. Within CY 1984, the dollar eguivalent of the
cash transfer will be sold to private producers through the National
Banking System to finance the import of raw materials, intermediate
goods, construction materials, and spare parts from the United States.
The loan will be made in one disbursement, and the grant in three
tranches. Conditionality requirements will be enforced by the sequential
nature of the Agreements and any Amendments, and the tranching of
disbursements.

Conditionality for the first Agreement has been negotiated and
AID/W approval of the $35 million loan is requested at this time. There
will be two pre-conditions to A.I.D. authorization and obligation of the
first Agreement: submission by the GOCR of a Letter of Intent acceptable
to manayeiwent of the IMF, and a revision to the Currency Law. ‘This
revision would facilitate both making loans in Costa Rica denominated in
foreiun currency, and access by private banks to foreiyn financed Central
Bank credit operations. A third pre-condition to signing the Agreement
has already been complied with --modification of the Free Zones Law.
Originally, as proposed in the Concepts Paper, IMF Board approval was to
be required for disbursement under the first Agreement. Given the acute
cash flow crunch, it is proposed that this C.P. not be included, but that
acceptance of the Letter of Intent by IMF Manayement as a pre-condition
suffice to meet our objective. Policy and structural reforms covered by
the covenants of the first-Agreement are in the areas of: Credit and
Interest Rate Policy; Exchange Rate Policy; Improved Data Relatinyg to
External Debt, Foreiyn Conmierce, and other International Transactions and
Economic Indicators; Credit Resources for the Private Sector; and
Mortyaye Financiny. Local currency equivalent from the loan will be
used to provide credit to the productive private sector through the
private commercial banks ($15,000,000), and through the State Commercial
Banks ($20,000,000).

Discussions concerning the second Agreement, to be siyned with the
Central Government, are underway. The PAAD outlines the policy reforms
that will be subsequently neyotiated with the GOCR. A PAAD supplement of
limited scope, providing specific conditions and covenants for the second
Agreenient will be transmitted separately by cable, toyether with a
request for authorization of those funds at that time.

To the extent possible, the full conditionality to be included in
each Agreement will be neyotiated and included at the time that Agreement
is oriyinally prepared, with the exception ¢f those items pertaining to



activities that would be funded from local currency equivalent that might
flow from a supplemental appropriation. Conditionality reguirements will
be reinforced under this ESF program, both by tranching of disbursements
and by the phased nature of the Agreements, wherein the U.S. could delay
.entering into sequential Agreements if conditionality were not being
adherea to.

It is recommended that the Administrator authorize a 'loan of $35
million dollars to the Central Bank.



II. BACKGROUND

A. Historical Conditions

Duringy a quarter of a century ending approxinately in the
mid-1970s, Costa Rica appeared to be a model developing country: real
growth of GDP averaged well over 6% per year; social security, obligatory
workmen's compensation, and similar measures were institutionalized; and
social infrastructure (schools, health facilities, water and seweraye
installations) and physical infrastructure (roads, electricity and
comniunications facilities) were widely distributed throughout the
country. The results were dramatic: adult literacy reached 90%; infant
mortality declined sharply to under 20 per thousand; the population
growth rate dropped from 3.7% to 2.6%; and open unemployment and
underemnployment were held to 5% and 6% of the labor force, respectively.
Progyress in meeting needs for shelter was less spectacular, but
satisfactory. Income distribution was quite equitable in comparison to
most developing countries.

The private sector operated under a protectionist, inport
substitution model. Produciny for the domestic and Central American
markets, the private sector benefited from considerable inflows of
external private capital and was allowed 2a reasonably free hand.
Productivity in traditional products, e.y. coffee, was markedly
increased. An entreprensurial/managerial class cane into being. This
trend was partially offset, particularly in the latter part of this
period, by a movement toward creation of state enterprises.

The above achievements were attained in a system of political
democracy which continues in full force today. Over time, however, Costa
Rica mnoved somewhat away from a market economy and more towards a
state-administered economic nodel as regards such variables as prices,
wayes, authorization to operate, and concessions for special interest
groups. Social services were expanded but at the cost of heavy internal
and external borrowing. Inefficient state enterprises and a
significantly increased bureaucracy were created in the process. Public
sector employment increased from 6% of the labor force in 1950 to about
20% in 1983. White collar public sector employees, a new segment of the
middle class, organized themselves into strony unions and associations
which bargained for and secured many fringe benefits and job security
concessions. Insufficient attention was given to the fact that the
public sector was growiny much faster than the output of the private
sector upon which it depended for its financial support.

The structural problems inherent in the import substitution
econonic yrowth model beiny followed were not sufficiently appreciated.
High levels of effective industrial protection, an overvalued exchange
rate, subsidized interest rates, and other incentives to capital



investment resulted in an industrial sector with considerable excess
capacity, heavy reliance on imported inputs and dependent for expansion
on growing domestic and regyional (CACM) markets.

In the 1980's, however, the CACM became a contracting and
unreliable market. The terms of trade turned against Costa Rica and its
partners in the CACM as coffee prices fell sharply from their 1977 high,
and the price of petroleum doubled in 1979, Political turbulence in some
CACM countries further contracted the demand for Costa Rica's

manufactured exports.

In order to maintain the status quo and to compensate for the
fall in the value of its exports in what was hoped by some to be a
short-term difficulty, the Costa Rican Government engayed in substantial
external borrowiny, mainly at commercial rates, to cover the growing
current account deficits. Net foreiyn exchange reserves were drawn down
to negative levels. Uncontrclled monetary expansion, related to attempts
to maintain previous levels of public and private sector consunmption,
yenerated inflationary pressures. The results of these policies were a
de facto noratorium on the forelgn debt, estimated to be about US$3.5
billion at the end of 1982; a drop in GDP of 2.3% in 1981, and of 9.1% in
1982; a doubling of open unenployment and underemploynent rates by 1982
to at least 9% and 14%, respectively (and probably hicher because of
likely statistical quirks); an in{lation rate in 1982 of 90%; and a 13%
decline in the value of exports in 1982.

: By the time the present administration took office in May of
1982, enough elements in the country were sufficiently aware of and
concerned with the problems to gyenerate commitment to & stabilization
progyram, This was formalized in December 1982 under a Stand-by
Arrangement with the IMF, as described in Section II.C.3, with
siynificant support added via the USAID FY 1982 and FY 1983 ESF programs
which are described imnediately below.

B. Objectives and Accomplishments of AID's FY 1982 and 1983
Economic Stabilization and Recovery Programs (ESR I and ESR
D).

In FY's 1982 and 1983, AID siyned two Assistance Agreements
with Costa Rica, both with the Banco Central de Costa Rica (BC(R). The
1982 Agreement provided $20 million, of which $15 nillion was a loan and
$5 million a grant. The 1983 Agreement and its amendments provided
$155.735 million, of which $118 million were lozns and $37.735 million
were grants. All funds have been fully disbursed.

Both proyrams were based on the need to provide balance of
payments support to Costa Rica, and to increase the availability to the
productive private sector of both the amount of foreign exchanye for sale



and local currency creditl/. 1In addition, the FY 1983 program, which
included $73.735 million in Caribbean Basin Initiative Funds (C.B.I.),
was tied to the objectives of USAID/Costa Rica's CBI Implenentation Plan,
which enconpasses the objectives previously stated, and places high
priority on improving private sector performance. It was also tied to
the 1983 stand-by Arrangement with the International Monetary Fund
(IMF). Disbursements under the 1983 ESF program (ESR II) were
conditioned upon Costa Rica entering into, and remaining in substantial
compliance with, the IMF Stand-by then in effect.

In November of 1983, following a revaluation of the "free"
bank exchanye rate from g¢43.60 to #£42.60 to the dollar, the Mission
opened a dialogue with the Central Bank under Covenant ( of the Agreement
which states that the BCCR cormits:

To maintain a policy which does not weaken the compe-
titive position of Costa Rican exports in foreiyn
markets.

Bused on data which sugyested that the colon was overvalued as of that
time, the Mission asked the Central Bank to comment on the relationship
between the exchange rate established, and the covenant. At
approximately the same time, the IMF suspended disbursements after it
determined that Costa Rica was maintaining a tax on foreiygn remittances
which contravened the IMF Stand-by. The AID Agreement also included, as
a special provision, the following:

AID reserves the right to suspend scheduled monthly
disbuisements in the event that the GOCR is not in
substantial compliance with the IMF Agreement as
determined by AID.

Given the Special Provision and the Covenant, AID withheld disbursenents
under its Agreement until corrective action was taken, i.e., a 5%
devaluation, and legislative action to remove the tax on remittances.

Significant accomplishments have been attained by Costa Rica
in its stabilization efforts, as described in Section II.C. Performance
under the Stand-by Arrangement to date has been satisfactory. 1In
addition, significant prcyress was made on structural problems.

o] A Strategy for Export Promotion and Investment was developed
and issued by the GUCR as a statement of policy in the sunmer

1/ AID supports, in addition, availability of dollar credit under two
DA-funded projects: Private Sector Export Credit (0187), and
Private Sector Productivity (0176).



of 1983. The strategy, which was approved by AID, was
equired as a condition to a portion of the ESR II assistance.

o] A draft paper entitled Economic Policy: Strateqy and
Actions, 1984-1986, has recently been prepared by an
interministerial commission - includiny the Central Bank.
This draft, which was included as Annex I to the Concepts
Paper, has been approved by the Council of Ministers. The
Mission is proposing to require its official publication as a
condition prior to obligation of funds under the second
Agreement of ESR III.

o} A special rediscount line for private banks was establisheu
and the equivalent of some $25 million in colones under ESR I
and ESR II was channelled through it to the private sector.

o) Between December of 1982 and October of 1983, a period
covered by ESR I and ESR II plus the 1983 IMF Stand-by
Arrangement, creait provided by the National Bankiny System
to the private sector increased 29% in real terms - this is
conpared to a decrease of 23% in 1982.

With respect to conditions and covenanic of the previous ESF
Proyram, ESR II, all conditions were met. All covenants have either been
complied with, or proyress towards fulfilling these is beiny made in a
manner satisfactory to AID and on an appropriate schedule. The status of
coipliance with conditions and covenants of L“R II has been reported by
cable, SAN JOSE 1691, per ANNEX II.

C. Current kEconomic Situation, Structural Problems and Prospects

The followiny is based on the report contained in Annex III
prepared by Robert Adler, LAC/DP, and Julian Heriot, ROCAP.

1. Economic Trends of Recent Years

--Economic gyrowth stopped in 1980 and Gross Domestic
Product declined by 2.3 percent in 1981 and 9.1 percent in 1982. The
present estimate for 1983, with growth of 0.8 percent, suyyests only a
bottoming out of recession. The present official forecast for 1984
growth, 2.3 percent, is far from indicative of full-blown recovery and is
still less than population gyrowth.

--Based upon national accountiny estinates for 1983, on
a per capita basis, 1983 GLP was 88 percent of the 1977 level, and
consunption was 81 percent and investment 42 percent of the 1977 levels.,
Private consumption per capita in 1983 was 79 percent of the 1977 level.



--The fundamental constraint on economic yrowth relates
to the balance of payments. Current account deficits amounting to $ 1.0
billion in 1979-1981 were financed by foreign loans, but with the sharp
rise in debt service payments, particularly after 1980, the strong net
~inflow of external credits could no longer be maintained. Finally, in
1981 the GOCR suspended external debt service, essentially to maintain a
reasonable level of imports.

—Inflation reached high rates in 1981 and 1982; for
example, on an average annual basis the wholesale price index registered
a 65 percent increase in 1981, and a 108 percent increase in 1982. The
high rate of inflation of these years is partially explained by
accelerated expansion of domestic credit, which registered nominal rates
of growth increasing from 35 percent in 1978 to 105 percent in 1982.
Lower rates of inflation up to 1981 are explained by orthodox theory,
which suggests that excessive ¢rowth of domestic credit will enlarge
imports and the balance of payments deficit until foreign exchange
reserves and external creditworthiness are exhausted. Substantial
balance of payments support inflows in 1983 (approximately $270 million)
«nd exchange rate stability served to increase imports by $100 million
and reduce inflation to 26% in that year. In addition, domestic credit
expansion was 33.5% in 1983, which was postulated on an expected rate of
inflation in excess of 30%.

--The rate of open unemployment was 8.9 percent in
1983, i.e. a relatively low rate given the decline in output. However,
the growth of the employed labor force was only 1.2 percent in 1983,
suggestiny a deteriorating employment situation. Real wages declined
stronyly in 1981 and 1982 and, after some recovery in 1983, are about 60
percent of the 1979 level.

~-Arrearage on external debt service, which accumulated
to over one billion dollars by the end of 1982, was a major element in
Costa Rica's balance of payments after 1979. Costa Rica's balance of
payments crisis and suspension of external debt service in 1931 was
caused by the rapid increase in external debt, a sharp increase in
interest payments on that debt, declining export prices, loss of Central
American export markets, and (up to 1982) by imports increased by
domestically-yenerated demand pressures. By the end of 1983, after
conmercial bkank and Paris Club rescheduling agreements, Costa Rica was
again current on contrectual external payments.

—(Costa Rica's trade deficit decreased from $527
million in 1980 to $28 million in 1982 and $143 million in 1983.
Related to this improvement, import volume (referring to imports of goods
and non-factor services per national accounts) declined by about 50
percent from 1980 to 1983, and the projected 1984 import volume is only
56 percent of the 1980 volume. This is also confirmed by the balance of
payment accounts which indicate that the value of 1983 comnmodity imports



was only 65 percent of the 1980 nominal dollar value, also implyiny a
1983 import volume about 50 percent of that of 1980. In contrast, the
volume of 1983 exports of commodities and non-factor services (from
national accounts) was nearly the same as in 1980. Thus, the economy has
achieved a very substantial economy in imports as related to exports.
Reuuction of domestic demand through monetary restraint and reduction of
the fiscal deficit underlie this achievement.

--However, the reduction in real inports is also
related to very low investment. In 1982/83 investment was only 43
percent of the level of 1979-80, and if continued for 1lony this will
impair the achievement of both structural adjustment and future economic
growth., LEven though financial savings, in particular quasi-money, have
increased in 1983 (as a stock, from 32.6 percent in 1982 to 38.1 percent
of GDP in 1983), with the recessed economy, incomes are down and
logically profits must also be down., More importantly, the expected rate
of return on real investment is undoubtedly low. The tax exenpt
government bonds and high real rate of return deposit media are obviously
preferred by savers over niore risky productive investments.

2. Structural Problens

--For Costa Rica, with a small open econony, export
growth is the lifeline to hicher standards of living. The structure of
trade arranyements encourayes production for the small domestic and
reyional market rather than for markets outside the region. Slow ¢rowth
in the regional market must be assumed under the best of circunistances.

~-The Common External Tariff inparts a high degree of
effective protection to final consuner ¢oods industries and very low
protection to intermediate and capital goods industries. Consequently,
consumer goods industries avoid the competition that would help them be
price competitive in third markets, and incermediate and capital goods
producers are deprived cf incentives for investment.

--The colon is overvalued. It has been adjusted on the
side of overvaluation rathcr than on neetiny competitive prices in third
markets for non-traditional exports. Using the IMF/IBRD purchasiny power
parity methodoloyy and & 1974 data base, in mid-1983 the colon was found
to be 6% overvalued when the trading partner factor was limited to the
U.S., and 16% overvalued when other high income markets for
non-traditional exports were included. However, the recent unification
of the "free" bank and inter-bank exchanye rates and the reduction in the
percentaye of export proczeds that must be liquidated at the official
rate effectively devalued the colon by 8%.

--There arec 1little or no Central Government current
account savings.
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-~-Current account savings in the public sector
enterprises are due mainly to surpluses generated by the state~owneu
petroleum corpany, RECOPE, and not to a rate and tariff structure
throughout the state enterprises that would produce savings in all the
companies. The absence of public sector savings generally has meant that
the ¢overnment has had to resort to excessive domestic and foreign
borrowing to finance public sector investment.

--Some current account improvements through revenue
increasiny changes and expenditure reduction measures were enacted in the
"raw for Public Sector Financial Equilibrium” (LPSFE) passed in February,
1984.1/ These include a 10% income tax surcharge; transfers from state
enterprises to the Central government, and reductions in government
expenditures, A 10% to 25% sales tax on gasoline is under discussion,
These stop gap measures do not reflect a durable restructuring of the
public sector finances.

--Credit quotas and differential interest rates, which
favor sone economic sectors (or people) over others, make financial
intermediation in the National Bankiny System inefficient. The BCCR's
subsidies have demonstrably failed to meet the aims of the program. 1In
one typical institution, 1.6% of the loans accounted for niore than 45% of
the credit. These inefficiencies reduce the flexibility of the system to
channel adeqguate credit to new and more productive sectors of the
econory. The GOCR has taken measures recently which improve this
situation somewhat.

--The private bankiny sector, which could Lprovide a
healthy deyree of competition to the state banks, suffers trom unequal
access to financial resources, Private banks cannot accept demand ana
savinys deposits from the domestic private sector, and direct re-discount
facilities from the Central Bank are not available to them.

--Antiguated management practices and over-regulation
in g¢eneral generate hLigh costs for borrowers and savers in the financial
internediation process.

3. The 1983 Economic Program

~—By the time the present (Monge) administration took
office in May 1982, most seyments of Costa Rican society were
sufficiently alarmed to make possible the imposition of the discipline of
a stabilization proyran, which was formalized in a Stand-by Arrangement

1’ The Law has not yet been published in the official Gazette, and the
reference here and in later sections of this document to its
provisions derive from what we are informed is a final draft.
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with the IMF in December, 1982. 1In July of 1982, the GOCR also resumed
partial payments on external debt service arrears, and said payments
amounted to over $40 million in 1982,

—The IMF's one year Stand-by was approved on December
20, 1982 (and amended on April 26, 1983). This proyram, which provided
approximately $100 nillion (SDR 92.5 million), was desiyned to reduce
inflationary pressures, tc promote orderly exchange markets, and to
facilitate resumption of public sector debt service. Furtherrniore, the
agreement was widely redarded as a necessary element in the
GOCR-cormiercial bank debt reschedulinyg, and a pre-condition to the Paris
Club bilateral debt rescheduling.

--On January 10, 1983 the GOCR siyned & debt
rescheduling agreement under the aeyis of the Paris Club with ten
creditor countries which rescheduled principal and interest falling due
between July 1, 1982 and December 31, 1983 mainly to a five year period
beyinning September 1987. On April 22, 1983, the GOCR signed a
memorandum of understanding with foreign commercial banks, covering all
principal in arrears and falling due in 1984, These payments are
rescheduled to a period beginning with 1987, and ending with 1992. 1In
addition, the agreement includes a revolviny credit fund in favor of
Costa Rica, but of self liquidating and diminishing character, composed
of fifty percent of interest payable and due in 1983.

--The substantial infusion of IMF and U.S. ESF
assistance provided essential support to the 1983 balance of payments and
was crucial to GOCR efforts to briny about exchange rate stability and to
reduce the rate of inflation. By the end of 1983 the consumer and
wholesale price indices were increasing at annual rates of 10.7 and 5.9
percent, respectively. In addition, the five colon spread that had
existed between the inter-bank and "free" market exchange rates was
eliminated during the course of 1983.

-~The GOCR complied with the performance tests of the
IMF ayreement. The quantitative tests in this agreement were no net
decline in international reserves (adjusted for certain arrearage
liquidation), a limit on Central Bank expansion of credit to the economy,
and on banking system credit to the non-financial public sector. The
larger-than-anticipated reduction in inflation has impacted on the
econonly via increased real demand through a 15% increase in real wages
and increased real credit.

--The public sector deficit, which had increased from
6.7 percent of GDP in 1977 tu a high of 13.7 percent in 1981 was reduced
to 9.5 percent in 1982. A conservative estimate for 1983 is 5.0
percent. The reduction of the deficit can be attributed in part to
expenditure cuts that began in 1982, but in even larger measure to
increases in the charges of the state-owned petroleum refinery and
electric company. Private purchases of covernment securities were a
najor source of financinyg of the public sector deficit in 1983.
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4. Outlook for 1984

—The major neyative for 1984 has been failure of
IMF-GOCR to reach agreement on a new Stand-by early in the year. This
problen arose because the public sector's 1984 budyet had a projected
deficit of ¢£15 billion. Wage increases for the public sector, many of
which were approved in the 1983 budget but deferred for payment until
1984, constituted about 10% of this deficit. In total, the deficit was
judyed to be about triple the amount compatible with continued
stabilization. To face this problem, the IMF suspended negotiations for
a new Stand-by until the GOCR had obtained leygislative approval for stop
gap measures to reduce this deficit. The laws in question have now been
approved and the projected deficit reduced to ¢5 billion. An IMF team is
now negotiatingy a Letter of Intent.

--Our review of Central Bank projections of Costa
Rica's 1984 balance of payments indicates a gap of $267 million to be
financed with IMF, US LSF, and PL 480 Title I resources. Under
pessimistic assunptions, e.¢. IMF resources of about $50 million, US ESF
resources at only $70 million, Title I resources at $28 million, the
unfinanced gap would be in excesss of $100 million. A more optimistic
assunption, such as, an additional $60 million of ESF anu $50 nillion of
IMF resources, would suyyest adequate financing for the additional
imports which accrue to mild economic recovery, projected at $90 million
in nominal dollar value, and which are equivalent to about four percent
in volune.

-~In spite of the fact that domestic demand growth in
1983, and ygyrowth for 1984 alony the lines of the official projection (2.8
percent), cannot be considered as excessive, the GOCR confronts very
limited options to reduce its 1964 B/P gap. It can either cut imports by
carrying out a mix of actions such as tightening credit, stepping up
devaluation, and imposing new taxes on imports; or it can default on its
conmerial bank rescheduling agreement. However, cutting imports would
result in abortiny the moderate recovery now under way, would be
unpopular, and politically untenable. Defaulting on the commercial bank
payments would undo the present IMF negotiation and undoubtedly bring
greater foreigyn exchanye losses than gains, particularly if a perioa as
long as one year is considered. The only acceptable courses of action
are those which will bringy in sufficient foreiyn exchange to close the
B/P gap and, to the extent possible, genesrate new exports.

~-Not having an IMF program yet in place is a negative
in terms of making predictions for 1984, and this is mainly due to the
lack of quantitative performance targyets, i.e. the ceiling for credit to
the public sector and the floor for the net international reserve
position. The present Ceritral Bank credit proyram allows for an over-all
nominal increase of credit to the private sector of 15.7 percent (and it
also assumes a 13 percent inflation rate for 1984), and we suspect that
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only minor chanyes in this projection will result from current IMF
neyotiations. In regard to the balance of payments, even though we doubt
that any substantial changes will result from the current IMF-GOCR
neyotiations, an important question concerns IMF-Central Bank agreenent
on a taryet $50 million increase of net Central Bank liquid foreign
exchange holdings, which is included in the $267 million gap cited
above. We alsc do not know how the IMF-GOCR negotiation will come out in
regard to closing the yap.

--Under present conservative estimates however, the
Central Bank will exhaust its liquid Foreigyn Exchange Reserves in early
March. Paynents on rescheduled commercial debt in March and April ($47.7
million) are particularly high, and if these payments are not made, we
expect the hard earned stabilization process to begin to unravel. (For
further details, see SAN JOSE 01445 (1984), Classified.)
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III. U.S. INTERESTS, ESF ASSISTANCE OBJECTIVES, AND STRATEGY

A. U.S. Interests

As historically the most successful denocracy in Latin
America, Costa Rica has unigue credibility and influence as a spokesman
in regyional and international fora., Costa Rican support is a critical
factor in developing broad-based domestic and international support for
U.S. Central American policy. Both because of our sharea values, and to
preserve Costa Rica as a model of democratic development for the region,
a primary U.S. interest and objective is the preservation of Costa Rican
democracy. Recent economic failure has called into question, for the
first time in forty years, the ability of the democratic.system to
respond to the legitimate aspirations of the Costa Rican people. U.S.
policy nust therefore seek to achieve economic recovery in order to
forestall Marxist-Leninist challenges. It is U.S. policy to assist Costa
Rica to move towards a more market oriented economy.

To attain economic recovery, Costa Rica must move away from
the protectionist, import-substitution economic mouel towards export-led
growth., If Costa Rica can move forward economically, it may encourage
sonie of the other Latin American countries which have adhered to the same
economic model, and are now also suffering economic problems, to make
similar shifts in policy and operatiomns.

B. Overall ESF Assistance Objectives in Costa Rica

The proposed ESR III program supports the yoals and
objectives established for U.S. Economic Support Fund assistance to Costa
Rica, and thus continues the efforts of the previous ESR I and ESR II
proyrams. These goals and objectives, which were articulated in the
Mission's Caribbean Basin Initiative Inplementation Plan for Costa Rica
and in its CDSS Supplement are as follow:

--To help re-establish dynamic ¢rowth in the Costa Rican
econony';

--To assist in re-orientation of the econony from its present
import substitution bias, to one in which the industrial sector
contributes to export led yrowth.

Such goals are to be achieved through the followiny routes:

--Economic Stabilization and Recovery - To relieve Costa
Rica's economic crisis by improving its balance of payments situation by:
alleviating the shortages of imported goods reyuired for production;
increasing creait &vailable to the productive private sector; and
restoriny international confidence in Costa Rica and its currency. The
program is coordinated with, and supports the economic stabilization and
recovery aims of the IMF.
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~--Strengthening of the Financial System - To encourage the
further development of private banks and other private financial entities
in Costa Rica, in order to expand and improve services to the productive
private sector beyond those currently available through the nationalized

bankiny system.

--Expansion of Exports and Investment - Costa Rica will need
to export at a higher level, and on a more diversified basis, if it is to
recover its former standard of living and reinitiate lony term, dynamic
economic growth. The aim of this objective is to increase exports,
particularly non-traditional products for non-traditional markets, and to
increase foreign and domestic investment in enterprises which engage in
such production,

--Improved Public-Private Sector Coordination - To develop
improved means of collaboration between the public and private sectors in
order to contain the current crisis, stabilize the economy, and establish
a basis for lony term economic growth thru export and investment.

--Inproved Policy Formulation and Administrative Reforni - To
establish the attitudes, laws, procedures, and practices which facilitate
exports and investments and a more stable and diversified econony. Anong
the policies which the Mission sees as most desirable are a commitment to
a gyreater role for the private sector in the econony, an exchanye rate
regime favorable to exports, the reduction of export quotas and controls,
decreased incentives for import substitution industries, & broader
commitment to free markets in general in order to foster. more efficient
resource allocation, and monetary and fiscal policies designed to foster
greater internal capital formation.

C. Strategy for the LSR 111 Proyram

The previous two ESR programs, together with IMF support and
the commitment of the GOCR have, as described in Sections 1I. B. and C.
above, made considerable  strides towards  stabilization, and
re-establishrnient of international confidence in Costa Rica. A strateyy
has been approved for increasing exports and investment, and ~-me
incentives to promote these have been adopted -- particularly for
non-traditional exports. On the basis of this und other progress, the
specific objectives of ESR III involve a markea shift away from enphases
on short-term stabilization and the development of an export and
investrent strategy, and towards conditionality and activities which
pertain in particular to Improved Policy Formulation and Administrative
keform, Strengthening of the Financial Systen, and administrative and
operational support for Expansion of Exports and Investment.

The Mission strategy is to address as many of the policy and
structural reforms required to achieve the overall lony-term objectives
of the ESR Program, as 1is feasible in the context of the 1984
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Agreements. This involves both continuing efforts begun under previous
Ayreements, and seeing that initial steps (sometimes only a study) are
taken in 1984 towards changes that will be fully realized in later
years. There are several reasons for this approach as opposed to
singling out a small number of reforms where the analysis is more
advanced and where conditionality can be more specific. First, it allows
a broader ranye of conditionality relating to policy and structural
reforris to be tackled. The alternative approach is too limiting.
Specifically, structural reform and policy change need to be viewed as a
process over time, rather than as the achievement of a few changes at any
one point in time, even if they are important changes. Secondly, all
macro-economic policy factors interact in achieving export led growth.
Finally, in a different vein, there is a political factor: 1986 is an
election year in Costa Rica. Therefore, delay in initiatiny movenent
towards needed reforms beyond 1984 cnuld result in these being postponed
and not reconsidered until 1987, after the election, inauguration, and
settliny in of the new administration.

An additional aspect of the Mission strateyy is to assure
compliance with conditionality both by tranching disbursements, as
described in Section 1IV.C.2, and by using the sequential nature of the
Agreements and Amendments thereto to also make funds available for
transfer dependent upon  proyress/conpliance with conditionality
requirements.

Signing of the first Agreement with the Central Bank is
contingent upon satisfaction of a number of pre-conditions as described
in Section 1IV.E.l.a below. Signing of the second Agreement with the
Central Government of Costa Rica will be contingent both upon
satisfaction of a pre-condition described in Section IV.E.2.a, and upon
compliance as of that time with the conditionality contained in the first
hyreement. The sane considerations will be applied to any Amendments
which might result from a supplemental appropriation.
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IV. PROGRAM DESCRIPTION AND RATIONALE

A. Program Conponents

The conponents of the proposed proyram are as follows:

1. A $35 million dollar loan for balance of payments
support will be executed between AID and the BCCR. 'The disbursement
mechanism to be employed will be a cash transfer. The local currency
equivalent of the cash transfer will be used as follows:

- $35 million to a special credit line for the
productive private sector, of which $15.0 million
will be for use by the private commercial banks and
$20.0 million for the state commercial barks.

Authorization for this loan component is requested in
this PAAD.

2. A $35 million dollar grant for balance of payments
support will be executed between AID and the Central Government of Costa
Rica. The disbursenent mechanism to be enployed will be a cash transfer
to the Central Bank on a tranched basis. The uses of the local currency
equivalent of the grant will be developed with the Central Government
alony the lines described in Section IV.E.2 below, and will be detailed,
alony with conditionality requirements for the grant, in a cable
supplement to this PAAD. Authorization of the Grant will be requested at
that tine.

B. Rationale for Loan-Grant Conposition

A loan-grant split of 50/50 is proposed in this PAAD, $35
million loan and $35 million gyrant. There are three reasons for
proposing that a portion of the assistance be provided as a grant.
First, as Tables I and II below indicate, Costa Rica's present and future
debt service burden is already an onerous one, and it is clear that
despite the 1983 debt rescheduling and Costa Rica's austerity measures,
further rescheduling will be required in the near future. Thus, the
Mission feels that the maxinum grant financing that AID can provide is
required to support stabilization and recovery objectives, and U.S.
interests in Costa Rica.



-18 -

TABLE 1

COSTA RICA
OFFICIAL DEBT SERVICING 1983-84

Estimated Projected

1983 1984
Interest $375.9 m $347.4
Amortization* 67.9 m 125.6 m
$443.8 1l $473.0 m

*Includes Central Bank in addition to Central Govt. at Pub. Enterprises.

TABLE II

COSTA RICAN DEBT

Estimated Projected

1983 1984
Commodity 850.7 899.1
Exports, FOB
Exports of Non-Factor
services 249.0 267.1
Total Exports of Goods
& Nor~Factor Services 1099.7 1166.2
Debt Service as a %
of Conmiodity Exports 52.2% 52.6%
Debt Service as a % of
Comniodity plus Non-
Factor Service Exports 40.4% 40.6%

A further rationale for providiny a portion of the assistance
in the form of a yrant is to avoid the second Agreement, which would be
signed with the Central Government, haviny to be ratified by the Costa
Rican Legislative Assembly. The Concepts Paper explains that while loan
obligations of the Central Bank are not subject to such ratification,
those of other government agencies are.
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Furthermore, aside from time delays in effectiny the cash transfer that
the legislative process would bring about, it would be politically unwise
to submit the type of conditionality required to legislative debate and
action as a package. It could yenerate much unfavorable publicity--at
odds with our national interesv, and might well result in a refusa.: to
ratify the Agreement. Inasmuch as many of the structural reforms and
activities to be carried out under ESR III are not within the mandate of
the Central Bank, there is no option but to sigyn the Agreement with the
Central Government. Finally, g¢rant funding will allow for maximum
flexibility with regard to Jocal currency uses, especially transfers to
private sector entities.

c. U.S. Dollar Resources

1. Purpose and Terms of Dollar Resources

A total of $70 million dollars, $35 million in ¢rant
and $35 million in loan funds, will be provided to the Central Bank in
the form of cash transfers covered under two separate Assistance
Agreements as described in Section IV.A. above. The first Agreement,
which will be siyned with the Central Bank, will contain covenants to
cover the use of all dollars obtained under the ESR III proyram,
includiny also those provided under the Second Agreenent to be signed
with the Central Government, and under any Amendments to either Ag:eement.

It is proposed that the loan portion of the transaction
be made on A.I.D.'s most concessional terms, i.e., a forty year loan with
a 10 year grace period, 2% interest during the grace period, and 3%
thereafter.

Dollar resources and reportiny on these are covered by
the proposed Covenants as detailed in Section IV.E.l below. 1In sum, the
Central Bank will make an amount of dollars eyuivalent to that disbursed
under the cash transfers, available for sale through the commercial banks
to private enterprises in Costa Rica. Imports of raw materials,
intermediate ¢oods, construction materials and spare parts from the
United States for an eqguivalent amount will be required and monitored.
keports on sales of dollars will be made within three months following
each disbursement and on purchases of imports at appropriate intervals.
Procedures for ex-post facto price checking on these and other imports
will be developed and put in place.

Costa Rica's private sector can easily absorb 70
million for the specified purposes, within the time frame provided. This
amou~t represents approximately 25 percent of Costa Rica's imports for
these .ypes of conmodities.
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2. Disbursement of U.S. Dollar Resources

a. schedule for Disbursements

As in the ESR II progyram, the Mission proposes to
tranche disbursements both to provide a basis for enforcing
conditionality, and to maintain an even flow of foreign exchange into
Costa Rica. The first disbursement will be made under the first
dgreement with the Central Bank; that Agreement will provide for that
disbursement only. The second through fourth disbursements will be made
under the subsequent Agreement with the Central Government, which will
provide only for those three disbursements. Tranching between the
disbursement under the first Agreement and the first disbursement under
the second Agreenent will be a function of the time lay between the two
Agreements. Tranching of the three disbursements under the second
Ayreenient will be carried out in the same manner as for ESR II, wherein
disbursements will be made at monthly intervals and may not exceed the
schedule except as AID may otherwise agree in writing.

The proposed disbursement schedule is as follows:

(millions of U.S. dollars)

Disbursement Loan Grant Total
First Ayreement $35 $35
Second Ayreement

First $15 15

Second 10 10

Third 10 10
$35 $35 $70

AID found in implementiny ESR II, that variations
in the schedule were sometimes required due to the need to "make up”
missed disbursements when these were witheld or prior conditions not met
on schedule, and also to allow greater flexibility to AID and the Central
Bank in managing the flow of foreign exchanye resources given seasonal
variations and timing of inflows from other donors such as the IMF.
Thus, the Bank may not need to request a disbursement for over a month,
but may then need two disbursenents in close succession, or together.
(Note that althouyh the second Ayreement will be signed with the Central
Governnient, it will provide that requests for disbursements under this
Agret nent be made by the Central Bark.)

Given this situation, authorization to vary the
disbursement schedule as required to assure good management and regular
availability of foreiyn exchange resources, was granted to the Mission
(See Annex VII); The Mission proposes to include, in both the
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Authorization for the second Agreement and the Agreement itself, a
schedule for monthly disbursements, but with the provision that allows
this to be varied by the Mission.

b. Disbursement Procedures

Dollar disbursements will be made in the same
manner for the luan and grant portion of the proyram. Disbursements will
be made into a BCCR account, in accordance with its instructions. It is
anticipated that electronic transfer of funds to a U.S. Bank will be
enployed. However, other mechanisms may also be employed if it appears
there is any possibility of an embaryo of said account by BCCR creditors.

c. Justification for Cash Transfer

Use of a cash transfer as opposed to a CIP is
proposed for the ESR III program for several reasons. First, the setting
up and the operation of a CIP would limit the quick disbursement
capability which is required to move foreign exchange into the Costa
Rican econony to meet the balance of payments and cash flow needs as
described in Section II.C above. Second, the data indicates that in 1982
and 1983 there was an increasing positive net flow of private capital
into Costa Rica, rather than capital flight out of the country, and,
hence, the indirect benefits of a CIP in limitiny capital flight are not
needed.

With respect to the data, net private capital
inflows to Costa Rica for 1980-1983 were as follow:

1980 -$240 million
1981 -$ 55 million
1982 +$ 69 million
1983 +$137 million

The trend towards a reflow of private capital to
Costa Rica corresponds to the stabilization of the economy, and the
improvements in the exchange and interest rate structures.

Since Costa Rica is using the AID funds to
compensate for foreign exchange inflows lost as a result of factors
leading to the current economic crisis, and since it normally trades with
the U.S. in excess of the dollar amount to be provided under ESR III
(even assuming there were to be a supplemental appropriation), there is
nothingy to be gained over the current situation by using a CIP. Imports
from the U.S. in 1980 of raw materials and intermediate ¢oods alone were,
as previously mentioned, equivalent to $251 million. During 1983,
imports from the United States of raw materials, intermediate goods,
construction materials and spare parts were well in excess of the
$155.735 million provided to Costa Rica by ALD under ESR II. The total
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of imports from the U.S., includiny these eligible items, amounted to
$398.3 million during 1983.

D. Local Qurrency Resources

A description of activities to be funded from the local
currency equivalent of the loan, and the amounts, objectives and
rationale for each of these is combined with the dJdiscussion of
conditionality in Section E below. To the extent that areas for local
currency supported activities under the Grant can be described at this
time, they are also contained in Section E.

E. Proyram Conditionality and Rationale

As indicated earlier, the ESR III Progyram will be implemented
through two Agreements - a Loan-funded ayreement with the BCCR and a
Grant funded ayreement with the Central Government. The situation with
regard to each Agreement is dealt with separately.

1. Agreement with the Central Bank of Costa Rica (BCCR)

a. Prior Actions to Obligation

Submission of a Letter of Intent acceptable to
INF Management, and legyislative approval of an Amendment to the Currency
Law designed to facilitate dollar denominated lending by all credit
institutions will be required. The purpose of requiriny the submission
of the Letter of Intent is to give Costa Rica the signal that the U.S.
will not move forward with the ESR III program without establishment of
the necessary discipline and measures for continued stabilization that
are the purview of the IMF. '

The requirenent related to the Currency Law Anendment is predicated on
the belief that no substantial economic recovery can proceed without a
change to this law in order to permit credit to be effectively
denominated in dollars or other hard currencies as required to support
export-import transactions. At present, the Currency Law, as interpreted
by the Costa Rican courts, allows many debts denominated in foreign
currency to be repaid in Costa Rican currency -- but at the official rate
of 20 colones to the dollar rather than the bank rate, which is twice as
high. Thus, some debtors have, and would continue to liquidate loans at
nuch less than the lenders' cost of repaying their foreign creditors.
The law as currently constituted is responsible for holding up dollar
disbursement on two DA-funded projects desiyned to make dollar credit
available to exporters (COFISA (0187) and BANEX (0176)).

A third prior action had been contemplated, i.e. approval of
a revision of the Banking Law submitted last year in satisfaction of an
ESR II covenant, which was designed to permit direct private bank access
to Central Bank credit operations. Soundings taken by the Executive



Branch with nembers of the Leyislative Assenbly anw with warty leaders
indicate that an unacceptably high political cost would be entailed in
pushing through this measure. The BCCR proposes to withdraw the proposeu
amendment to the Banking law, and sinultaneously to include in the
amendment to the Currency Law, a provision which would enable direct
access by private banks to BCCR credit where the origin of the funds is
external. The Ekxecutive believes that this somewhat more limited reform
will be acceptable to the Leyislative Assembly.

A substantial portion of BC(F credit to the
cormercial banks derives at present from external sources, and is likely
to continue to do so for the near and medium term. Also, an informal
check with the private banking community indicates that the proposed
chanye would satisfy their aspirations. The Mission reconmends that AID
accept inplementation of this compronise in satisfaction of the
precondition to obligation.

Proyress towards meetiny the above pre-conditions
was reported in classified cable SAN JOSE 01445, dated February 24, 1984,
anu will be updated as reyuired.

Another pre-condition was proposed in the
Concepts Paper, i.e., an amendnent of the Free Zones Law. This action
has bLeen completed. The amended Law now pernits establishnent of free
zone areas in the Meseta Central where most of the country's productive
infrastructure is located, and provides needed clarity on rules governing
the use of free zones. It also betters incentives for enterprises
wishing to locate in free zones.

b. Conditions Precedent to Lisbursement

In the LSF Concepts Paper and related AIL/W
yuidance cable, provision was made for formal IMF Board approval of the
1964 Standby Agreement as a Condition Precedent to initial disbursement.
In view of the foreiyn exchanye liquidity crisis referred tc earlier, the
Mission reconmends that this requirenent be dispensed with, and that only
the prior action, as defined above, be required.

c. Covenants - Including Local Currency Activities

All items put forward in the LSF Concepts Paper
as topics for discussion with the BCCR have been successfully neyotiated
and approveu by the Board of Governors of the BCCR, except as
specifically noted. The draft covenants, with comments on each one, are
as follow:

1. The BCCR will wundertake the following
neasures as reyards credit and interest rate policy:
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a. Dburing 1984, the activities
subject to credit control will be: rice (planting and marketing), coffee
harvesting, sugar marketiny, nacadamia, purchase of a sugyar refinery
(Ingenio Atirro), the program of assistance to enterprises, and the
special programs for the developnent and diversification of the
agriculture and livestock sector (amonyst others, those proposed by SEPSA
and SEPSL1. It 1is understood that the commercial banks may freely
transfer resources amongst the different iternis of a g¢iven activity
(livestock, industry, pre-exports, fishing, and other activities) but
only for items which are detailed in the credit program for 1984
approved by the BCCR in Article 12 of its session No. 3898-83, held on
December 22, 1983.

Commient : The above text
corresponds textually to a decision already taken by the Governiny Board
of the BCCR. It is not as clear as might be desirable. 1In fact, as of
this wriling, there is some controversy at staff level in the BCCR as to
the exact intentions of the Board of Governors. This is especially true
of the "special proyrams" subject to credit control. The two entities
nentioned in this connection (SEPSA, the Agriculture Sector Planning
body, and SEPSLI, a parallel body for the industrial sector) have been
authorized --althoush not in writing-- to propose indicative or
illustrative credit levels on a product-by-product basis directly to the
conrwercial banks. There has been no formal uefinition of what is, or is
riot eligyible for inclusion 1in these "special programs”, let alone
establishment of criteria for same.

The neaning of "creuit control™ is also the
subject of uncertainty at the BCCR staff level. It probably is intended
to mean that the identified operations are to bLe trackeud and an attempt
maue to ensure that they are executed in conformity to the National
Credit Progyram. There is also debate about whether the last sentence
dealing with transfer of resources anonyst different items of a given
activity, apulies to the "special programs”.

What has happened here is that the BCCR in
its initial, Decenber 22, 1983 aecision, approved a sinple set of six
credit allocation cateyories as these were jpresented in the Concepts
Paper. 1n January, 1984 opposition to this departure fron historical
practice beyan to cuevelop in the substantive ministries and amongst
special interest groups, e.y. product specific proaucer associations.
The board of Governor's amendment of the original approval, which is the
text of the proposed covenant, is an attenpt to satisfy the coniplaining
entities in a face savinyg fashion, without yiving away very much in the
way of substance. The result is a somewhat fuzzy product. Nevertheless,
it does represent a sigynificant inprovement in reducinyg controls over the
allocatic, of credit. 1n 1483, there were over 100 credit ceilings
established cn a product by product basis. Whatever the lack of clarity
in the present regulation may be, the number of items on which ceilings



are establisheu is now wowle to six.  the purpose of including this bCCR
Loaru of  Governor's cecision ab oa o covenant  is to prevent  further
backsliding by the LCCR when the cuditional pressurcs frow  special
interest groups cowe into play.  She Hission will nonitor conpliance in
accordance  with  our own  interproetation of  the covenant  anu  act
aeeorGingl, .

L. uhe beek will develop, together with
CUbkbh (the  State  owneu  holding  congany/developsenit  bank)  and  its
subsiulary  cohpanics, o consoliuatcu creuit  prograw to finance their
operat ions auring 1964,  Said credit prograw will establish an overall
Liit on [inabcing wy, the Lational  Lanbing Systan to COLLSa and  its
subsidiar; colganles. iacept for funds for the Pree wone Corporation,
the  appioves  creult  progran will Lo likitea tc  reguirenents for
operational creuit; neither will it proviee for any girect Central bank
ol Costa hica creuit to COLLSA or its sulsiularics,

¢.  he kational banking Systew (WBS) will
not authorine creait to the Laltionad rroduct ton Council (Ch) when such
credlt is desigyhea to o cover Josses incurrca by provisicn ol subsicies
auritg 1964, Al excoption i wade s tegaras Linancing neceued by the Chp
Yo cover losses incurred inorice exporls frowm the 1983/L4 harvest.  lor
the ahove purpose, subiiaict are aelined on the diifercnce between the
Chi's cost of aequisition ol the prouuct, plus transport, handling, and
telatcu aaninistrat ive expannes ana Lhe paice ot which it sells the
conouit ien.

Cotpcnl s e Pl 4o Sitle 1 Agreenent
requires the ChP to naintain o balancea buaget. 1t was successful in
oy, SO ine 1963, bul will run o large el icit in 1964 unless it either
uecreases  support  prices, raises it selling prices, or unuertakes &
cuidsilat ton ol the two.  Whis covenant s weniyned Lo strengthen the hand
ol the LLCR in wealing with the problen, since the (WP law requires the
LCCk  to provide unlinittes  creait ot 2% to the Ciw  for "urice
stabilization" purjposes,

G.  Who banic passive rate will continue to
Lo positive tn oreal terms auring 1964, lor jurposes of this Agyreerent,
the "Laole paooive tate” s the inlterest rato which 1s Liacd by the BCUL
for resources  capttured o the public o the fore ol 6 nonth
colt L icates ol acpouit .,

Cowenl s o the past, the Loard of
wvernors ol the LCCK awddnlainea thal they coula (ol least in theory)
atbilrarii; cotalblich o "hatic passive rate", to which wll other interest
ratct, tatgying, cle. relate, without it necetsarily having any relation
lo the conl to the banks ol capduring renotrces, or levels of inf lat ion.,
his covenanl  does away with Uhis Tallaey,.  the criteria establishea
unuel  covenant (1) below, ana Lhe Guatter by reporting on this provideu
tor in covenant (X)) Lelow, will constitule a mechanisn for nonitorig
Culye liance with the provisions ol covenat (d) .

Best Available Document
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banks pay little or no interest. 7The intent of the covenant is yive the
Central Bank an incetitive to hold down the anount of subsidizeu credit.

i. buriny 1984, the interest rates, bLoth
passive and active, will be revised - as often as necessary - to reflect,
amonyst other factors, the actual and anticipated level of domestic
prices, international interest rates, and the relationship between the
supply and demanu for credit.

Cormient :  This covenant is desiyned to
establish a franework for periodic reports (see item IX below) which can
be useu as a basis for continuing policy uialogue.

j. As soon as the results of the analysis
beiny uncertaken, by the Commission for the Lvaluation of the hational
Banking System are available, the Central bank will prepare a progranm
cesiyned to reuuce the cost ot credit to the final users through nieasures
concerned with the operational costs and profit margins of the banks and
relateu neasures anu reyuirenenuts that unnecessarily increase the cost of
credit.

Content : Wwe are intorned that the
Conmission referred to above is expected to finalize its report this
surer.  7he purpose of the covenant is to commiit the DCR to translate
all or sone of the Conuission's {findings into an action proyrarn.

k. For purposes oi this Agrecneut, it is
agyreed that the provisions ot itens la, le, 1f, lg, and lh refer only to
credit operations financed trom donestic sources, and that the provisions
of items 1lb and lc relate to all credit operations whether donestically
or externally iinanced.

Congwent : This wefinitional item 1is
includeu to avoid potential disputes on interpretation in the future.
The neeu for such an article has been discussed with the BCCR, but not
the exact text.

11. burinyg 1984, the Central bank will unuertake
the tollowingy measures concerniny exchanye rate policy:

a. hMaintain a unified exchanye rate,

b. Review the exchange rate on a
continuing basis in accordance with, anongst others, the following
factors: relation between domestic prices (actual and anticipated) and
prices in the principal countries with which Costa Rica has comercial
relations, the status of the current account transactions in the balance
of puyments, service of the foreiyn debt and non-conpensatory net capital
inflows.
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Conuient: This covenant 1is desigyned to
establish a franmework tor periodic reportihliy (see item IX below) upou
which a continuiny policy dialoyue can be unaertaken.

III. The Central Lank will prepire a plan ot
action desiyned to inprove the quality, timeliness and use of economic
information, especially that relatea to external debt, foreiyn conmnerce
and other international transactions and indicators of economic
activity. 9his plan should Le finalized not later than June 30, 1584.

Connent : knvisioned here are activities
such as training for the originators of raw data, better forms for sane,
training of Central UBank staff, developwent of suitable conputer
software, technical assistance in  deternination of  information
priorities, etc.

1v. O prepare by June 30, 1904, a plan of
action uesigneu to ronitor on an ex post facto basis inport and export
tranvactions with a view to identifying overinvoicing of inports and
underinvoicinyg of exports, and to take appropriate sanctions against
firms inaulying in these practices; that the plan of action will include
steps to be taken to uevelop and to prouressively strengthen a price
checking unit, the preparation of registers of prevailing narket prices
for major imports ana eaports, oryanizational arrangenents for ex post
facto auaiting, investivation, and punitive action, training and other
technical ausistance requirements anu personal requirenents;

V. The Central Bank will increase the resources
nade available to the productive private sector through the private
conmercial banks under the special credit line establishea pursuant to
A.1.L. lLoan 515-h~037 anud 515-k-040 in a local currency amount eyuivalent
to fifteen nillion dollars (US$1S million). 1tie Central Lank will revise
the requlations in effect for this rediscount line so as to perniit the
recuperation of funds disbursea Ly the State connercial banks as of
Lecenber 31, 1984 tou be relent by those banks, and will make available
ew resources to be useu by Stute Couvercial Lanks in a local currency
amount equivalent to $20.0 million.

Coeent s The U.S. $15.0 million equivalent
in new funds for the privaute banks will enable them to reach a level of
approxinately U.5.$27.0 willion in new loans auring 1984,  Severul of
theri will have to increase their capital in order to take advanlaye of
the resources unwer the rediscount facility. 1he stateunent about
revision of the new reyulation dealing with use of reflows relates to a
provision that all reflows under the rediscount line nust ¢o to the
private banks. The provision was introduced when we anticipated a
liquidity problen in reusiscount availability for the private banks. This
is no lonyer the case.
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VI. 7The Central Bank will support the creation
oi a Central Secondary lortyaye bank, whose Loard of Directors will have
a majority from the private sector. Anong the functions of the new bank,
inportance will LbLe placed on f{inancing secondary Liorteages — and
rediscountiny credit operations for housiny construction undertaken by
savihgs and loan associatious, nenbers of the National Banking Systen,
labor unions, asociaciones soliuaristas*, anu INVU (The National Housing
Ayency). Awony the attributions of the bank, will be leyal authority to
capture funds through the emnission of investment and other market
instrunents.

Once the housing bank 1s created, the
Central Bank and AlD will ayree on the terms and conditions of a seed
capital loan by the BCCR.

Conmient:  This covenant inplenents a
resolution of a recent National Housing Conference. 1t is intended to
proviue an  incentive to those groups interested in developiny the
financial nmarket for housing. 1t will be noted that the amount of the
seeu capital loan is not specified. 1t is probable that no funding will
be requireu until 1985. The anount can then be fixed in liyht of the
status of the institutional initiative and the macroecononic situation.

VI1. To provide wuring 1984, foreiyn exchange
resources to the hNational Lanking Systen ana other authoriwed agents for
purchase by private enterprises, the total anount of which shall be not
less than the anount ot all cash transters receiveu by Costa Rica fron
the United states Governwent during 1984 under the Leononiic Stabilization
anu Recovery Proyram 111, and to report to USALL/Costa kica, by barch 31,
1985 that such transactions were acconplished.

Congent : This covenant is desiyned to cover
reporting contiitents on all LSF assistance provided in 1984.

Vill. 1o nake available through its own funds
and during CY 1964 a dollar anount equivalent to that disbursed as cash
transfers to Costa Rica unuer the Leonowic Stabilization and Recovery
Program 1I7 for the importation from the United States of raw materials,
internediate yoods, construction naterials and spare parts needed Ly
private enterprises in Costa Rica.

*Asociaciones  solidaristas are  legal entities created Ly labor and
nanagement of an inuividual cnterprise to which both coutribute ayreed
upch atounts, with the proceeds used for social purposes weternined by
the asociaciln.
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IX. Not later than July 1, 1984 the Central Bank
will prepare a report on the execution of the national credit program for
the years 1982 and 1983 in which the actual operations will be compared
to the planned targets and differences analyzed. Similar evaluations
will be undertaken relating to the 1984 credit program.

X. The Central Bank will provide to AID copies
of the docunments that are produced pursuant to items I.b., I.j., III. and
IX above, as well as copies of all reports to the IMF, as these are
issued, in accordance with the stabilization program, The reports
relatey to items I.i. and II.b. will be provided to AID at least
qguarterly. The report on status of operations indicated in Article IV
will be provided monthly. As regards Covenants VII and VIII, reports on
the status of operations will be provided within three nronths and six
rnonths, respectively, following each disbursenient.

2. Agreement with the Central Government
of Costa Rica (GOCR)

As was ayreed at the DAEC review of the ESF Concepts
Paper, this Ayreement will be for a yrant of $35 million. We have
deliberately avoided enteriny into detailed neyotiations until after the
IMEP  Agreement is  concluded. We have, however, had jpreliminary
Giscussions with pertinent officials on policy matters which do not have
inplications for local currency use. These will be reflected below, as
will be a series of important structural reform actions dealt with in the
ESF Concepts Paper, and incorporated into the recently passed Law for
Public Sector Financial Equilibrium (LPSFE) and other leyislation and
Lxecutive Branch determinations.

a. Prior Actions to Obligation

At the time of the DAEC review of the ESF
Concepts Paper, we were advised by GOCR officials that they expected to
fornmally issue their document on "Economic Policy: Strategyy and Actions
1964-1986" Ly mid-February. This has not yet haprened. We are informed
repeatedly that the Cabinet has approved the substance of the paper, but
that certain embellishment for public consunption purposes has not been
finished. In all fairness, it should also be noted that the GUCR has had
several, considerably more urgent matters to deal with in the past two
nonths. Nevertheless, we attach considerable importance to the formal
issuance of the document for two reasons: one is to be able to use it
explicitly in developiny the conditionality of the ¢rant Agreement; and
secondly, because a chanye in the membership of the GOCR economic team is
imminent. It is important that there be an ayreed upon, formal policy
line to which the new incumbents should relate. Thus we propose to
advise the GOCR that a pre-condition to signing the yrant Agreement will
be formal approval and public issuance of the document referred to above.
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b. Conditions Precedent to bisbursenent

None are presently contemplated, but nay
conceivably be developed with regard to the release of local currency by
the BC(R (which will receive the dollars) for specific activities.

c. Conditionality

Six areas for policy and strictural reform were
identified in the ESF Concepts Paper. Recent developments and the status
of discussions with regard to each (except Financial Intermediation,
which is dealt with in the precediny section) follow:

i. Tax Reform

A bill was introduced to the C(Costa Rican
Leyislative Assenbly which aims to strengthen the ability of the Tax
bBureau to effect collections. Conversations with GOCR officials have
revealed that the proposed leyislation is stuck in committee in the
Legislative Assembly, and is considered very controversial. Preliminary
anuiysis of the proposed law reveals that, while it would help
considerably, it could be inproved. Given these developments, we
consider it prudent to give the IRS team working with the Government some
time to work out chanyes in the draft law with their counterparts, and to
uevelop a leyislative strateyy with them. Later on, in relation to an
Anmendment related to a supplemental appropriation, or possibly in next
vear's LSF neyotiations, we may propose passage of this legislation as a
prior action to obligation.

There are several developments to report
concerniny elimination and/or reform of taxes affectiny exports. First,
the recently approved LPSFE and Free Z%one Law significantly reduce or
eliminate taxes on extra-regional exports; secondly, as Annex III of this
paper shows, further reduction and rationalization of export taxes should
probably be related to, and offset by, changes in the import duty
structure, especially non-renewal, at the end of 1984, of the Industrial
Investment Contract with its import duty exemptions. This approach’
appears to coincice with the thinking in some sectors of the Government.

Finally, it should be noted that because of
the local currency implications, we have not specifically discussed this
topic with the GOCR. Our present assessment is that it may be desiral.le
to leave this matter pending until later in the year, or until next year,
when there is more clarity on the reforns in the external tariff that
niust be deciued this year.

ii. Other Actions with Fiscal Policy Implications

Here again there have been several recent
develouents. The LPSFE includes provision for the creation of a
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conmission to aevelop reconmendations for restructuring the management of
public finance; for Executive Branch evaluation of & series of
decentralized ayencies with the view, inter alia, of eliminating or
consolidating progyrams; and for limiting Central Government recourse to
bank credit and to shifting funds. The Law alsc eliminates unfilled
positions, freezes new hires, develops other controls on central
governnent enployment levels and provides retirement incentives.

In addition to the LPSFE, there has been a
determination by the Attorney General anu the Controller General that the
Ministry of Public Works (MOPT) can create cooperatives or sinilar
entities amonyst its work force and turn over to them machinery on sale
or lease terns.

we have explored, in preliminary £ashion,
GOCR interest 1in taking advantage of these legyal developnents and
devising action programs to inplenent the new authorities. Such prograns
might 1include financing on-the-job traininy costs of public sector
eniployees who wish to take aavantage of early retirement provisions of
the Law; needed financiny for rnioving the MOPT divestiture of functions
from a concept to a reality; and development of parallel programs for
other public sector entities. Initial reaction is very favorable.

The LPSFL also openlis the door to sone extent
as concerns divestiture by CODESA of its subsidiaries. Wwith the
exception of FLRTICA (the fertilizer conpany) and Cementos del Pacifico,
where only 40% of the shares can be sold; and CATSA (the sugar refinery)
and Cenentos uel Valle, which can only be converted to cooperatives, the
Executive Branch is authorized to sell its subsidiaries on an open bid
basis, without need for legislative approval. Wwe propose to explore the
desirability of a covenant under which the GOCR would be committed to
developing an action plan for using the new legal authority.

i1v. Customs Tariff Policy

we have reviewed, with the pertinent GOCR
officials, the criteria they are using in the neyotiations with other
countries in the region regaruing the Conmon Lxternal Tariff, and their
timetable for action which provides for finishing talks by July, having
proposuls reauy for consideration by the GUCK in August, anu sublitting
appropriate  legislative proposals to the Legyislative Assenbly in
Septenber. We see no utility in discussing a covenant to the Assistance
Ayreenent on this topic at this time.

v.  LEkxport and Investnent Promotion

The LPSFE contains a series of provisions
relating to this topic, including new tax incentives and tax credits, and
the creation of a National Investment Council empowered to approve export
contracts and fulfill other functions. 7The recently approved Anmendment
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to the Free Zone Law provides the necessary flexibility to the Executive
Branch to nove ahead with this development. After careful examination of
these new institutional and policy reforn neasures, we have come to the
conclusion that there is little nore in terms of establishing a suitable
framework for investment and export that can be identified as needing
action this year. The task now will be to utilize effectively the new
anG broadened authorities and incentives. Thus no covenant seems

appropriate.

vi. Cther topics

In addition to the subjects dealt with
sbove, we have identifieu anu discussed with the GOCR two other areas for
structural reform which do not involve local currency use. The response
to developing and negotiating covenants on the following two matters has
been initially positive. They are:

i. Measures to increase exports of beef
and sugar by a series of actions, including gradual reduction in export
guotas.

ii. Inprovement in the kent Control Law and
in the Savings and Loan Law.

d. pPotential Local Currency Uses

As indicated earlier, this topic has not yet been
discussed with the GOCKk, except very tentatively in connection with iten
V.D.2.c.ii above. The possible uses which we propose to explore with the
GULLR, after substantive agreenent has been reached between them and the
1MF, are listed below. It should be noted that the GOCR may propose
aaditional itens,

i.  Reduction in Port Charyes

Thirty three percent of the anticipated 19864
receipts by the Atlantic Port Authority, amounting to the equivalent of
Us$6 million, are to be transferred to the Central Government. (This is
the "nornal" transfer and is additional to the one tine, special transfer
of 125 million colones required under the recently enacted LPSFE). In
order to make exports niore competitive, we would be prepared to consider
offsettinyg a one-third reduction in port changyes by a transtfer of US$6
million equivalent to the Central Government.

ii. Prinary School Textbooks

It is believed that use of new primary
school textbooks would be & desirable development. It may be possible to
make arrangenients whereby private sector, non-profit institutions (e.y.,
the National Lconomic Development Association (ANFE) and/or the C(osta



Rican Institute for Management (INCOSLM) would participate in producing
such books and makiny theni available to the Ministry of Lducation.

iii. Counterpart for IDB Loans

mpproximately US$S9.7 million eyuivalent from PL
480 enerations 1is presently prograimed for rneetiny counterpart
requirenents of IDB loans during CY 1964. f1There is a possibility that an
additional US$2 million equivalent for loans dealing with rural roads,
aninal health, and rural electrification could be utilizea during 1964.
These additional requirements might be financed from ESF or from a
supplenental PL 486 Title I authorization.

iv. Infrastructure:Water and Seweraye Facilities
and Road Maintenance

One  of the elements of the  econornic
reactivation/enploynent generation strateqy is to get the housing
construction sector moving again. A major constraint is the inadequacy
of water and seweraye facilities in areas suitable for housing
development. We propose to explore the possibility of usiny ESF local
currency equivalent to overcome this constraint. 1n this counection, we
would also examine the needs for maintenance of the existinyg systems.
There is also a problen with protecting the countries current investment
in roads.

V. Developnient of Free Zones and Industrial Parks

Now that the Free Zone Law has been enacted, it
nay prove desirable to provide financing for termination of the
Puntarenas ana Moin installations and for development of a free zone
facility on the Central Plateau, near the airport.

vi. Offsets for Lxport 'laxes

As was indicateu earlier, our present readiny of
the situation is that there is probably no need for such action at this
time. hevertheless, we do not wish to rule out this possibility until we
have explored the issue nore thoroughly.

vii. Private Sector Credit Throuyh Non-Bank
Institutions

There are indications that sone of the private
sector Financieras, especially COFISA, may be in a position to use
auditional credit resources. These institutions are not eliyible for
using the BCCR Special Credit 1line. We proposed to explore this
situation and accord the problemn a high priority.



COUNTRY CHECKLIST

A. GENERAL CRITERIA TOR  COUNTRY
ELIGIBILITY

1. FAA SEC. 48l. Has it been
determined that the government of the
recipient country has failed to take
adequate steps to prevent narootic
drugs and other controlled substances
(as defined by the Camprehensive Drug
Abuse Prevention and Control Act of
1970) produced or processed, in whole
or in part, in such country, or trans-
ported through such country, from
being sold illegally within the juris-
diction of such country to U.S. Go-
vernment persamel or their depen-
dents, or from entering the U.S. un-
lawfully?

2. FAA Sec. 620(c). If assist-
ance is to a government, is the go-
vernment liable as debtor or uncondi-
tional guarantor on any debt to a U.S.
citizen for goods or services fur-
nished or ordered where (a) such citi-
zen has exhausted available legal re-
medies and (b) the debt is not denied
or contested by such government?

3. FAA Sec. 620.(e)(l). If as-
sistance 1s to a government, has it
(including government agencies or sub-
divisions) taken any action which has
the effect of nationalizing, expro-
piating, or otherwise seizing owner-
ship or control of property of U.S.
citizens or entities Dbeneficially
owned by them without taking steps to
discharge its obligations toward such
citizens or entities?

4. FAA Sec. 532(c), 620(a), 620-
(£f), 620D; FY1982 Appropiation Act

Secs. 512 and 513. 1Is recipient coun-
try a Communist country? Will assist-
ance be provided to Angola, Cambodia,

ANNEX I
Page 1 of 14



Cuba, Laos, Vietnam, Syria, Libya,
Iraq, or South Yemen? Will assistance
be provided to Afghanistan or Mozambi-
que without a waiver?

5. ISDCA of 1981 Secs. 724, 727

and 730. For specific restrictions on
assistance to Nicaragua, see Sec. 724
of the ISDCA of 198l. For specific
restrictions on assistance to El Salva-
dor, see Secs. 727 and 730 of the ISDCA
of 198l.

6. FAA Sec. 620(j). Has the
country permitted, or failed to take
adequate measures to prevent, the dam-
age or destruction by mob action of
U.S. property?

7. FAA Sec. 620(l). Bas the
country failed to enter into an agree-
ment with OPIC?

8. FAA Sec. 620(o); Fishermen's,
Protective Act of 196/, as amended,
Sec. 5. (a) Has the country selzed, or
imposed any penalty or sanction a-
gainst, any U.S. fishing activities in
international waters?

(b) If so, has any deduction
required by the Fishermen's Protective
Act been made?

9. FAA Sec. 620(q); FY 1982
propriation Act Sec. 517. (a) Has the
government of the recipient country
been in default for more than six
months on interest or principal of any
A.I.D. loan to the country? (b) Has
the country been in default for more
than one year on interest or principal
on any U.S. loan urnder a program for
which the appropriation bill appro-
priates funds?

10. FAA Sec. 620(s). If contem—
plated assistance 1s development loan
or from Econamic Support Fund, has the
Administrator taken into account the

N/A

Costa Rica has entered into an
agreement with OPIC.

Yes, However, the exact location of
the fishing vessel is in dispute.

Yes. A waiver, hcwever, has been
approved by US Secretary of State.

Yes,



amount of foreign exchange or other
resources which the country has spent
on military equipment? (Reference may
be made to the annual "Taking into Con-
sideration" memo: "Yes, taken into ac-
count by the Administrator at time of
approval of Agency OYB." This approval
by the Operational Year Budget can be
the basis for an affirmative answer
during the fiscal year unless signifi-
cant changes in circumstances occur.)

11. FAA Sec. 620(t). Has the
country severed diplomatic relations
with the United States? If so, have
they been resumed and have new bilate-
ral assistance agreements been nego-
tiated and entered into since such re-
sumption?

12. FAA Sec. 620(u). What is the
payment stcatus of the country's U.N.
obligations? If the country is in ar-
rears, were such arrearages taken into
account by the A.I.D. Administrator in
determing the current A.I.D. Operatio-
nal Year Budget? (Reference may be
made to the Taking into Consideration
memo. )

13. FAA Sec. 620A; FY 1982 Appro-
priation Act Sec. 520. Has the country
aided or abetted, by granting sanctuary
fraom prosecution to, any individual or
group which has commited an act of in-
ternational terrorism? Has the country
aided or abetted, by granting sanctuary
fran prosecution to, any individual or
group which has camitted a war crime?

14. FAA Sec. 666. Does the coun-
try object, on the basis of race, reli-
gion, national origin or sex, to the
presence of any officer or employee of
the U.S. who is present in such country
to carry out econamic development pro-
grams under the FAA?

15. FAA Sec. 669, 670. Has the
country, after August 3, 1977, deli-




vered or received nuclear enrichment or
reprocessing edquipment, materials, or
technology, without specified arrange-
ments or safeguards? Has it trans-
ferred a nuclear explosive device to a
non-nuclear weapon state, or if such a
state, either received or detonated a
nuclear explosive device, after August
3, 19772 (FAA Sec. 620E permits a spe-
cial waiver of Sec. 699 for Pakistan.)

16. ISDCA of 1981 Sec. 720. Was

the country represented at the Meeting
of Ministers of Foreign Affairs and
Headr of Delegations of the Non-Aligned
Countries to the 36th General - Session
of the General Assembly of the U.N. of
Sept. 25 and 28, 1981, and failed to
disassociate itself from the ocommunique
issued? If so, has the President taken
it into account? (Reference may be
made to the Taking into consideration
memo. )

17. ISDCA of 1981 Sec. 721. See
special requirments for assistance to
Haiti.

B. FUNDING SOURCE CRITERIA FOR COUNTRY

ELIGIBILITY

1. Development Assistance Country
Criteria,

a. FAA Sec. 1l16. Has the
Department of Statc determined that
this government has engaged in a con-
sistent pattern of gross violations of
intenationally recognized human
rights? If so, can it be demonstrated
that contemplated assistance will di-
rectly benefit the needy?

2. Economic Support Fund Country
Criteria

a. FAA Sec. 502B. Has it
been determined that the country has
engaged in a consistent pattern of
gross violations of internationally

N/a

N/A

Costa Rica has not engaged in a con-
sistent pattern of gross violations
of internationally recognized human
rights.



recognizedl human rights? If so, has
the country made such significant im-
provements in its human rights record
that furnishing such assistance is in
the national interest?

b. ISDCA of 1981, Sec. 725-
(b). If ESF is to be furnished to Ar-
gentina, has the President certified
that (1) the Government of Argentina
has made significant progress in human
rights; and (2) that the provision of
such assistance is in the national in-
terest of the U.S.?

c. ISDCA of 1981, Sec. 726~
(b). If ESF assistance 1s to be fur-
nished to Chile, has the President cer-
tified that (1) the Government pf Chile
has made significant progress in human
rights; (2) it is in the national in-
terest of the U.S.; and (3) the Govern-
ment of Chile is not aiding internatio-
nal terrorism and has taken steps to
bring to justice those indicted in con-
nection with the murder of Crlando Le-
telier?

N/A

N/A



3A(2) ~ NONPROJBECT ASSISTANCE CHECKLIST

The criteria listed in Part A are applicable generally to FAA funds,
and should be used irrespective of the program's funding sources. In
Part B a distinction is made between the criteria applicable to Secu-~
rity Assistance and the criteria applicable to Development Assistance.
Selection of the apppropriate criteria will depend on the funding
source for the program.

CROSS-REFERENCES: IS OOUNTRY CHECKLIT UP TO DATE? IDENTIFY. HAS
STANDARD ITEM CHBECKLIST BEEN REVIEWED?

A. GENERAL CRITERIA FOR NONPROJECT
ASSISTANCE

1. App. Unnumbered; FAA Sec 653-
{b)

(a) Describe how Committees

The Congress has been notified

on Appropriations of Senate
and House have been or will
be notified concerning the
nonproject assistance.

(b) is assistance within
(Operatiocnal Year  Budget)
country or international or-
ganization allocation report-
ed to the Congress (or not
more than $1 million over
that figure plus 10%)?

2. FAA Sec. 6l1ll(a)(2). If
further legislative action is
required within recipient
onuntry, what is basis for
reasonable expectation that
such action will be completed
in time to permit orderly
accomplishment of purpose of
the assistance?

through A.I.D.'s FY 1984 and
FY 1985 Congressional Presenta-
tion.

Yes,

Progress made toward meeting pre-
corditions to obligation of as-
sistance, which have been estab-
lished by A.I.D. and which require
Costa Rican legislative action, is
satisfactory.



FAA Sec. 209, 619. Is as-

sistance more efficiently and
effectively given through
regional or multilateral or-
ganizations? If so why is
assistance not so given?
Information and conclusion
whether assistance will en-
courage regional development
programs. If assistance is
for newly independent coun-
try, is it furnished through
multilateral organizations or
in accordance witn multilat-
eral plans to the maximum
extent appropriate?

FAA Sec. 60l{(a); (and Sec.-
201(f) for development
loans). Information and con-
clusions whether assistance

w1ll encourage efforts of the
country to: (a) increase the
flow of international tradej;
(b) foster private initiative
and competition; (c) encour-
age development and use of
cooperatives, credit unions,
and savings and loan associa-
tions: (d) discourage monopo—
listic practices; (e) improve
technical efficiency of in-
dustry, agriculture, and com-~

merce; and (£f) strenghten
free labor unions.
FAA Sec. 60l1(b). Information

and oconclusion on how assist—
ance wsill encourage U.S.
private trade and investment
abroad and encourage private
U.S. participation in foreign
assistance programs (includ-
ing use of private trade
channels and the services of
U.S. private enterprise).

The assistance will increase the
flow of intermational trade; foster
private initiative and campetition;
and improve the technical efficiency
of industry, agriculture, and com-
merce. In addition, certain mono-
polistic practices of the State-
owned banking system will be dis-
couraged.

The project is specifically intended
to enhance U.S. private investment
in Costa Rica and to expand U.S.
markets for Costa Rican products.



FAA Sec. 612(b); Sec 636(h).
Describe steps taken to as-
sure that, to the maximum
extent possible, the country
is cantributing local curren-
cies to meet the cost of con-
tractual and other services,
and foreign currencies owned
by the United States are uti-
lized to meet the cost of
contractual and other serv-
ices.

FAA Sec 612(4). Does the
United States own excess
foreign currency and, if so,
what arrangements have been
made for its release?

FUNDING CRITERIA FOR NONPROJECT

ASSISTANCE

l.

Nonproject Criteria for Eco-
nomic port Funding

a. FAA Sec. 531. How will
this assistance support
promote econamic or political
stability? Is the country
among the 12 countries in
which Supporting Assistance
may be provided in this fis-
cal year? '

Nonproject Criteria for De-
velopment Assistance '

a. FAA Sec. 102(c); Sec.

111; Sec. 28la. ®Extent to
which activity will (1) ef-
fectively involve the poor in

development, by  extending

access to economy at local
level, increasing labor-
intensive production, spread-
ing investment out from
cities to small towns and
rural areas; and (2) help

N/A

The assistance will: (a) support ef-
forts of GOCR to cope with critical
econanic problers; (b) provide imme-
diate balance of payments support;
and (c) provide foreign exchange and
credit to the Costa Rican private
sector. .

N/A



develop cooperatives, assist
rural and urban poor to help
themselves toward better
life, and otherwise encourage
democratic private and local
government institutions?

b. FAA Sec. 103, 103A, 104,

105, 106, 107. 1Is assistance
being made available: (in-
clude only applicable para-
graph —e.g., a, b, etc,, =--
which corresponds to sources
of funds used. If more than
one fund source is used for
assistance, include relevant
paragrapgh for each  fund
source. )

c. FPA Sec. 207; Sec. 1l3.
Extent to which assistance
reflects appropriate emphasis
on: (1) encouraging develop-
ment of democratic, economic,
political, and social insti-
tutions; (2) self-help in
meeting the country's food
needs; (3) improving availa-
bility of trained worker-
power in the country; (4)
programs designed to meet the
country's health needsy (5)
other important areas of eco-
namic, political, and social
development, including in-
dustry; free labor unions,
cooperatives, and Voluntary
Agencies; transportation and
cammunication; planning and
public administration; urban
development, and moderniza-
tion of existing laws; or (6)
integrating women into the
recipient country's national
econany .

N/A

N/A



d. FAA Sec. 28l(b). De-
scribe extent to which pro-
gram recognizes the partic-
ular needs, desires, and
capacities of the people of
the country; utilizes the
country's intellectual re-
sources to encourage institu-
tional development; and sup-
ports civic education and
training in skills required
for effective participation
in governmental and political
processes essential to self-
government.

FAA Sec. 201(b)(2)-(4) and
-(8); Sec. 201(e); Sec. 211-
(aj{(1)-(3) and -(8). Does
the activity gilve reasonable
promise of contributing to
the development of econamic
resources or to the increase
of productive capacities and
self-sustaining economic
growth; or of educational or
other institutions directed
toward social progress? Is
it related to and consistent
with other development activ-
ities, and will it contribute
to realiable long-range ob~
jectives?

f. FAA Sec. 201(b)(6); Sec.

211(a)(5), (6). Information
and conclusion on possible
effects of the assistance on
U.S. economy, with special
reference to areas of subs-
tantial 1labor surplus, and
extent to which U.S. commodi-
ties and and assistance are
furnished in a manner con-
sistent with improving or
safequarding the u.s.
balance-of-payments position.,

N/A

N/A

N/A



Nonproject Criteria for De-
velopment Assistance (Loans

onlz)

a. Faa Sec. 201(b)(1).
Information and conclusion on
availability of financing
from other free-world
sources, including private
sources within the United
States.

(1) (103) for agriculture,
rural development or nutri-
tion; if so, extent to which
activity is specifically de-
signed to increase productiv-
ity and iicome of rural poor;
(103a) if for agricultural
research, 1s full account
taken of needs of small
farmers;

(2) (104) for  population
planning or health; if so,
extent to which activity ex-
tends low-cost, integrated
delivery systems to provide
health and family planning
services, especially to rural
areas and poor; extent to
which assistance gives atten-
tion to  interrelationship
between (A) population growth
and (B) development and over-
all improvement in living
standards in developing
countries. Is activity de~
signed to build motivation
for small families in pro-
grams such as education in
and out of school, maternal
and child health services,
agriculture production, rural
development, and assistance
to urban poor?

N/A

N/A

N/A



(5)

(3) (105) for education,
public  administration, or
human resources development;
if so, extent ‘o which activ-
ity strengthens nonformal
education, makes formal edu-
cation more relevant, espe-
cially for rural families and
wrban poor, or strengthens
management capability of ins-
titutions enabling the poor
to participate in development.

(4) (106) for technical as-
sistance, energy, research,
reconstruction, and selected
development problems; if so,
extent activity is:

(a) to help alleviate energy
problem;

(b) reconstruction after
natural or manmade disastery

(c) for special development
problem, and to enable proper
utilization of earlier U.S.
infrastructure, etc., assist-
ance;

(d) for programs of urban
development, especially small
labor-intensive enterprises,
marketing systems, and finan-
cial or other institutions to
help urban poor participate
in econamic and social de-
velopment.

(107) by grants for coor-
dinated private effort to
develop and disseminate in-
termediate technologies ap-
propriate for developing
countries.

N/A

N/A

N/A



b. FAA Sec. 201(b)(2); 201-
(d). Information and conclu-
sion on (1) capacity of the
country to repay the loan,
including reasonableness of
repayment prospects, and (2)
reasonableness and legality
(under laws of country and
United States) of lending and
relending terms of the loan.

c. FAA Sec. 20l(e). 1f
loan is not made pursuant to
a multilateral plan, and the
amount of the loan exceeds
$100,000, has country sub~
mitted to AID an application
for such funds together with
assurances to indicate that
funds will be used in an eco~
nomically and  technically
sound manner?

d. FAA Sec. 202(a). Total
amount of money under loan
which is going directly to
private enterprise, is going
to intermediate credit insti-
tutions or other borrowsrs
for use by private enter-
prise, is being used to fi-
nance imports from private
sources, or 1is otherwise
being used to finance pro-
curements from private
sources?

Additional Criteria for Alli-
ance for Progress

(Note: Alliance for Progress
assistance should add the
following two items to a non-
project checklist.)

N/A



a. FAA Sec. 251(b)(l)-(8).
Does assistance take 1into
account principles of the Act
of Bogota and Charter of Pun-
ta del Este; and to what ex-
tent will the activity con-
tribute to the economic or
political integration of
Latin America?

b. FAA Sec. 251(b)(8); 251-
(h). For loans, has there
been taken into account the
effort made by recipient na-
tion to repatriate capital
invested in other countries
by their own citizens? Is
loan consistent with the
findings and recommendations
of the Inter-American Commit-
tee for the Alliance for
Progress (now "CEPCIES" the
Permanent Executive Committee
of the OAS) in its annual
review of national develop-
ment activities?
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SUBJECT: COSTA KRICA ®SF CONCEPYS PAPER - FY 1984

['4F BUR¥LU REVIRWED ON JANUARY 24 ThE MISSIOK’S
,urtCr P1TS PAPER OUTLINING TWHE STRATEGY TO Bk USEL IN
(ooUPIATING CONDIPIONS WwITH THE GCVERNMENT OF COSTA RICA
(GOCR) RFLATED TO THX OBLIGAYWION AND DISBURSEMENT OF THE
ESF RESOURCES DURING FY 18&4.

2. THE CONSZENSUS wAS THAT YHE CONCEPTS PAPKR WAS AN
EXCELLENT DOCUMENY AND ¥a4Y THE STRATsGY CONTAINED IN IT
WAS HIGHLY APPROPRIAYTE TO0 THE SITUATION CONKFRONTINGTHE
MISSION. THE STRATEGY AND CONDITIONS OUTLINED IN THE -
FAPER LERE APPROVED BY THi BUREAU SUBJRCT Y10 ~Tdg -
FOLLOWING MODIFICATICNS &nhb UNDURSTANDINGS:

A. GRANT/LOAN SPLIT=- Tht MISSION’S PROPOSED STRATEGY OF
AN ALL-GRANT PROGRAM SHOULD EE MODIFILD SUCH THAT NOT
40RE THAN 50 PERCENT OF ESF FUNLS MAY BE OBLIGATEZD IN
§Y#4 AS A GRANT. 'PHE RXACT AMOUNT OF GRANYT FUNDS WILL

NEsD TO Bf JUSTIFIED BY TnkE MISSION IN A PAAD TO Bk
SJUBMITTED BY THE MISSION SOMATIME IN EARLY MARCH.

B. CONDITIONALITY--
-- 1) THE BEST APPROACH FOR ALVANCING STRUCTURAL
TEFORMS APPEARS TO BE TO LKAL 4WITH THE BROAU RANGE OF
~SSUES DISCUSSED IN THE CONGXPTS PAPER. IN PUTTING THi
CONDITIONS TOGETHER FOR NEGOYIATION, LHOWEVER,
SIOULD FAXAMINE TEj TRADEOFFS BuIWEEN THE BROAD FRONT
“TRATEGY, ANL TEE INCREMELTAL 4PPROACH WHICK ENVISIONS
DEALING WITH A ¥FrWw POINYS Av & TIME BEFORE MOVING ON TO
OPHERS . I EITHER CASE, THl MISSION SHOULD BE SPECILFIC
T4 TIT5 PAAL PRESUNTATIONS AS O WHAT POINTS IT HAS
NEZGOTIATED AND PARTICULARLY Taw ACTIONS IT EXPRCTS
sLICIT FROM THYX GOCR IM w'™UR: FOR JSF RESOURCES.

T9

SOMDITION PUbCulLBNT TO EUYnORIZAYION QF
PLECRAGT VILL
MENAG WMERT (NOT HOARD) IN WASHINGLON, A LETTRL OF TNTENY

FROM Tilw GOCR FOIt A 1954 STAND=-BY AHAANGEMENY. FURTUBR,

T'Hk FY&e BSF

I“‘“:hnull T"TI [N | P":

'HF MISSION
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A CONDITION PRECEVENT v DISBURSEMENT UNDER THE Fie4 ESF
PROGRAM WOULD BE SIGNATURE OF SUCH A STAND-BY AGREEMENT
BY Tdk IMF AND Thk GOCR. THx BUREAU CONCURS WITH THE
MISSION®S INTENT TO COORDINATE ITS ACTIONS WITH THOSE OF
TEE IMF. WE wOULD SUGGEST TH4?, WHILE KSF DOLLAR AND
LOCAL CURRENCY RESQURCES WILL HAVE TO BE TAKXEN INTO
ACCOUNT IN THE ESTABLISHMENT OF ANY STANDEY ARRANGEMENT,
THE MISSION SHOULD TAnk CARE TO RETAIN DIRECT NEGOTIATING
CONTROL OF THOSY RESOURCES SO THAT THY ARRANGEMENT DOES
NOT PREEMPT THE MISSION’S PLANS FOR THE USE OF ITS
FUNDS.

- 2) AS REGARDS THE SUBSTITUTICN OF LOCAL CURRENCY
GENERATIONS FOR CERTAIN TAXES WwHICH CREATE DISINCENTIVES
TO EXPORT AND INVESTMENT ACTIVITIES, THE TACTIC WAS
ACCEPTED AS APPROPRIATE TO TH%W SITUATION AT HAND.
HOWEVER, THE MISSION SHOULLD VIEW THE SUBSIDY APPROACH AS
AN ESSENTIALLY TRANSITORY MRCHANISM WHICH WILL BE PHASED
00T AS PART OF OUR OVERALL EFFORT TO PELRSUADE THE GOCR TO
LIVE WITHIN ITS FISCAL MEANS.

C. NEGCYIATING/PAAL SUBMISSION CONSIDRRATIONS—-

- 1) FYI, AN FY1984 SUPPLEMENTAL REQUEST'HAS BEEN
SUBMITTEL TO THE CONGRESS WITH THE FY&8H CONGRESSIONAL

PRESENTATION WHICH INCEUDES AN ADDITIONAL DOLS 60 -MILLION
IN ESF FOR COSTA RIGA ABOVE THE LOLS 7¢ MILLION CURRENTLY
IN THE APPROVED OYL. HOWEVER, SINCE IT WILL BE SOME TIME
BEFORE CONGRESSIONAL REACTION TO THE SUPPLEMENTAL IS
KNOWN AND FUNDING IS APPROPRIATED, 'THE INITIAL PAAD FOR
FY19¢4 SHOULD B LIMITED TO DOLS 7¥ MILLION, SUBSEQUENT
SUPPLEMENTS TO THE INITIAL PAAD MAY REQUESY AUTHORIZATION
OF ADDITIONAL FRSF FUNDS EASED ON CONGRESSIONAL RESPONSE
TO THE AGENCY’S RRQUEST AND SZOULD DISCUSS PROGRESS MADE
IN THE MISSION’S NEGOTIATION OF INITIAL CONDITIONS, AS -
WELL AS LAYING OUT ANY NEY POINTS WHICH IT wOULD PLAN TO
PUSH wITE THE GCCR. - -

-— 2) THE MISSION SHOULD CONSIDER THE POINTS MADE BY
JUAN BULTARL, PPG/PDPR/ED, IN HIS MEMO OF JANUARY 23
RELATING To TAX REFORM, REVISION OF PRICING POLICIES,
PUBLIC SECTCR EMPLOYMENT AND WAGES, THE CREDIT AND
BANKING SYSTEM, AND THE THANSFER OF ENTITIES FROM THE
PUBLIC TO THE PRIVATE SECTGR, AND DISCUSS THEH, WHERE
APPROPRIATE, IN THE INITIAL PAAD SUBMISSION FOR FY1984.
SHULTYZ
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UNCLASS TI] BD) SAN JOSE 1158
VZCZ2CSJI  * '
RR RUEHC ANN
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ZNR UUUUU 2ZH CLASS: UNCLASSIFIED
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. 3.DDIR:EBSCHOUTEN
AIDAC DISTR: AMB DCM MDTR
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SUBJECT: MODIFIGCATION TO COsTA RICA S ¥RKE ZOME LAW

1. ON JANUARY 3¢, 1984, COSTh RICA LNMGISLATIVI ASSEMBLY
PASSED MODITFICATION TO EXISYTING FREZ ZONY LAW., THIS
MODIFICATION WAS SUBMITTrD FUR CONSIUERATION BY MINISTER
OF INVESTMENT AND EXPCRTS.

2. THk REVISED LEGISLATION BOTa PHRMITS DESIGNATION OF
EXISTING INDUSTRIAL TMSTALLATIUNS AS &qlE ZOMES, AND
PERMITS ESTABLISUMENT OF 2 KRLE Z20M1 ARWA IN MESKTA
CENTRAL WHERE BASIC INFRASTRUCTURE IS CUNCENTRATELD.

3« REVISED LAW BKCOMES OPERATIONAL AFTER PUBLICALION IN
OFFICIAL GAZETTR (LA GLCwTA), waICH NOKMALLY RuwGUIRES
10-15 WORKING DAYS FOLLOWING PASSAGL. WINSOR
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SAN JOSE CABLE 3090 (1983), CLASSIFIED
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SUBJECT ESR II (515-K~040):
COMPLIANCE DATES

EXTENSION OF COVENANT

REF.: SAN JOSE 3990

1. BUREAU CONCURS WITH EXTENSIONS OF DATES FOR COMPLYING
WITH COVENANT 6.1(G) AND CONDITION PRECEDENT TO DISBURSE-
MENT CONTAINED IN SECTION 3.3 OF SUEJECT LOAN AGREEMENT.
ALSO CONCUR WITH APPROANCH DESCRIBED IN PARAS 3 AND 5 OF
REFTEL FOR EXTENDING THESE DATFES. ©PLEASE ADVISE WHEN
COVENANT/C.P. HAVE BEEN SATISFIED.

2. WITH RESPECT TO DISBURSEMENT PROCEDURE DESCRIBED IN
PARA 6 OF REFTEL, BUREAU CONCURS WITH MISSION JUDIMENT AND
AUTHORIZES MISSION TO PROCRED IN MANNER DESCRIBED IN
REFTEL. DAM
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