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I. SUMMARY AND CONCLUSIONS 

A. Smmary 

This document requests authorization of $60.0 million in Economic Support Funds for 
the 1990 Economic Stabilization and Re.overy IX program to be provided as a cash transfer to 
the Government of Costa Rica. While the Costa Rica ESF total is $63.544 million, USAID and 
the GOCR have agreed that $2.0 million will be used for the Central America Peace 
Scholarship program (CAPS) under the CLASP IIProject and $1.544 millon for the Policy and 
Training Support (PATS) Project. The ESF balance of payments assistance will be used to 
support the Costa Rican economic stabilization and structural adjustment program. It will 
disburse against appropriate program benchmarks in the implementation of a sound economic 
stabilization and structural adjustment program. We propose that the eligible uses of the 
funds disbursed include a debt buy-back at the cost of the debt reduction program recently 
concluded by the GOCR with its commercial bank creditors. The balance would be used for 
essential imports from the U.S. -- i.e., raw materials, spare parts, and intermediate and capital 
goods required by the Costa Rican productive private sector. An amount of local currency 
equivalent to the $60 million program will be made available by the GOCR for activities 
consistent with the U.S. and GOCR development strategies for Costa Rica. However, the 
local currency equivalent of the debt buy-back program will likely be applied for demonetized 
uses, such as retiring losses of the Central Bank. Local currency may also be used to assist 
the GOCR in reducing the public sector deficit and in activities designed to reduce 
expenditures on a permanent basis. Authorization to obligate the entire $60.0 million is 
requested. Disbursements are planned in two tranches based on the Costa Rican 
implementation benchmarks described in Section VIII of this document. As the IMF 
Agreement expires on May 21, 1990, this establishes the outer limit to complete 
implementation of the debt buy-back portion. 

B. Recommendations 

I. That this PAAD be approved, authorizing the $60.0 million ESR IX program and 
that obligation of a grant for the entire $60.0 million in Economic Support Funds for Costa Rica 
be authorized, to be provided as a cash transfer; 

2. That the disbursment plan in Section VI.B be approved, including the 
disbursement of $20 million remaining under ESR VIII as described in Sections VIII and VI.A; 

3. That the Mission be authorized to vary the disbursement plan contained in 
Section VI.B. as required to maintain an even and rational flow of foreign exchange into 
Costa Rica. 



BACKGROUND
 

A. Overview-Past ESF Program Rationale 

Past ESF resources administered by AID have played a decisive role in the progress 
toward stabilization and recovery described below. These resources have enabled Costa 
Rica to meet the real import requirements of sustaining higher growth rates than would 
otherwise have been attainable. Equally important, they have been disbursed against 
appropriate benchmarks in the implamentation of an economic program that have been 
sufficiently credible to merit broad support from the International Monetary Fund and World 
Bank among others. Beginning in 1982, AID has signed ESR Agreements with Costa Rica for 
a total of $876 million, all of which has been disbursed except the final disbursement of ESR 
VIII for $20 million. 

ASSISTANCE UNDER ESR !-VIII ($000) 

FY Signatory LGan rnItT 

ESRI 1982 BCCR 15,000 5,000 20,000 

ESR II 1983 BCCR 118,000 37,735 155,735 

ESR III 1984 BCCR 35,000 
GOCR 95,000 130.000 

ESR IV 1985 BCCR 20,000 
GOCR 140,000 160,000 

ESR V 1986 GOCR 120,582 120,582 

ESR VI 1987 BCCR 119,750 119,750 

ESR VII 1988 GOCR 85,000 85,000 

ESR VIII 1989 GOCR 85,000 85,000 

TOTAL $108,000 $708,067 $876,067 

" $65 million has been disbursed 
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Each of the previous ESR programs has been intended to support the implementation
of Costa Rica's economic reform program. The dollars that have been disbursed have 
increased the amount of foreign exchange available to the private productive sector. The 
design of the Costa Rican ESF program has been influenced mainly by: 

I) The economic crisis of the early 1980s; 

2) A.I.D.'s general Central American development strategy; and 

3) U.S. political interests in Central America. 

A.I.D.'s development strategy has been based on the four principal goals of the 
National Bipartisan Commission on Central America (the Kissinger Commission): economic 
stabilization; laying the basis for long-term growth; spreading the benefits of growth; and 
strengthening democracy. Central to this strategy were the needs to maximize the 
involvement of the private sector in the development process, allowing it to take the lead in 
fostering export-led growth, and to achieve structural change through policy dialogue. 

With a tradition of democracy and social justice that is unique to Central America,
Costa Rica's economic and political success has been properly-viewed as an essential 
element for the U.S. goal of encouraging ftee, stable, democratic nations throughout Latin 
America. The country's dedication to democracy did not falter in the face of reduced real 
wages and living standards and the instability in neighboring Nicaragua, thus demonstrating 
that U.S. political interests could be achieved through a process of economic stabilization and 
sustained, broad-based economic growth. 

Through its ESF programs, A.I.D., in conjunction with other international donors, has 
supported a major adjustment effort accompanied by macroeconomic and structural reforms 
essential to achieving sustainable long-term growth. Past reforms have included a major
reduction in the number of GOCR agencies, substantial liberalization in the financial system
including a unified, market-based exchange rate, maintenance of positive deposit and lending
real. interest rates, a substantial reduction in the public sector deficit, passage of a monetary
reform law which improved the competitive position of private banks in a state bank-dominated 
system; and privatization and/or liquidation of state owned enterprises. 

Central to A.I.D.'s strategy has been the need to shift the Costa Rican economy from 
an import substitution strategy to one that emphasizes policies that promote efficiency in 
resource allocation. This, in particular, has meant elimination of the anti-export bias implicit in 
Costa Rica's tax system and In its monetary and exchange rate regime. A.I.D. policy reform 
efforts focused on removing inefficient constraints to private sector investment and production.
As a result, private sector exports, particularly new, non-traditional exports (NTE) have 
expanded sharply. Reflecting this, NTE grew by some 17% per year over the past five years
and averaging over 30% to non-Central American Common Market (CACM) countries during
the same period. AID has sought to sLpport policies that would encourage broad-based 
growth. Moreover, local currency program have emphasized increasing employment
opportunities, housing, and improving educational opportunities. 
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During the period 1982-1989 U.S. economic and financial assistance totaled about $1.2 
billion including development assistance, PL 480 food aid and the ESF cash transfers. All 
elements of the assistance package have supported the restructuring effort. The $876 million 
ESF program has represented the largest portion of the assistance package and has been 
directed at policy reform objectives. The Costa Rican ESF program currently consists of three 
basic elements: 

Provision of dollar grant funds: The ESF program has been used to permit the Costa 
Rican private sector to finance imports from the U.S. In a small, open economy such as Costa 
Rica, these imports have provided critical raw materials, intermediate goods, spare parts and 
capital equipment which have allowed Costa Rica to maintain an adequate rate of economic 
growth. In 1990, this category will be extended to include dollar funds necessary for the 
GOCR's debt reduction program. 

Policy reform conditionality: Costa Rica, like many other developing countries, has 
needed to make major policy reforms in order to do a better job in achieving high and 
sustainable growth rates. It has needed to institute policies to effectively increase productivity. 
exports, savings, investment and social services. These policies have been designed to curb 
inappropriate subsidies and inefficient public and private sector operations. In general, 
policies to develop an efficient, market-oriented private sector had to be designed and 
implemented. Encouraging these policy reforms has entailed economic and political costs. 
The ESF program has been an effective means to support policy reforms whose benefits are 
delayed and where initial impacts may be adverse from the perspective of special interest 
groups. 

Joint Drogramming of local currency: Under the terms of the ESF cash transfer 
program, an equivalent amount of local currency is made available by the GOCR which A.I.D. 
and the GOCR jointly program through the auspices of a Bipartite Commission. This 
cooperation and programming process ensures that the local currency is used to support the 
the policy reform program and development objectives of A.I.D. and the GOCR (See Section 
VI). 

B. 

Costa Rica's longstanding democratic tradition and peaceful nature are well known 
and unique in Central America. Its army was abolished in 1949, and its respect for human 
rights continues to be outstanding when many of its close neighbors have been major violators 
of such standards. Both citizen and visitor alike travel freely and safely throughout the land, 
and refugees from the conflict and oppression in neighboring countries continue to seek its 
safety. To date, over 31,000 persons have officially entered Costa Rica as refugees from other 
Central American countries; estimates of the number of unregistered immigrants range 
between 60,000 and 250,000. 
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In its January 1984 report to then President Reagan, the National BipartisanCommission on Central America (Kissinger Commission) emphasized the high degree towhich Central America is both vital to U.S. interests and particularly vulnerable. The KissingerCommission clearly articulated how national interests are served by advancing the cause ofdemocracy within the hemisphere. As historically the most successful social damocracy inLatin America, Costa Rica is uniquely Important to U.S. policy in Central America. The countryserves as a paradigm of peaceful and democratic development for the region. 

The economic crisis and political turmoil in neighboring countries severely testedCosta Rican institutions and 50 years of democratic traditions; the country has in largemeasure been able to withstand the challenges, as described below, to undertake some of thedifficult policy and structural changes required to reestablish growth and prosperity. Suchchanges have taken place within a democratic process, and have been accepted peacefully
by the Costa Ricans. 

Howgver, many of the policy and structural changes undertaken since the beginning ofthe Monge administration in May, 1982, continuing with the Arias administration in 1986, andothers which are still required at the beginning of the Calderon era in 1990, represent a shift inoutlook and philosophy for Costa Rica, and quite naturally engonder public and officialconcern. While changes have sometimes appeared to us to occur slowly, and may continue
to do so, they have sometimes been hard won with resistance and skeptical attitudes still
remaining to these and furthei changes. Thus, any serious deterioration in the economic
situation would severely affect the credibility of the recovery effort and potentially underminesome of the achievements made to date. Despite continuing foreign assistance budgetlimitations and growing worldwide competition for scarce development financing, continuedU.S. assistance is being provided to advance the economic recovery efforts, and to reaffirmU.S. commitment to Costa Rica's democratic process. 

C. Relationship to Mission Strategy 

The ESR IX program conforms both to the Mission Strategy of May 1988 and Action
Plari submitted to AID/W in mid-January, 1990. 
 As stated in the Action Plan. balance ofpayments support is appropriate for Costa Rica given the need to reinforce and continueeconomic policy reforms emphasizing broad based and sustainable economic growth. 

The Mission's principal strategic goal therefore is sustainable economic growth. The
strategy for achieving this focuses on using the policy dialogue and disbursing program
resources to support Costa Rica's economic policy reforms. 

By emphasizing the elimination of the anti-export bias Implicit in Costa Rica's historicalpolicy framework, the strategy seeks to increase significantly Costa Rica's ability to earn theforeign exchange needed to underwrite its productive capacity and socioeconomicInfrastructure. A principal emphasis has been on exploitation of efficient growth innontraditional agricultural crops and industrial products. 
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The results are encouraging. NTE gains in both the agricultural and manufacturing 
sectors in the last five years have been impressive, averaging 17 percent per year. Growth in 
NTE to non-CACM countries has been even more impressive, averaging over 30 percent per 
year during the same period. NTE also account for a growing percentage of Costa Rica's 
foreign exchange from exports of goods and services, 37 percent in 1989, compared to 27 
percent in 1985. The prospects for additional and even greater gains over the medium term 
appear reasonable, particularly if the GOCA continues to improve the macioeconomic policy 
climate and continues to reduce the still strong anti-export bias in its economic policies. 

These achievementL in turn have contributed to the solid economic recovery which 
Costa Rica has experienced since 1983 and a resurgence in the country's belief In its 
possibilities for continued longer term growth and development. GDP growth averaged 4-1/2 
percent over the period 1984-88, even as Costa Rica implemented its major economic 
restructuring program. National confidence has been further enhanced by the November 
1989 agreement with the commercial banks on a comprehensive debt reduction program (See 
Section V) and the well-publicized 100th anniversary of Costa Rica's constitutional democracy. 

Important Mission policy dialogUe themes of macroeconomic policy, debt
 
management, and public sector involvement in the economy are closely related to the goal of
 
sustainable economic growth.
 

Costa Rica's large debt burden ($4.2 billion, including $1.8 billion owed to private 
commercial banks), one of the highest per capita debt burdens in the world, has somewhat 
clouded the economic environment. Allowing U.S. dollars that are disbursed against 
appropriate progress benchmarks in Costa Hica's economic reform to be utilized for debt 
reduction makes good sense. It will enhance Costa Rica's creditworthiness by eliminating the 
debt overhang that continues to affect confidence in the economy. 

As stated above, the principal emphasis of U.S. economic assistance to Costa Rica is 
to lay the basis for sustained economic expansion, particufarly by supporting policies designed 
to improve the efficiency with which resources are allocatedl. Various inefficiencies within the 
public and private sector serve to undermine progress in preserving macroeconomic gains, in 
export and investment promotion, and in maintaining Costa Rica's social services, particularly
education and health care. Thus, a focus an improving efficiency is a logical continuation of 
the basic strategy to achieve sustainability through policy dialogue as discussed in Section VII. 

Another important and related strategif emphasis of the Mission is on a wider sharing 
of the benefits 0f growth through the Integration of more Costa Ricans into an expanded
market-based economy. This will provide the additional public resources needed to assist the 
GOCR ir, maintaining a high level of social services. 

In fact, Costa Rica is already demonstiably superior to most developing countries in 
passing the benefits of growth to the poor majority. During the boom Letween 1961 and 1971, 
for instance income of the lowest half of the population grew by 80%, and income of the 
richest tenth grew by only 19%. During the same period, absolute poverty, measured by cash 
locome, dropped from 51% to 20%. 
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--
The pattern is even more striking when non-cash benefits from GOCR social 

programs (e.g. education and health care) are added to the picture. Every year, Costa Rica 
which has no army -- devotes 60-70% of its budget to social programs, a level unmatched by 
any other developing country in the world. The benefits of this social spending are naturally 
skewed toward the poor. In 1982, for example, GOCR social spending directed to the lowest 
20% of the population was equivalent to 87% over and above the cash income of that group. 

The 1990 ESF balance of payments program for Costa Rica will underwrite the 
movement toward economic expansion in three ways. First, it will provide foreign exchange to 
maintain import capacity for economically productive activities. Second, itwill disburse against
the implementation of reforms that will enable higher growth to be achieved. Third, it will help
provide commercial debt relief. Basic human needs of the poor Costa Rican majority will 
continue to be protected and supported in the process. 

The Mission has identified three principal areas where we will focus our policy
dialogue efforts in the contcxt of the ESR program. As described in Section Vi, policy 
dialogue being carried out by the Mission with the GOCR is taking place under the auspices
of, though not limited to, a "U.S. Costa Rica Bipartite Commission". It is also being discussed 
through the Consultative Group forum through the initiative of Costa Rican officials. The
 
sectors for ESR IX conditionality emphasis are:
 

-- Macroeconomic/Financial Concerns
 
-- Public Sector Efficiency
 
-- Export Investment and Promotion
 

These areas of ESR IX conditionality and policy dialogue are discussed in Section VII. 

I1l. ECONOMIC BACKGROUND 

A. General 

Costa Rica has implemented an economic reform program designed to reactivate the 
economy through eliminating thk anti export bias inherited from a long history of policies which 
fostered an import substitution process. This program combined important economic policy 
measures with large Inflows of economic assistance from abroad, mostly from the USG. At 
this point, the USG is gradually reducing ts ESF assistance levels to Costa Rica and will be 
focusing more on sectoral programs in the areas of public sector efficiency, continued 
rationalization of foreign trade policies, and natural resources management, three priority 
areas of the GOCR. At the same time, t Is expected that other donors, principally the World 
Bank and t 9 Inter-American Development Bank, will step-up their assistance programs in 
Costa Rica. 'rivate risk capital inflows will need to supplement foreign savings. Donor 
coordination, pioticularly within the context of the Consultative Group, is a top Mission priority,. 
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Costa Rica offers an excellent example of the benefits of economic liberalization. Not 
only has the GDP increased rapidly but this has resulted in tremendous gains in private sector 
employment. At this time, the labor market situation can be characterized as one of full 
employment, with a very low unemployment rate and rising real wages. (See Graph 1). 
Consolidating the financial stabilization and structural adjustment program in Costa Rica in the 
next three to four years is essential to assure that the benefits derived from the US assistance 
program will be self sustaining, and to provide an important demonstration to other countries 
in the region of the economic and social benefits of market-oriented growth policies. 

A number of factors are introducing some uncertainty in the immediate term. Although 
recent events -in Panama and Nicaragua may have increased political stability in the isthmus, 
the full beneficial effect of these developments will not be felt in Costa Rica for some time. If 
the forecasted economic slowdown in the industrialized countries materializes it could have an 
adverse impact given Costa Rica's considerable reliance on markets in those countries. 
Furthermore, the political platform of the winning party included the promise of a massive 
subsidized housing program and other populist measures, which could weaken the delicate 
fiscal situation. The value of coffee exports, still about 30% of total export earnings is 
expected to be $240-$270 million in 1990, or 10-20% lower than in 1989. The support of AID 
and other donors will be crucial as the new GOCR administration attempts to maintain the 
policy reform effort on track and avoid policy reversals. 

B. Output Trends 

Long-Term Trends. In the period 1965 to 1973, GDP grew at an annual average
growth rate of about 7%, one of the highest rates of growth of the region. The rate of growth 
slowed down in the period 1973-80, the consequence of the oil crisis and of the general slow
down of world economic activity. This lower rate of growth was fueled, moreover, through 
borrowing from commercial banks at hard terms. By 1980 the GDP stagnated and declined in 
1981 and 1982 as foreign borrowing become increasingly costly and difficult to obtain. From 
1983 onwards GDP growth rate has recove,9d. In no small measure, this has been a result of 
improved policies. Graph 2A summarizes the rates of growth of the GDP during the period 
1965 to 1989. 

The improv6ment in economic performance in the period 1983-89 was characterized 
by a substantial structural transformation of the economy. The most important features of that 
transformation are: the economy has become more open, with the ratio of exports of goods 
and non-factor services to toted aggregate demand increasing from 0.25 in the period 1979-80 
to 0.34 in the period 1988-89; private investment has Increased steadily and has now reached 
in real terms a level similar to the level before the economic crisis (see Graph 28); private 
employment has Increased at a faster rate than public sector employment; and non-traditional 
exports have surpassed traditional exports in Importance. In summary, Costa Rica has been 
highly succesful in reactivating the economy through the promotion of private sector activity, 
primarily for the production of non-traditional exports. 
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Graph 2 
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Economic Growth in 1989. GDP grew by 5.0% compared to a target of 4.3 0 
established in the economic program. Growth was well balanced across economic sectors: 
the only sectors which grew at less than 4% were real estate; electricity, gas and water: and 
general government. GDP per capita increased by 2.4%. The growth rates by sector were: 

Agriculture 5.4 
Manufacturing 4.5 
Electricity an ;ater 3.7 
Construction 6.9 
-Government services 2.5 
Other services 5.0 

C. Financial Intermediation 

During 1989 credit extended by the banking system to the private sector grew by 1210 
and total financed assets held by the private sector expanded by 21%. Most of the GOCR 
fiscal deficit was financed by heavy borrowing in the domestic capital market. Internal debt of 
the GOCR increased by 15,700 million colones. An indication of the magnitude of the internal 
debt is that it is almost as large as the expansion of deposits in local currency in the state
owned banks. Government participation in financial markets to such a degree reduces private 
sector access to credit, and has resulted in high real interest rates. 

The Central Bank continued the financial liberalization process. It eliminated the 
ceiling on lending rates, allowing commercial banks to determine their own interest rates. 
Although a tight ceiling was imposed on the expansion of credit to private sector using 
domestic funds, (5%) there was no lending limit for commercial banks using external funds. 
Private credit increased by 6 percent in real tems, compared to a contraction of about 10 
percent in 1988. 

Reflecting the comparatively high interest rates offered on dollar deposits in Costa 
Rica, deposits in foreign currency rose by US$83 million. This can be explained by the 
Central Bank's policy objectivo to substitute private flows of foreign exchange for bank flows of 
foreign exchange. Dollar-denominated deposits have been increasing their participation in the 
total stock exchange transactions, from 23 percent in fiscal year 1987-1988 to 27 percent 
during 1988-1989. 

The financial liberalization process has continued. The Central Bank announced that 
credit ceilings will not be established for 1990 and that money supply will be controlled by 
using open market operations and changes in reserve requirements. 

D. Inflation 

After relative price stability in the period 1965-73, inflation accelerated to 12% per year 
in the period 1973-80. With the beginning of the economic crisis, inflation reached the 
unprecedented level for Costa Rica of 65% in 1981 and 82% in 1982. Since that time, inflation 
has been under 25%. 
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The buoyant performance in the real sector of the economy in 1989 was accomprlnied 
by moderate inflation as can be seen in Graph 3. The cost of living index increased by 10% 
from December 1988 to December 1989 while the average GDP implicit deflator increased by 
14%. The moderate recorded inflation results partly from repressed inflation, as the prices of 
gasoline and other petroleum derivatives were not adjusted to account for changes in interna
tional prices, and some key public utility rates such an electricity and phone rates were not 
adjusted to compensate for cost increases. As these adjustments are made in 1990, they will 

be reflected in the cost of living index. Inflation could reach 20% in 1990. 

Graph 3 
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E. Exchange Rate Policy 

Costa Rica devalued the exchange rate sharply in 1981 but from that year to 1983 the 
real effective exchange rate appreciated. In 1985 the authorities began to implement a crawl
ing peg policy whereby the exchange rate generally is adjusted to compensate for the differ
ence between the inflation rate in Costa Rica and that of its main trading partners. This policy 
was effective in maintaining and/or enhancing international competitiveness until 1988. 

Mini-devaluations of the exchange rate continued during 1989 but have not been 
sufficient to compensate for domestic inflation vis-a-vis the inflation of Costa Rica's trading 
partners. Preliminary calculations of the real effective exchange rate show a slight loss of 
competitiveness (about 5%) by December 1989 as compared to December 1988. This situ
ation will need to be addressed given the weakening in Costa Rica's external position In 1989. 
An adjustment of 20% in the exchange rate may be needed In 1990 given the expected dete
rioration I, the terms of trade, and further reductions in tariffs through the 2nd World Bank 
Structural Adjustment Loan (SAL II). 
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F. Performance Under the IMF Stand-by Arrangement 

We do not have the official data on performance under the IMF Stand-by
Arrangement, but we have unofficial data which show that the ceilings generally were not met. 
As was expected, the limits on Central Government expenditures were exceeded by between 
9,000 and 10,000 million colones, and this constituted the most significant deviation from the 
economic program. This will be discussed in detail in Section IV. Closely related to this, the 
domestic borrowing limits of the non-financial public sector were exceeded by about 8,000 
million colones. Even though the arrears reduction fell short of target by about $40 million, the 
rise in capital inflows permitted an increase in net international reserves which was roughly in 
line with the target established in the economic program. This performance on net 
International reserves is even more remarkable if it is considered that the third tranche of 
FY89 ESF ($20 million) and the first tranche of the Japanese co-financing under SAL II(the
equivalent of $35 million) were not disbursed in 1989 as had been programmed. Private 
capital inflows, including errors and omissions, were about $220 million, and this explains the 
strong international reserve position. Changes in net domestic assets of the Central Bank 
were roughly in line with the targets established under the economic program. 

In summary, the program was characterized by a loose fiscal policy and a deficit that 
was financed largely by the non-bank public. The fairly tight monetary policy and the domestic. 
finance of the deficit resulted in high interest rates, and these rates attracted significant foreign
finance which enabled the GOCR to meet the net international reserve targets. 

G. Evaluation of the Economic Adjustment Program. 

The financial stabilization program used fiscal, monetary and exchange rate policies in 
a coordinated and coherent manner, and this is partially the reason why it was highly
successful. Massive flows of assistance, mostly from the USG, were an important contributing 
factor to the success of the reform. As will be discussed in Section IV, public sector 
finances deteriorated in 1989 and constitute an important problem. 

In the financial sector, private sector intermediaries enhanced their role, and became 
a major source of finance for exporters of non-traditional commodities. Interest rates are now 
highly positive and this has contributed to financial deepening. The administrative allocation 
of credit has diminished and the ceiling on interest rate spreads was eliminated. The level of 
subsidized credit has been maintained constant in nominal terms, and transfers must now be 
made from the Central Government to the financial institutions to compensate them for the 
costs of the subsidy, thus increasing transparency. On the negative side, the State-owned 
commercial banks maintain their monopoly on demand deposits and on access to Central 
Bank rediscount using domestic resources. Leveling the playing field between state-owned 
and private banks is important in order to increase competition and to reduce lending costs. 

The unification of the enge rahe and the adoption a crawling peg system have 
increased the export competitiveness of Costa Rica. The nominal devaluation of the 
exchange rate has resulted in a devaluation in real terms which has been maintained even 
though there was a slight appreciation of the real effective exchange rate in 1989. 
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A program to rationalize commercial policy had as a target the reduction of the 
maximum rate of nomina! protection to 40%, and the establishment of a tariff floor of 5%. 
Even if this is accomplished, effective protection would remain high, and Costa Rica could 
loose competitiveness vis-A-vis neighboring nations such as Honduras, El salvador and 
Mexico, countries which have begun to implement a more rational commercisl policy. The 
elimination of the anti-export bias which results from the protection of domestic industries must 
continue. Non-traditional exports have been encouraged through a system of subsidies 
(CATs), generous tax holidays, credit at below market interest rates, and subsidized 
investment promotion services. The non-traditional sector is the leading 4*ctor of the 
economy, and as it has a low tax burden, iublic sector finances will contirue to be precarious. 
Although an infant industry type argument can be made to support a system of export 
subsidies, there is a need to limit the time that they are granted. 

The structural adjustment program did not address the issues of uJ&j; sector 
efficiency, and this remains one of the most important problems facing Costa Rica. The 
pension systems of the public sector and retirement system managed by the Caja 
Costarricense del Seguro Social have huge actuarial deficits and these represent a time bomb 
for the economy. 

The structural adjustment program has not addressed the numerous microeconomic 
inefficiencies in the economy such as the ports system, transportation, etc. Some of these 
inefficiencies are the result of regulations which have been designed to provide high pecuniary 
benefits to a small group of individuals associated in the so called "gremios". As the costs of 
these privileges are diffused and borne by society at large, it is difficult to eliminate them. 
Costa Rica appears to be a quintissential rent seeking society, and this results in a 
misallocation of resources. 

IV. MAIN ECONOMIC PROBLEMS 

Economic performance in 1989 was characterized by rapid growth, low 
unemployment, moderate inflation, a larger than expected public sector deficit, and a marked 
deterioration in the balance of trade. The moderate inflation rate may reflect significant 
repressed inflation as the prices of key services and goods produced by the rate were not 
adjusted to reflect cost increases and the exchange rate was not adjusted to reflect fully the 
difference between the inflation in Costa Rica and the inflation of Costa Rica's trading 
partners. A sharp increase in imports, financed largely by private capital inflows, also helped 
to keep the inflation rate low. 

The new administration is faced with the need to reduce the 1990 deficit and to make 
adjustments in public sector prices and in the exchange rate. These measures will probably 
result in an Increase in inflation to about 20%, and will require a depreciation of the exchange 
rate during 1990 of up to 200/. While the effect might be to slow growth in 1990, it will Rl~r.De 
a sharp reduction in growth In the Immediate future. The new administration faces four main 
problems: First, there is a need to address public finances to reduce the fiscal deficit in 1990, 
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implement a reform in the structure of public sector finances, and increase the efficiency of thepublic sector. Second, there is a need to restore international creditworthiness. The mainobjective is to conclude a debt reduction agreement with the commercial banks. Third. thereis a need to rectify the deteriora'ion in the balance of payments that occurred in 1989 and hasbecome more pronounced durin,; the first two months of 1990. Fourth, although the level andthe dispersion of tariffs were reduced under the SAL I and the SAL IIprograms, there is aneed to deepen this process in order to further reduce the anti-export bias, particularly nowthat other countries in the region which had lagged behind Costa Rica in the reform of
commercial policy are now moving much faster.
 

A. Public Sector Finances 

The public sector deficit increased in 1989 and unless adjustment measures aretaken, the fiscal situation will worsen in 1990. This section analyzes trends in public sectorfinances from 1983 to 1988, it provides estimates of the deficit for 1989, presents projections
of the deficit for 1990 if the government does not take measures to reduce spending (passivedeficit), and quantifies the effects of different short term fiscal measures on the 1990 deficit.Possible medium term fiscal measures to improve the structure of public sector finances are
then discussed. This includes the tax structure, and the olasticity of the tax system, and the

issue of discretionary spending.
 

1. Public Finance Trends 1983 to1988 

The non-financialoublic sector (NFPS) of Costa Rica comprises the Central
Government; about 100 decentralized agencies, of which the most important one is the social
security system (CCSS); 84 municipalities; and 13 state-owned enterprises (SOEs), of which
the most important are the state refinery (RECOPE), the electricity and telephone company(ICE), the state holding company (CODESA), the state marketing agency (CNP), and thesocial protection council (JPSSJ). The Central Bank, although not a part of the non-financialpublic sector, has carried out quasifiscal functions, financing the deficit of the public sector andacquiring some of the debt of the NFPS as part of the debt renegotiations with the commercial 
banks. 

QvralLTrends. The trends in the public sector deficit are summarized in Graph4. The public sector deficit as a percent of the GDP declined steadily from 1981 until 1987,and there was a slight increase inthe deficit in 1988. The general improvement reflected adecline in the ratio of expenditures to GDP, mainly the result of a decline in public investment.Current expenditures as a percent of GDP remained fairly constant. The decline In publicinvestment and Inmaintenance expenditures has resulted in a marked deterioration of thephysical infrastructure of the country. 
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Graph 4 
Non-Financial Public Sector Deficit 
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Centrgl Government. The deficit of the Central Government declined from 3.6% 

of GDP in 1983 to 2. 1% of GOP in 1988 (see Graph 5A). As will be discussed below, this 
The revenue of the Central Government, and particularlytrend was reversed sharply in 1989. 

Tax revenue as a percent oftax revenue, racor'Jed a secular decline with respect to the GDP. 

the GDP declined from 16.1 in 1983 to 14.2 in 1988. This relative decline in the tax burden is 

composed of two different trends: a sharp decline in taxes on foreign trade as a percent of 

GDP and a more or less stable relationship between domestic transaction taxes and GDP 

(see Graph 5B). While export taxes declined sharply, import duties as a percentage of GDP 

have'increased (see Graph 5C). A reduction in the relative importance of foreign trade taxes 

is salutory as it reduces anti-export biases in the tax system. But the objective is not to do this 

at the expense of tax revenues necessary to provide public services in a non inflationary way. 

Capital expenditures of the Central Goverment have declined from 3.9% of GDP 

in 1983 to 2.2% of GDP in 1988 as shown in Graph 5D. In contrast, CNIe and Thailand have 

had levels averaging 6.5% and 3.7% GDP from 1982-1987 while sustaining high levels of 

GDP growth. Current expenditures in Costa Rica have remained at about 16% of GDP. The 

current expenditure categories which have shown the fastest rate of growth are interest 

payments on the domestic debt which increased from 5.5% of total expenditures In 1984 to 

9.6% In 1988; and transfers to the private sector, which increased from 15% of total 

expenditures in 1984 to 25% of total expenditures In 1988. The fastest growing transfers to 

the private sector are the Certificados de Abono Tributarlo (CATs) and pension payments to 

retired public sector employees. Salaries remained a constant percent of expenditures (30%) 

during the period. 
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Graph 5
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Rest of the Non-financial Public Sector. The rest of the non-financial public 
sector is composed of the Caja Costarricense del Seguro Social (CCSS), the municipalities,
about 100 decentralized agencics, and , number of state-owned enterprises (SOEs), of which 
the most important ones are the state owned oil refinery (RECOPE), the electricity and 
telephone company (ICE), the grain marketing agency (CNP), and an agency providing basic 
social services and which receives its financing from the proceeds of the national lottery
(JPSSJ). These institutions of the rest of the non-financial public sector moved from a deficit 
position in the early 1980's to a surplus position by the end of the decade and they are 
presently an important source of finance of the Central Government, as several of those 
institutions "invest" their surpluses in Central Government bonds. 

2. Fiscal Performance in 1989 

Central Government. Official figures using the IMF methodology are not 
available at this time but the figures discussed in this section are based on the best data 
available as of February 28 1990. The deficit of the Central Government for 1989 has been 
estimated at 17,400 million colones. The data is summarized in Table 1. 

The deficit is about double the amount agreed with the IMF as part of the Stand
by Arrangement. The revenue of the Central Government was fairly close to the estimates 
made by the IMF even though some revenues were significantly lower. For example, 
RECOPE transfers were 1,200 million colones less, transfers from public institutions to the 
Central Government were 400 million colones less, and the revenue from the coffee tax was 
580 million colones less than forecasted. At the same time, the faster rate of real economic 
growth and the lower rate of inflation resulted in increased revenues from other sources and 
this compensated partially for the loss in revenue from RECOPE, from the public institutions, 
and the loss in coffee tax revenue. 

The increase in the Central Government deficit in 1989 can be explained mostly
by the high level of expenditures. Total Central Government expenditures were 9,000 million 
higher than was was envisaged in the IMF program. Fully two thirds of the difference can be 
explained by higher expenditures in Interest payments on the domestic debt (2,400 million 
colones higher); wages and salaries (1,200 colones million higher); public sector employees 
pensions (1,200 million colones higher); and CATs (1,300 million colones higher). 

Most of the institutions of the rest of the non-financialpublic sector performed 
poorly, with ICE being the most notable exception. Amorig these institutions, the one which 
performed the worse in relation to the IMF target was RECOPE, a result of not having
adjusted local gasoline and other petroleum prices to reflect both externally and internally 
generated changes in costs. The RECOPE surplus was lower than what was envisaged and, 
In addition, it failed to transfer most of the 12% tax on gasoline to the Central Government. 
The rest of the non-financial public sector had a surplus of 6,900 million colones in 1989 
compared to a surplus of 8,800 envisaged in the IMF program. Although the performance 
was not as good as expected, the deviation from the targets established In the Stand-by 
Arrangement was not as large as the deviation of the Central Government. Although some of 
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Table I - Public Sector Balance
 

Central Goverment 
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these institutions face significant mid-term problems, principally the CCSS, the fiscal problem
in Costa Rica in 1989 was essentially the result of rapid increases in Central Government 
expenditures, particularly in transfers to the private sector, rising domestic debt service, and 
increases in wages and salaries that exceeded inflation. 

3. Fiscal Proiections for 1990 

Table 1 provides an estimate of the passive deficit for 1990, i.e. the deficit that 
would result if no additional revenue enhancement measures and expenditure reduction 
measures are undertaken. The deficit of the Cental Government would reach 25,000 million 
colones (4.9% of GDP), the surplus of the rest on the non-financial public sector would reach 
4,000 million colones (0.8% of GDP), and the non-financial public sector deficit would then be 
21,000 million colones (4.1% of the GDP). Including Central Bank losses, the deficit could 
reach 033 thousand million. The medium term projections of the IMF forecasted a surplus of 
0.4% of GDP for the non-financial public sector for 1990. On this basis, Costa Rica needs a 
fiscal effort equal to 4.5% of GDP or 23,000 million colones. Such a fiscal effort in the short
run may now be unrealistic, particularly given the poor fiscal performance in 1989 and the lack 
of fiscal adjustment during the first three months of 1990. Possible masures to reduce the 
deficit are discussed below. 

4. Potential Measures to Reduce the Deficit in 19.Q 

Table 2 summarizes the different fiscal measures to reduce the deficit and 
improve the structure of public sector finances. They are classified by type according to 
whether they require administrative decisions (A) or whether they require legislation (L).
Whenever appropriate, the fiscal effect of a low adjustment measure and a high adjustment 
measure are quantified. 

These measures are: improved tax collections, particularly of the sales tax,
which are quite possible without changes in legislation; raising the tariff floor from 5% to 10 or 
to 15% would reduce the dispersion of protection and will reduce effective protection, thus 
accelerating the structural adjustment program; raising the contribution to the pension plan by
teachers was recommended by an actuarial study but may be diffcult to implement because of 
political considerations; the reduction in wages of 5% from the 1990 level basically means that 
the average wages of the public sector would remain constant in real terms, compared to the 
increase in real terms which took place in 1989; the reduction in other expenditures is 
possible, particularly if transfers are curtailed; the estimates of the revenue effect of public
utility rate increases are based on the adjustment taking place April 1 1990, and delays would 
mean that the price increase would have to be higher; the cost reduction at CNP is deemed 
possible by the authorities; and the divestiture possibility Is entirely speculative. 
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Table- 2 . Potencial Fiscal Measures 

fr es 

CentralGoverment 

Increase collection of sales tax 

Raise the tariff floor from 5% to 10% July 1990 

Raise the tariff floor from 5% to 15% July 1990 


Raise contributions to pension plan by teachers
 
from 5%to 10% July 1990 


Reduce wages and salaries of Central Goverment by 5% 

Reduction in non-salary expenses (principally
 
BAN-VI and other transfers) 


Total Central Goverment 
Of which, 	 Revenue enhacement measures 


Expenditure reduction measures 


Rest ofNon-financialPublic Sector 

RECOPE prices increased by 30% April 1, 1990 

ICE rates increased by 2,0% April 1. 1990 
ICE rates increased by 30,%April 1, 1990 

Cost reduction at CNP 

ICAA rates increased by 20% April 1,1990 
ICAA rates increased by 30% April 1, 1990 

CODESA divestiture 

Total rest of NFPS 
Of which, 	 Revenue enhancement measures 


Expenditure reduction measures and divestiture 


TOTAL PUBLIC SECTOR 
Of which, Revenue enhancement measures 

Expenditure reduction measures and divestiture 

PERCENTAGE OF GDP 
Revenue enhancement measures 
Expenditure reduction measures and divestiture 
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A 1.500 2,000 

L 2,000 
L 4,000 

L 500 500 

A 1,400 1,400 

A 2,000 4,000 

7,400 11.900 
4,000 6.500 
3,400 5,400 

A 4.500 

A 2,850 
A 4,275 

A 400 400 

A 200 
A 300 
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6,950 10,475 
6,050 9,075 

900 1,400 
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The effect on the deficit of implementing these measures is summarized in Table 
3. The implementation of the Central Government measures could reduce the 1990 deficit of 
the Central Government from 25,300 million to between 13,400 to 17,900 million colones. The 
implementation of measures on the rest of the non-financial public sector would increase the 
surplus from 4,000 million colones to between 11,000 to 14,500 million colones. The non
financial public sector deficit would be reduced with the low measures to a deficit of 6,900 
million colones (1.3% of GDP). With the higher measures, the deficit would be converted to a 
surplus of 1,100 million colones (0.2% of GDP) which would be very close to the IMF medium 
term projections. 

Table 3 - Effect of the Measures on the Public Sector 
1989 1989 1990 1990 1990
 

IMF est. passive low _ 

Million Colones 

Central Goverment -7,470 -17,400 -25,300 -17,900 -13,400 
Rest of NFPS 8,776 6,948 4,074 11,024 14,549 
TOTAL NFPS 1,306 -10,452 -21,226 -6,876 1,149 

Central Bank -12,866 -9,864 -11,960 -11,960 -11,960 

Total Public Sector -11,560 -20,316 -33,186 -18,836 -10,811 

Percentage of GDP 

Central Goverment -1.7 -4.1 -4.9 -3.5 -2.6 
Rest of NFPS 2.0 1.6 0.8 2.1 2.8 
Total NFPS 0.3 -2.4 -4.1 -1.3 0.2 

Central Bank -3.0 -2.3 -2.3 -2.3 -2.3 

Total Public Sector -2.7 -4.7 -6.4 -3.7 -2.1 
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5. Medium Term Outlook Considerations 

Costa Rica has faced periodic fiscal crises which have been normally solved 
through emergency type measures, almost guaranteeing the resurgence of a fiscal crisis soon 
after each crisis is resolved. The measures discussed above are generally of an emergency
nature. It is encouraging that the President-elect is seeking assistance from the IMF within the 
context of an Extended Fund Facility (EFF) as this may be the best mechanism to address the 
structural problems of public sector finances. AID can play a key role through the support of 
meai;ures designed to enhance the efficiency of the public sector. 

The secular decline in the tax to GDP ratio will continue unless the tax system is 
modified. At the same time, tax expenditures from CATs will increase in real terms at an 
annual compound rate of 15% unless the system is modified, public sector pensions will 
increase at an increasing annual rate (see graph 6), and the interest on the domestic debt will 
continue its rapid increase unless domestic finance of the public sector deficit is curtailed. 
Obviously, this situation is not sustainable, and measures designed to address the structural 
weaknesses will have to be implemented in order for Costa Rica to maintain financial stability. 

The medium term measures which need to be considered to improve the 
structure of public sector finances are: a reduction of the CATs that goes beyond the 
agreement reached between the Arias administration and the private sector; substitution of 
exchange rate adjustment for CATS in order to preserve competition in a CAT-free world;
reduction in the net costs of pensions through an increase in employee contributions and/or a 
reduction in benefits; privatization of state-owned enterprises; reductions in the public sector 
workforce; improvements in the public sector budget process; and a tax reform that would 
increase the elasticity of the tax system, perhaps through a consolidation of the sales tax and 
the consumption tax into a value added tax. A value added tax at a rate of 15-20% could 
replace the sales and consumption taxes, and a myriad of other taxes that collect negligible 
amounts of revenue and would permit further reductions of taxes on foreign transactions. 

Graph 6 
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B. Externa! Debt 

The external debt crisis reached Costa Rica about one year before it reached other 
countries of the region. The public external debt is now about $4.0 billion, of which $1.8 burlion 
is owed to the commercial banks. Commercial bank share of total debt dropped from '/o in 
1985 to 39% in 1989, as is shown in Graph 7. Since 1983 successive administr-:kns have 
engaged incommercial debt reschedulings and debt renegotiations, but these have resulted in 
a situ.tion where Costa Rica makes partial payments on interest due, and the difference 
between interest due and interest actually p3id increases the stock debt. In 1989, for ex
ample, the GOCR paid $44 million in interest to its external commercial creditors, while inter
est due was close to $170 million. We have calculated that f Costa Rica made full interest 
payments to the commercial banks, its GDP would be about 8% lower. 

After more than two years of arduous negotiations, the GOCR has concluded a debt 
reduction program with its commercial creditors. This program consists of three elements. 
First, a debt buy-back of 60% of the commercial debt at a price of 16% of par value. Second, 
an exchange of the remaining debt for 20 year bonds with an interest rate fixed at 6.25%. 
Banks which sell 60% or more of their debt will receive bonds ("A" Series) that will have a 
guarantee for the payment of interest during 12 months through a fund established for that 
purpose. Banks which sell less than 600/6 of their debt will receive bonds ("B" Series) which do 
not have a guarantee for the payment of interest. Third, 20% of past due interest (PDI) that is 
not repurchased will be paid in cash and the balance will be refinanced over 15 years at an 
interest rate of LIBOR plus 13/16. Banks which sell 60% or more of their debt will have an 
interest guarantee for 36 months while the banks that sell less than 60% of their debt will not 
have that guarantee. 

Graph 7
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The debt reduction program is highly favorable to Costa Rica and represents a clearrecognition that the debt burden of commercial debt is too onerous, and that the economic 
program of Costa Rica can not succeed without major debt relief. The debt reduction program
for Costa Rica is highly favorable in comparison with other plans already concluded (Mexico
and the Philippines) as well as with plans under consideration. This plan is the result of close,
collaboration between the banks, the GOCR, and the USG, and may be the best example of
what can be achieved under the Brady Plan. The implementation of the debt reduction plan
will contribute to an eventual return to Costa Rica of international capital markets. 

The debt buy-back is the most essential component of the debt reduction program.
The funds required for the buy-back are about $170 million. This does not include the down 
payment or, past due interest ($25 million) and funds to collateralize interest payments.
Annual payments to commercial bank creditors will be about $60 million. There is a recapture
clause that increases the interest rate on the bonds and on refinanced interest if Costa Rica'sGDP exceeds 120% of the real level in 1989. The proposal also includes a debt conversion
plan of $100 million over 5 years for which bonds and interest refinanced are eligible. The
agrefjmen , does not include new money. The potential sources of finance are as follows: 

Japan $35 million 
Taiwan $40 million 
Canada $10-15 million 
Spain $10-15 million 
Mexico $10-15 million 
World Bank $40 million 
IMF $55 million 
USAID $33 million 

Total $233-245 million 

The US Government has provided the leadership which was necesary to reach the
debt reduction agreement with the banks and has encouraged other donors to participate in
the buy-back operation. Obviously, the success of the buy-back operation depends on U.S.
participation. Accordingly, USG participation in debt reduction will be a major aspect of ESR 
Ix.
 

C. The Balance of Payments 

Trends 1982.88. Since the economic crisis of 1981, Costa Rica has implementedpolicies designed to enhance the role of competitive market forces in resource allocation. This
has had major positive effects on export growth, particularly non-traditional exports. This 
strategy has been highly successful, as non-traditional exports have grown rapidly. In 1986,
the value of exports of non-traditional commodities surpassed the value of coffee, and ;n 1988
it surpassed the value of all traditional exports combined. Non-traditional exports in 1988 
were about $600 million (see graph 8A). In spite of this, the trade deficit began to widen after 
1986 (Graph 8B). 
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Since 1982, the current account deficit has fluctuated widely but has widened steadily
from $250 million in that year to over $300 million in 1988. While exports have increased 
rapidly, imports have increased at a slightly faster rate. The non-interest current account has 
performed in a similar fashion. (Graph 8C.) It is interesting to note that the non-interest 
current account has been negative in 1987 and in 1989, indicating that the country received
real resources from abroad on a net basis, something which is rare among the highly indebted 
countries of Latin America. 

The financing of the current account has evolved considerably during this period. The 
data of inflows of new capital, excluding rescheduling, are as follows: (in US$ million) 

Table 4. Ca~italInflow 

Annual Annual 
Average Average 
1982-86 1987-88 

Private Capital 48 148 

Official 
Official Project Assistance 204 90 
Balance of Payments Assistance 94 123 

AID 78 123 
IBRD!Japan 16 0 

Total Official 298 213 

Total Capital 346 361 

The annual average private capital inflow increased from $48 million in 1982-86 to
$148 million in 1987-88, and this compensated for the reduction in official capital inflows,
which declined from an annual average of $204 million in 1982-86 to an annual average of 
$90 million in 1987-88. (Graph 9A). Balance of payment support also compensated for the 
reduction in project assistance. 

Another important element in the balance of payments in Costa Rica has been the 
exceptional financing related to debt relief (see Graph 9B). Costa Rica received an average of
$165 million a year in debt relief betwen 1983 and 1988, mostly from rescheduling of debt. 
Two major agreements were reached with Pads Club creditors and commercial bank creditors 
in 1983 and 1985. The rescheduling in 1983 reduced arrears by $1070 million. In 1985 and
1986 the debt relief reduced arrears by $170 million and rescheduled $360 and $145 million in 
1985 and 1986 (see Graph 9C). Commercial banks also made available a new revolving
credit facility in 1985. During this period (1982-88), net international reserves declined in five 
of the seven years (see Graph 9D). 
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Performance in 1989. Non-traditional exports continued to increase rapidly, reaching
$700 million in 1989. Nevertheless, there was a major deterioration in the balance of tradewhich began in the second semester of that year (see Graph 8B). The balance of trade deficitincreased from $240 million in 1988 to $432 million in 1989 (Table 5). This deterioration
resulted from the rapid increase in imports which increased from $1420 million in 1988 to
$1768 million in 1989, a rate of growth of 24%. The rapid increase in imports is the result of acombination of at least four factors, namely: the deterioration of the fiscal situation; theappreciation of the real effective exchange rate; rebuilding of inventories after 1988, a year
where imports increased slowly; and expectations of a sharp devaluation in 1990.
 

The year ended with an increase in net international reserves of about $40 million, inspite of import growth of 24%. This performance was due to rapid increase in tourismreceipts, the Paris Club rescheduling which provided financing of about $180 million, and mostimportantly, the result of private capital inflows which, including errors and omissions, reached$218 million. This perform., ice is even more remarkable if it is considered that the third
tranche of ESF ($20 million) and the Japanese co-financing of SAL II(the equivalent of $35

million) did not take place in 1989 as had been planned.
 

Performance in 1990. Performance in 1990 will depend on the fiscal and monetarypolicy stance, as well as an exogenous factors such as international prices, that are yet to be

determined. 
 The debt reduction plan, which was approved by the Legislative Assembly inCosta Rica in March 1990, will influence the balance of payments in a major way. Theagreement would reduce interest and amortization payments and provide capital inflows toreduce arrears. A second factor contributing to uncertainty is that performance during the firsttwo months of 1990 has been extremely poor. The merchandise trade deficit during the firsttwo months of the year reached $120 million, a somewhat larger trade deficit than the deficitduring the first six months of 1989. During the first two months of 1990 the Central Bank lost$65 million in net official reserves. If the Government of Japan had not disbursed $35 million
from the co-financing of SAL II,reserve losses would have been $100 million. 

If the trend in the merchandise trade balance continues, the trade deficit will be greaterthan our forecast. The projected level of $450 million trade deficit was based on a 5%increase in exports and imports and assumes that strong fiscal and exchange rate
adjustments are undertaken. The Central Bank has been trying to reduce liquidity in theeconomy by increasing reserve requirements and interest rates. Projections after 1990
depend on the effectiveness of measures taken this year. 
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Table 5. 

Current Account ) 

Merchandise 
Trade Balance 

Net Factor Services 
Net Official Interest 

Capital Account (2) 

Official Capital (3) 

Private Capital 

Balance of Payment 
Support 

Debt Relief 

Overall Balance 

Net International 
Reserves 

Balance of Payments 

With Without 
Debt Reduction Plan 

im im iluk 

-304.4 -458.4 -294.1 -475 

-236.2 -431.9 -458 -458 

-389.4 -401.4 -289.1 -470 
-331.4 -335.3 -214.1 -395 

-381.2 -283.8 -77.4 -286.4 

185.4 217.7 268.6 268.6 

-500.2 -524.5 -102.9 -102.9 

125 105 210 210 

133.7 461.1 1230.1 0.0 

-248.9 41.6 1306.6 -313.4 

248.9 -41.6 -1306.6 347.6 

(1) Excludes transfers from AID (See BOP Support) 
(2) Includes, Official Disbursements, Amortization Due and Private Capital. 
(3) Excludes World Bank SAL (See BOP Support) 

In 1990, the trade deficit and the current account will be financed by continued 
increases in tourism, which are expected to grow by 16%, private capital flows, which are 
expected to increase about 10% and foreign assistance, including balance of payments 
support. As long as the debt reduction plan is carried out, the GOCR will increase net official 
reserves by about $250 million in 1990 and will reduce arrears by more than $1 billion. The 
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gain in reserves is primarily from the debt financing for the repurchase of commercial bank
 
debt which will be written down to 16% of its face value rather than from a trade surplus.
 
Loans and grants for this purpose have been estimated at $169 million, which includes the
 
$33 million grant from AID. This amount does not include funds to establish the collateral
 
accounts for interest payments for Series A bonds referred to earlier in the report nor the does 
it include the down payment on past interest due. (Note that the Central Bank's calculation is 
based on a debt level of $1.15 billion in contrast to the $1.48 that is often used.) Debt 
financing for 1990 also includes gains from the repurchase of about $920 million of 
commercial bank debt for about $170 million, giving Costa Rica a gain of about $750 million. 
(See Table 6.) 

Without the debt reduction plan, net international reserves will decline by almost $350 
million. The net capital inflow would be reduced by almost $200 million because amortization 
payments increase, and payments in the current account would increase by about $180 
million. The resarve loss also takes into account the loss of debt financing and capital gains 
from the buy-back. 

Table 6. Debt Relief 

1989 !990(1) 

webt Relief 461.1 1230.1 

Rescheduling 52.2 0.0 

Arrears Subject to
 
Rescheduling 445.0 318.0
 

Other Debt Financing
 
Buy-back Loans 0.0 169.0
 
Debt Conversion -46.3 -35.4
 
Capital Gains from Buyback 0.0 748.0
 

N912 

(1) Includes debt reduction plan. 
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The coming year could bring more difficulties than had been expected in the balance 
of payments even if the debt reduction agreement proceeds. The domestic fiscal situation is 
expected to worsen in 199C putting more pressure on the balance of payments. Foreign 
assistance through balance of payments support increased in 1990 mostly because of the 
SAL II and ESF support, but what happens in the medium term? Already one sees a trend in 
the increase in bilateral and multilateral debt in Costa Rica, increasing from 48% of the total in 
1985 to 59% in 1989. 

D. Commercial Policy 

Costa Rica began to implement a tariff reduction program designed to reduce the 
rates of effective protection ahead of other countries in the region. The maximum rate of 
nominal protection has been set at 40%, while the tariff floor Is about 5%. The result of this 
has been a slight reduction in the extreme cases of effective protection. (Graph 10). At this 
time, however, other countries In the region such as El Salvador and Honduras are beginning 
to implement a tariff regime with maximum rates of nominal protection of about 25%, and 
floors of 10%. In order for Costa Rica to compete, it will be necesary to continue to reduce the 
tariff ceiling and continue to raise the tariff floor. 

Other factors reduce Costa Rica's ability to compete internationally. High transporta
tion and port charges, and bureaucratic impediments are some of the most important ones. 
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V. RATIONALE FOR ESF ASSISTANCE 

The debt crisis has affected economic development negatively since 1980. At this 
time, the proposed debt reduction program provides the best opportunity to make the problem
manageable. This program is based on Secretary Brady's debt initiative, and it is quite
favorable to Costa Rica. About $250 million are required for the debt-buy back, for the "down 
payment" on past due interest, and to establish the interest payment guarantee funds. The 
participation of the USG through the provision of financial resources for the buy-back is 
absolutely necessary if the debt reduction program is to succeed not only because of the 
resources that will be provided but because it offers a clear signal to other multilateral and
 
bilateral donors of the USG commitment to this program.
 

Additional balance of payments support will be needed because of the loss of coffee 
export revenue but most importantly to provide leverage to a re-;rm effort designed to improve
structural aspects of public sector finances. While it is expected that the IMF will continue to 
pressure for a reduction in the deficit, AID conditionality could give greater emphasis to the 
composition of the deficit. Further reductions in the anti-export bias would reduce the need to 
rely on subsidies to encourage exports, and this is of course closely related to the structural 
problems of public sector finances. Assistance conditioned on measures designed to improve 
public sector finances and to reduce the anti-export bias would help to consolidate the 
economic reform effort in Costa Rica at a time when the levels of US assistance are being 
reduced.
 

VI. THE PROPOSED PROGRAM 

A. The Program 

The ESR IX program consists of a $60 million ESF grant to Costa Rica in the form of a 
cash transfer. The Mission proposes to obligate the entire amount in a single agreement. 

ESR IX is a single program to support economic stabilization efforts In Costa Rica. 
Dollars provided under the program will be used: (1) to support the GOCR commercial debt 
buy-back agreement in the amount of $33 million, and (2) for balance of payments support
consisting of the provision of foreign exchange to finance essential imports for the productive 
private sector, $27 million. 

The Mission proposes that the $60.0 million be authorized by this PAAD entirely as a 
grant. Prior to debt relief as negotiated under the debt reduction plan with the commercial 
banks, Costa Rica's public sector debt service is projected to consume about 13% of 
commodity export earnings in 1990. Given as well the direct application of half the ESR IX 
total to the Costa Rica debt reduction program, grant financing is consistent with overall 
stabilization and recovery objectives. 
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Debt Buy-Back SuoDort 

The first disbursment total of $33 million will be provided to the Central Bank of 
Costa Rica in the form of a cash transfer to be used in support of the GOCR's 'Debt Repur
chase Offer Relating to Certain External Debt of Costa Rican Public Sector Obligors" dated 
March 1, 1990. This Offer is to be implemented in accordance with the Brady Plan under the 
auspices of the International Monetary Fur-.d (IMF). 

As this PAAD is being written, some of the procedural details for executing the debt 
repurchase offer are still being negotiated and may change somewhat. However, most of the 
major elements of those procedures are now known and are described below. 

This first disbursement ($33 million) of the cash transfer,would not be subject to 
substantial conditionality. It is anticipated that this disbursement will take place almost imme
diately after the Agreement is signed. AID would disburse the funds into the Separate Ac
count established by the Banco Central de Costa Rica (BCCR) at the Federal Reserve Bank 
of New York (FRB). Funds would be disbursed directly into that account by AID via electronic 
funds transfer. 

On the same day, or shortly thereafter, the BCCR would instruct the FRB to dis
burse the funds to the multidonor contribution account managed by the IMF. As soon as that 
disbursement is made, the intermediate project objective of supporting the Brady Plan for 
Costa Rica will have been met since the presence of the funds in an account with irrevocable 
instructions to pay the banks is a necessary condition of the agreement with the parti,.,pating 
banks. 

The contribution account is an accounting entity controlling the donations to fund 
the debt repurchase offer for Costa Rica. The cash donations to this fund would be kept in an 
account which would be opened in the name of the IMF, at the FRB, for U.S. Dollar donations 
such as AID's. (There may be an account in a Swiss bank for non-U.S. Dollar donations, but 
AID funds would not be placed there.) The account at the FRB will enjoy the privileges and 
immunities, for example, immunity from attachment, generally accorded IMF funds. The IMF 
will account for the transactions of the contribution fund. 

The contribution account may total as much as approximately $250 million, of 
which AID's contribution would be $33 million. 



Because the buy-back is a direct disbursement for an ESFobjective, it will not be a reimbursement for foreign exchange used for
eligible import 
transactions and the usual import documentation
supporting the transfer will not be present. 
 The only documentation

required will be a confirmation from the FRB that the dollar funds for
debt reduction were fully disbursed to the IMF debt reduction account,

also at the FRB, and a certification from the GOCR through the IMF that

these funds were used to support reduction of GOCR debt.
 

When AID funds are disbursed by the BCCR from the separate
account at the FRB to the IMF contribution account at the FRB, they will
be commingled with the funds of the other donors. If all goes according
to plan, all transactions related to the AID-provided funds will have
been completed before the end of May, 1990. Funds not used, if any, willbe returned to the Separate Account to be used for reimbursement for
eligible imports as described below.
 

With respect to the IMF account and the commingling,

although this is riot ideal, it is considered to be the only way to
assist Costa Rica in reducing and refinancing its public sector external

indebtedness to nonofficial creditors. 
 The involvement of the IMF as
depository of donor resources provides confidence to those donors, as
well as assurances to Costa Rica and to its nonofficial creditors, that

such resources will in fact be available for use in accordance with the
 purposes of the debt reduction program. Further, because the IMF plays
a central role in the strengthened debt strategy and provides

appropriate support to debt and debt-service reduction efforts, it is
 an appropriate institution to manage the resources. 
Any other mechanism
would not provide Costa Rica's creditors with the necessary confidence

that funds are available. Accordingly, USAID will not attempt to track
the AID donation to any particular type of repurchase of debt to any

particular creditor, nor is it feasible to do so.
 

It should also be noted that the GOCR repurchase program is a
multi-donor, multilateral effort in 
 which the procedures and

requirements are specific, time-sensitive, and require the donors to
deposit funds into either an 
IMF account in the FRB or an equivalent
bank in Switzerland. The only option available to the donors is advice
of place of their deposit. The IMF will provide a contribution of the
date and the amount of disbursement and interest earned, if any. 
 TheIMF will also confirm that the GOCR has confirmed to the IMF that thedisbursal of the AID contribution, and any interest, was used inaccordance with the terms and conditions in the Republic of Costa Rica,1989 Financing Package. The IMF will also confirm any unused funds and
will transfer those funds back to the Separate Account if they are not

used on or before May 31, 1990. This will assure 
that the AID
contribution is promptly used, but if not, redeposited. The Agreement
will require that such redeposited funds will be automatically subject
to the requirement pertaining to eligible import transactions.
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USAID will also require the BCCR to request the FRB to provide

directly to the USAID Controller a FRB statement verifying that the AID
 
provided funds were fully disbursed from the separate account to the
 
contribution account
 

Procedural Requirements (to be approved by AID/W): In order
 
to assure that the AID funds are used as requested, the following

conditions .nd requirements would be included in the agreement with the
 
BCCR. (Note that the usual requirement of a legal opinion of counsel
 
acceptable to AID as a precondition to the first disbursement is not 
being required -- nor is there time to permit one to be provided -
before the first disbursement takes place. That opinion will be 
required as a condition precedent to the second disbursement.) 

The GOCR will provide evidence:
 

(1) that a Separate Account has been opened with the Federal
 
Reserve Bank of New York into which all dollar disbursements under the
 
Agreement shall be deposited;
 

(2) that disbursements from the Separate Account will be made 
to the IMF - Administered Contribution Account - Costa Rica, established 
by the IMF to assist Costa Rica in reducing and refinancing its public 
sector indebtedness to nonofficial creditors under the terms and
 
conditions set forth in The Republic of Costa Rica, 1989 Financing
 
Package; and,
 

(3) that the IMF has been instructed to promptly confirm in
 
writing to AID (a)the date and amount of the AID contribution received
 
and (b)the receipt of instructions to promptly use the AID contribution
 
pursuant to instructions by Costa Rica and certified by Costa Rica to
 
be in accordance with the terms and conditions set forth in The Republic

of Costa Rica, 1989 Financing Package.
 

Requirements for Notification:
 

Unless AID. otherwise agrees in writing, the GOCR will provide

evidence, in form and substance satisfactory to AID, of the following:
 

(1) That the FRB of New York has been instructed to provide

to AID a written confirmation, within three days after the requested

transfer, that the dollar funds deposited in the Separate Account were
 
fully disbursed from that account into the Voluntary Contribution
 
Account established by the IMF for use in accordance with the terms and
 
conditions of the May 7, 1990 Debt Repurchase Offer;
 

(2) With respect to the AID contribution to the Voluntary
 
Contribution Account noted above, that the IMF has been instructed to
 
undertake the following within three days after the disbursement of the
 
AID contribution or May 31, 1990, whichever comes first:
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(a)to provide AID a written confirmation of the date and
 
amount of disbursement and interest earned, if any, and the amount of
 
any unused funds remaining of the AID contribution, and that Costa Rica
 
has certified to the IMF that the disbursed portion plus interest
 
thereon, if any, of the AID contribution was used in accordance with the
 
terms and conditions set forth in The Republic of Costa Rica, 1989
 
Financing Package7
 

(b) to return any unused funds of the AID contribution
 
and any interest earned to the Separate Account of the GOCR in the
 
Federal Reserve Bank of New York; and,
 

(c) to confirm in writing to AID the transfer of the
 
unused funds to the Separate Account and the amount of funds
 
transferred.
 

If any of the dollar funds provided under this Agreement and
 
deposited into the Account with the FRB of N.Y. opened by the IMF on
 
behalf of Costa Rica for use in the debt repurchase effort are not used
 
to repurchase debt on or before May 31, 1990, unless AID agrees
 
otherwise in writing:
 

(1) The GOCR shall cause to be promptly redeposited that
 
amount of dollar funds together with any interest earned thereon into
 
the Separate Account; and
 

(2) Use those funds to provide foreign exchange for essential
 
imports for the private sector.
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Balance of Payments Disbursements 

As further detailed in Section VIII.A. the Mission proposes to disburse half of the 
remaining $20 million from ESR VIII as a second tranche upon receipt of an acceptable 
economic plan for 1990 from the GOCR. The second tranche from ESR IX (the third overall 
tranche) in the amount $27 million would be undertaken upon a determination by USAID 
Costa Rica of satisfactory compliance by the GOCR in meeting the economic performance 
targets set forth in the plan and upon a determination by the Mission of acceptable GOCR 
compliance with the terms of ESR IX conditionality. It is anticipated that this disbursement can 
be made in the third quarter of CY 1990.(See Sections VII.E and VIII). A fourth tranche of 
$10,000,000 (from ESR VIII) will be disbursed upon satisfactory progress in resolving
outstanding expropriation cases. (See Section VII.E.) 

The second, third and fourth tranches totaling $47 million will be provided to the 
Central Bank in the form of cash transfers. The disbursements will be made into the dollar 
separate account established under the 1987 FAA Continuing Resolution in the Central Bank 
in accordance with Agency guidance and procedures. (See Annex C.) 

USAID will authorize the release of dollars from the separate account to the 
general accounts of the GOCR as reimbursement for the purchase of eligible imports, after 
presentation to AID of evidence that such purchases have taken place. (See Annex C.) 

Therefore, the disbursement plan to be incorporated into the ESR IX assistance 

agreement is as follows. 

B. ESR IX DISBURSEMENT PLAN 

Disbursements Grant Funds 
(projected) (U.S. dollars) 

First $ 33,000,000 
Second (ESR VIII) $ 10,000,000 
Third $ 27,000,000 
Fourth (ESR VIII) $ 10,000,000 

TOTAL $ 80,000,000 

The Mission requested, and was given, authorization to vary the disbursement 
plans under ESR I-VIII as required to assure good management of foreign exchange 
resources. In the same manner, the Mission requests authorization to include In the ESR IX 
assistance agreement a plan for the disbursement of funds as detailed above, but with the 
provision that the Mission may vary this plan as required to maintain an even and rational flow 
of foreign exchange. 
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C. Local Currency Resources 

Programming. Management and Accountability 

Since 1987, USAID/Costa Rica has been involved in a sometimes complicated 
process to shift a greater degree of responsibility for the management and accountability of 
local currency resources to the GOCR. This process, which began with obtaining an explicit 
acknowledgement that ESF local currency belonged to the GOCR, has now, barring new local 
currency guidance, been largely completed. The primary tasks in this process have been (1) 
to maintain the ability to jointly program host country owned local currency (HCOLC) for AID,' 
GOCR development priorities, (2) allow for programming HCOLC to support private sector 
activities as well as public sector and AID operating expenses, (3) develop Mission HCOLC 
programming guidelines, (4) enhance the GOCR's ability to design, manage, and account for 
HCOLC programs, and (5) in concert with AID guidance, develop and negotiate with the 
GOCR a largely sectoral HCOLC program. For a fuller background explanation of these tasks 
and the history of local currency management in USAID/Costa Rica, the reader is directed to 
Section III.E. of the ESR VIII PAAD (1989). 

A key development in the management of HCOLC was the creation in 1987, at 
the Mission's suggestion, of a joint AID/GOCR Bipartite Commission charged with negotiating 
the ESF assistance agreements and, for the GOCR, for programming and assuming 
responsibility for the implementation of ESF HCOLC activities. For the GOCR, the 
Commission is headed by the Minister of the Presidency and includes the Ministers of Finance 
and Planning, as well as the President of the Central Bank. 

Mindful of the implications of increased GOCR responsibilities for HCOLC 
management, the Commission developed parameters to facilitate its task, including: 

joint programming of all funds in writing by the Commission and the 
Mission; 

-- use of HCOLC for development purposes, including sector support; 

approve activities that fit within the development priorities of the GOCR and 
the Mission; 

avoid a proliferation of activities with the objective of approving fewer but 
larger activities; 

all disbursements must be consistent with the GOCR's monetary program; 
and 

approved activities should not have an orientation toward a single political 
party or platform. 

-39



Until 1988, USAID had required that all ESF HCOLC be deposited into an 
interest bearing account. On September 30, 1988 the Mission justified a waiver of this 
requirement given the negative impact accumulated interest payments were having on GOCR 
monetary policy and the negative effect on the balance of payments rationale. This rationale 
continues for the ESR IX program and interest payments on the HCOLC made available under 
the program will not be required. 

The Commission, USAID and new LAC HCOLC guidance recognized the
 
importance of establishing a system for controlling approved local currency activities. The
 
Commission and USAID agreed that this end could best be met by expanding an existing

office within the Ministry of the Presidency and staffing it accordingly to assume 
responsibilities for the HCOLC programming and monitoring process. This office, the Office of 
Control and Follow-Up (OCS), organized tself in coordination with the existing implementation
unit for PL-480 funds located in the Ministry of Planning in order to develop procedures for
 
H(OLC activity design, implementation, monitoring and accounting. In developing its
 
pracedures, the OCS studied the former local currency control system developed by the
 
Mission and, rather than create and test an entirely new system, found much of that system to 
be comrorehersive and responsive to its needs, and therefore adopted much of it for their own 
use. 

Prior to January 1, 1989, LAC allowed for a transition period prior to attaining full 
compliance with new Bureau local currency programming guidelines. During this period the 
Mission undertook some limited local currency under the former Memorandum of 
Understanding system in order to assure programming of AID operating expenses, 
counterpart to USAID projects and export promotion programs. The latter was important at the 
time, given a temporary GOCR legal problem (explained further below) that prevented the 
programming of HCOLC for private sector programs. 

LAC HCOLC supplemental guidance established five local currency programming

alternatives: general budget support, sectoral support, projects or specific activities, special

non-governmental activities (though not completely defined), and trust fund projects.
Concurrently with the issuance of this guidance, USAID undertook extensive negotiations with 
the GOCR Commission to program all remaining HCOLC made available under prior ESF 
programs and carry out this programming on a sectoral basis in accordance with the 
guidance. For the sectoral programming option, the guidance stated that AID must be satisfied 
that the HG has good sectoral activities and the technical and administrative capability to carry
them out. Further, AID should assure that the sectoral programs are consistent with the FAA 
and AID development strategy but not select sectoral programs based upon a quantitative 
analysis of the specific activities within the sector. 

Thus, for the first year's programming under the new guidance (1988), Mission staff 
worked closely with the Commission and the OCS to devise sectoral programs that could be 
implemented through sound institutions. Ultimately, sectoral programs were programmed in 
the amount of 7 billion colons ($88 million equivalent) in the following sectors: water, 
transportation, education, community development, child health, agriculture, rural housing and 
public sector finance. The sector activities selected were c,.nsistent with USAID's Costa Rican 
development strategy and otherwise consistent with LAC and Agency HCOLC guidance.
Further, our objective of withdrawing from a controlling role in HCOLC implementation matters 
had been accomplished. 
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Multipurpose HCOLC Programming 

One of the ironies of achieving GOCR acknowledgement of their ownership of 
the local currency and expanding their role in its programming and management, was the fact 
that it became impossible for the GOCR to program HCOLC for anything other than public 
sector uses. The argument set forth by the GOCR was that, as GOCR-owned local currency, 
programs other than those operated by and for government entities, would require approval by 
the Costa Rican National Assembly. Such a possibility, however acceptable in theory, was 
problemmatic in real terms to both the GOCR and USAID, as programs would have been 
submitted to an approval process that could have taken years and would have jeopardized on
going and future local currency activities vital to joint U.S./GOCR development strategy. 
Clearly the challenge for the GOCR was to devise a legal mechanism to allow HCOLC 
programming for a variety of development purposes, including private sector programs as well 
as USAID operating expenses. To this end, USAID and the GOCR agreed that such a 
mechanism would be in place prior to the programming of the $85 million equivalent in 
HCOLC made available under the ESR VII program, and that the ESR VIII program of 1989 
would not be put forward until such time as this legal mechanism for unrestricted programming 
was in place. 

The GOCR ultimately succeeded in developing the required "legal mechanism" 
by linking the multipurpose HCOLC programming to the Bilateral Agreement of 1962 which 
had been ratified by the Legislative Assembly and which provided authority, in essence, for 
the Executive Branch to execute agreements with AID and to use the funds provided under 
these agreements for furthering the development program. The written agreement arrived at 
with AID (signed on December 23, 1988) and ratified by the GOCR legal authorities, 
interpreted this provision to allow the programming of local currency provided under AID 
programs for a variety of development purposes, i.e. private as well as public sector programs 
and USAID operating expenses. 

In other words, the GOCR could now represent to AID that the programming of 
funds for public and private sector uses and for USAID OE and program expenses was 
permitted by Costa Rican laws and regulations. This permitted therefore the programming of 
ESR VII funds to proceed which included the equivalent of $25.5 million (30% of the ESR VII 
total) for a private sector-orent Icredit line. As well, the ESR VIII program was put forward, 
negotiated and signed with the GOCR as agreed. Local currency made available under ESR 
VIII (also the equivalent of $85 million) was programmed successfully with the GOCR, 
including $27.7 million in colons for a private sector export fund. The "legal mechanism" 
therefore is accomplishing its purpose of protecting multipurpose HCOLC programming, and 
protecting the integrity of private sector, rograms of great importance to the GOCR and AID. 

Present Status of Local Currency Programming 

Programming of the HCOLC under the 1988 ESR VIII program was not 
completed until late February, 1990. This delay was via mutual agreement with the OCS given 
the time necessary for them to more fully develop operational procedures and monitoring 
systems for HCOLC programmed earlier, to allow programs to develop within the Central 
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Bank monetization limits, and due in part to delays in the final disbursement of the ESR VIII
dollars (See Section VII.E). Also, neither USAID nor the GOCR wished to finalize
programming absent assurance that a pillar of the ESR VIII HCOLC, the Export Fund (the
$27.5 million referred to above), would be approved by AID/W. Following AID/W approval of
the Export FLnd concept document on February 22, 1990 and resolution of final details with
the OCS, the ESR VIII programming agreement was signed on March 14, 1990. 

HCOLC programming under ESR VIII follows the principle of multipurpose
programming described above, continues and expands the role of the GOCR in the
programming, control, design, management and monitoring of the activities, and continues the
sectoral orientation of HCOLC programs. Of the $85 million equivalent, $61.25 million are for
sectoral programs fully under the operational control of the GOCR. These sectors are thefollowing: public sector efficiency, natural resources, education, justice, exports, community
development, and housing. 

A further $13.0 million is for counterpart to AID projects (FORESTA andFinancial Services) and the remaining $10.75 million will divided between USAID operating
expenses ($6.0 million), Central America Peace Scholarship local currency ($3.1 million) and
counterpart to the Policy and Training Support Project (PATS) $1.65 million). AID OE will beprovided through the AID OE Trust Fund. HCOLC for CAPS and PATS will be provided under
the AID Program Trust Fund as described in the ESR VIII PAAD and approved by AID!W 
during its review in 1989. 

Programming of local currency provided under the ESR IX program will befinalized following obligation of the Agreement. It is anticipated that the sectoral focus of pastrecent agreements will be continued with a major focus being demonetized uses of HCOLC
such as to retire losses of the Central Bank, as well as some additional increments of HCOLC
for AID project counterpart (Financial Services, etc.) and USAID operating expenses. Presentplans are that an amount of HCOLC roughly equal to the debt buy-back dollar portion will be
applied to retire Central Bank losses and/or reducing public sector employment. Given present
GOCR and USAID plans for funding the recently approved Export Fund activity, it is possible
that a portion could be devoted for this export sector activity. Given the transition to a new
GOCR administration, It has been impossible and impractical to be more precise on ESR IXHCOLC programming at this point. The Mission will inform AID/W of prcposed HCOLC usesunder the program once specific discussions take place with the incoming Calderon team. 

The transition to the administration of President-Elect Calderon must require acertain amount of flexibility in HCOLC programming in 1990, as the new GOCR administration
learns more about USAID programs, strategy and activities underway with the present
administration. As some members of the Calderon transition team have already stated that
they would attempt to convince USG authorities to restore reduced ESF dollar levels for 1990,flexibility In HCOLC programming is a more practical and realistic alternative that the Mission 
feels must be provided. 
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Program Trust Funds 

The USAID/Costa Rica Program Trust Fund was established by written 
agreement with the GOCR in February, 1984. The Mission has used this mechanism since 
that time to manage ESF local currency-financed activities for which it assumed day-to-day 
management and imp!ementation responsibilities. 

Currently, the following activities are receiving funding through the Trust Fund: 

Special Development Fund (SDF): This is a fund to finance small 
community self-help projects identified by Peace Corps Volunteers. 
Historically, Development Assistance funds have been used for this activity 
but, in view of the availability of local currency and the absence of any 
dollar costs associated with the projects, the Mission switched the funding 
to local currency in 1985. The equivalent of approximately $500,000 is 
budgeted per year for this activity through 1991. 

Rural School Refurbishment: This program started in 1987 in response to 
a Ministry of Education (MEP) request for assistance in improving the 
physical state of elementary schools in rural areas. The program works in 
a similar fashion to the SDF program. Peace Corps Volunteers, in 
coordination with MEP officials, work with communities to develop projects 
on a matching grant basis. The budget for the program is the equivalent of 
$1,900,000 over a four year period, terminating in 1991. 

Central American Peace Scholarships (CAPS): Implementation of the 
CAPS program involves a variety of in-country costs -- primarily English
language training and purchase of airline tickets. Although considered a 
counterpart contribution to the dollar funds, these resources are managed 
directly by the Mission so as to facilitate the coordination of activities 
associated with selection and preparation of long and short-term 
participants for travel to the U.S. 

Agricultural College (EARTH): Under the terms of a 1987 local currency 
Memorandum of Understanding with the GOCR, Itwas agreed that, until 
EARTH had the capability to do so, the Mission would act as its agent for 
certain procurement and contracting purposes. EARTH staff have now 
acquired these functions and all EARTH money formerly in the Trust Fund 
has been transferred to an EARTH controlled account and to monetary
stabilization bonds. The Trust Fund for EARTH has now been phased out. 

Policy and Training Support (PATS) (formerly Policy Planning and 
Administrative Improvement (PPAI)): These funds provide counterpart to 
the Mission's DA project to finance the local currency costs of services 
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financed with the dollar resources. As the PPAI project is approaching its 
PACD, this fund has been renamed PATS and is being utilized in the same 
fashion as PPAI. In certain limited cases where no dollar costs are 
required, these funds will be used without complementing dollar funds, but 
will still be charged as counterpart to the DA project. 

Emergency Preparedness Technical Assistance: This fund finances local 
currency counterpart costs for technical assistance provided under contract 
with the Office of Foreign Disaster Assistance (OFDA) for such items as 
salary, per diem, transportation, housing, communications and support 
services. 

Support to AID Funded Projects: The program provides local currency
financing for the provision of PD&S-like activities required for project 
implementation. 

The Mission is proposing no new Trust Fund activities, however, the activities 
listed above are on-going and may receive incremental funding under the ESF program. 
USAID will continue to manage and account for these activities as if they were dollar-financed 
AID projects. The Mission plans to continue with the SDF, Rural School Refurbishment, 
PATS, CAPS, and Emergency Preparedness programs and, as in the past, will provide reports 
in conjunction with the Action Plan and Congressional Presentation that will indicate 
implementation status. In addition to these limited project specific activities, the Mission will 
also continue financing PD&S-like activities through the Support to AID Projects activity via the 
Trust Fund when only local currency costs are involved. In those cases, FAR procurement 
procedures will be emplQyed. 

D. Audit Provisions 

Audit coverage will be provided for the various ESF dollar and local currency elements 
of this program as follows: 

ESF dollars and the LC trust fund for USAID operating expenses are the audit 
responsibility of the A.I.D. Inspector General. 

General budget support and sectoral support activities undertaken with HCOLC 
are the audit responsibility of the GOCR Controller General. 

Specific development activities will be audited by local CPA firms tinder host
country or implementing institution contracts as required in all HCOLC program
mingdocuments. The Mission will monitor the quality of the firms 
and the results of the audits. Follow-up responsibilities will 
be shared between the Mission and AID/W as appropriate.
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VII. KEY CONDITIONALITY CONCEPTS AND POLICY AGENDA 

A. General 

The 1990 ESF Program for Costa Rica is the major component of a U.S. supported 
economic assistance program that includes the PL 480 Title I Food Commodities program, as 
well as the policy reforms negotiated as part of these programs. ESR IX is a program of 
economic recovery whose funds will have two essential applications -. $33 million to be 
provided as a contribution to Costa Rica's commercial debt buy-back as forseen under the
 
Brady Plan, and $27 million for balance of payments assistance. As discussed above,
 
assuming no dramatic unraveling of Costa Rican economic trends and continued assistance 
from Costa Rica's other external donors, it is anticipated that ESF funding levels will continue 
to fall for Costa Rica at a moderate and steady rate over the coming years -- to a planned $45 
million in 1991. As the scope of the ESF structural adjustment program becomes more
 
sectoral in focus, 1990 should be the final yL -. in which ESF cash transfers are included for
 
general balance of payments assistance purposes, i.e., to fund the importation of essential
 
goods for the productive private sector as in previous years.
 

With the considerable financial and policy support of the IMF, IBRD, and AID, Costa 
Rica has emerged essentially very well from its economic crisis of the 1980-82 period, though 
the country's present fiscal deficit points to the economy's continuing fragility. Major economic 
progress has been achieved with a return to positive and steady growth rates, reduced 
inflation, improved exchange rate performance , and until 1990 an improved fiscal situation. 
Appropriately, earlier ESF programs concentrated on macrceconomic conditionality such as 
maintaining positive real interest rates, limiting banking system net credit to the nonfinancial 
public sector, maintenance of a unified exchange rate, etc. These policy reforms (not limited 
solely to macroeconomic policy) have had significant positive effect. An AID evaluation "The 
Effectiveness and Economic Development Impact of Policy-Based Cash Transfer programs: 
The Case of Costa Rica" of November, 1988 states: 

"... AID, as a part of a joint international organization/GOCR effort, has made 
substantial positive impact on Costa Rican economic policies. Comparison of IMF, 
World Bank, and AID covenants and conditions indicates a coherent and 
comprehensive policy reform process aimed at correcting Costa Rica's unstable 
economic structure, but implemented in such a way as to minimize the adjustment 
costs. The Government of Costa Rica has been a full partner in this process at the 
level of policy dialogue. Generally, AID has encouraged and enabled policy reform 
that the Government of Costa Rica wanted to implement but lacked the international 
reserves and/or political wil! to accomplish." 

The Mission feels that much of the focus of past conditionality should be further 
institutionalized, especially as ESF levels decline and a now Costa Rican administration 
assumes power. Measures to reinforce, and in some cases refine, the macroeconomic 
progress obtained to date and measures to support initiatives in the vital area of Increased 
public sector efficiency are discussed below. 
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As described in previous sections of the PAAD, we assume that an IMF Standby will 
be in effect during 1990, most likely through the development of an Extended Fund Facility 
(EFF) arrangement. Indeed, this scenario is important in order to affect the debt buy-back 
according to the present agreement between the GOCR and its commercial bank creditors. 
Given the assumption of an agreement with the IMF, the Mission assumes that the IMF will 
have the lead role for macroeconomic conditionality, and we will include no major new 
initiatives in this regard. However, whether or not the 1990 IMF program is renegotiated, the 
Mission will require that the GOCR provide a satisfactory economic plan for 1990. The 
GOCR's economic plan will include quarterly limits for the following: (1) Central government 
expenditures; (2) cumulative financial balances of the CCSS, RECOPE, ICE, CNP, and JPS: 
(3) net domestic assets of the Central Bank; (4) changes in banking system credit to the non
financial public sector; (5) the net international reserve position of the Central Bank; and (6) 
arrears on external payments. 

The Mission also assumes that the World Bank's SAL II Program will continue in effect 
for 1990. The IBRD Board approved the loan in mid-December, 1988 and Costa Rican 
Legislative Assembly ratified it in September 1989. The basic financial plan of SAL II includes 
a $100 million loan from the World Bank and cofinancing (without additional policy measures) 
for $100 million from Japan. The SAL II loan consists of three tranches. The first disbursement 
of $40 million from the World Bank was made in December 1989 and from Japan in January 
1990. The second tranche of $35 million each and the third tranche of $25 million each are 
pending. 

The SAL IIprogram concentrates on agricultural pricing and marketing policy, financial 
sector efficiency and control issues, and international trade issues (as they relate to tariff 
structures.) More specifically, in the financial sector, SAL II includes legal changes giving the 
Superintendency of Banks more power to audit and control commercial banks, and a program 
to recognize and reduce the operating losses of state banks. This program would require that 
loan maturities in arrears for more than 180 days and interest in arrears more than 90 days be 
treated as losses. The program aims to reduce the bad loan portfolio of state banks from 
about 30 percent to 3 percent over a three year period. 

In the trade sector, the main aim in SAL IIis to reduce nominal tariffs on final goods to 
40 percent over a three year period. This tariff reform is being implemented in proportional 
cuts in six semi-annual installments beginning in October 1988. 

In the agricultural sector, the main element is retraction of the National Production 
Council (CNP) from marketing of domestic and imported agricultural products, with some 
exceptions in regard to the produce of small farmers and the convergence of domestic and 
international prices of agricultural prices. The CNP has been the principal marketer of 
domestically produced rice, corn, beans, sorghum and of imported basic grains. Under SAL II 
the CNP would retire from marketing except for work related to helping small farmers produce 
exportable crops. 
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In the public sector component of the SAL 11program, the Bank and the GOCR 
negotiated three areas of agreement: (a) the size and composition of a public sector 
investment program, (b) a commitment to increase public sector savings (inclusive of Central 
Bank losses) to 4.0 percent of GDP in 1989 and 6.5 percent in 1990 (in 1986 this variable was 
about 4.5 percent), and (c) a reduction in the earmarking of tax revenues. The Mission's 
policy dialogue with the GOCR has served to reinforce certain IBRD priorities (for example 
financial reforms on interest rates, credit allocation and subsidies), and the Mission will not 
undertake major new initiatives in ESR IX conditionality for the areas covered by the Bank. In 
ESR IX conditionalities, for example, the Mission will reinforce SAL initiatives by limiting the 
role of the CNP in grain marketing. 

Since 1987, the Mission has been reflecting the Bureau's expressed priority of moving 
toward ESF policy conditionality with a more sectoral focus. This idea is based upon the 
justification that, given earlier ESF programs' emphasis and progress in attaining shorter term 
stabilization objectives, ESF programs should evolve toward sectoral objectives--i.e. ones that 
represent a logical next step toward economic growth objectives and that show demonstrable 
results. Our vision of this movement to sectoral objectives and conditionality has been 
transitional and flexible in nature. This means that given the continuing fragility of the 
economy, macroeconomic conditionality should be reinforced and in some cases deepened as 
necessary, and where appropriate, sector programs should be identified, and based upon a 
solid analytical base, introduced to better accomplish economic growth objectives. 

Conditionality, policy dialogue topics and HCOLC programmings associated with 
earlier ESF programs, beginning with ESR VI in 1987, have attempted to focus on the themes 
of investment promotion, public sector efficiency, promotion of non-traditional exports, 
privatization and the like. ESR VII in 1988 and ESR VIII in 1989 sharpened further the 
Mission's conditionality and policy dialogue focus by continuing an emphasis on 
macroeconomic issues, but more systematically beginning a concentration on issues of public 
sector efficiency and export promotion (explained further below.) Having these themes more 
focused has resulted in clearer conditionality, clearer communication of the accompanying 
policy dialogue with the GOCR, and no small amount of success in policy reform. It is hoped 
that continued progress with the 1990 ESF policy dialogue will allow evolution to a full sectoral 
approach in one or perhaps more sectors. There are many unknowns in dealing with a new 
GOCR administration which assumes power in May. However, dealings to date with Ministers 
designate have been encouraging and very positive, giving rise to optimism that present areas 
of policy dialogue concentration will continue as priorities in a Calderon administration. If this 
proves to be true, current plans call for the Mission to have developed a sectoral cash transfer 
program in 1991 that concentrates on the further removal of constraints to Costa Rica's export 
sector. 

The debt buy-back portion of ESR IX offers a perhaps unique opportunity for Costa 
Rica to address the overhanging problem of its commercial debt-- still one of the highest per 
capita in the world. At the same time, the country's fiscal deficit, 4.4% of GDP and a full 4% 
higher than had been anticipated under Costa Rica's agreement with the IMF and AID, 
demonstrates that it is inappropriate to declare total victory on the macroeconomic front--the 
progress has been substantial and impressive (especially by regional standards), but is still 
fragile and reversible. The GOCR must address soon the negative implication of this fiscal 
defict in order to avoid further inflation pressures, drains on the availablity of private sector 
credit and a large trade deficit and pressure on international reserves. 
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We must therefore continue our focus on macroeconomic conditionality and policy
dialogue and deepen and clarify as in previous years our sectoral focus. It is the Mission view
that such a movement to a more sectoral focus is one that is evolving as a result of progress
achieved to date and the growing maturity of the program. The development of an ambitious 
policy agenda and its discussion with the new economic team was facilitated greatly by the
Economic Policy Conference wich took place at the end of March, and which was co
sponsored by USAID/Costa Rica. Top Costa Rican economists of both parties were asked to 
prepare papers on the most important policy issues and these papers were reviewed by
experienced policy makers and academicians from other countries, and by the World Bank
and IMF officers. This allowed us to participate in a very intense policy dialogue where key
policy issues were discussed in a totally open forum. A number of the policy measures 
discussed below (for example in public sector finances and fiscal issues) were presented at
the Conference by the future President of the Central Bank, and this was the first public
definition of his personal views of an economic adjustment program. The closing speech by
the President-elect reinforced some of those themes. The Conference also identified areas of
reform where opposition was strongest, and this has been invaluable for the Mission in
assessing the poILical viability of the reforms. In discussions with the members of the 
economic team, they have used some of the arguments which were articulated in the 
Conference, and this also has contributed to an acceleration of the policy dialogue. 

Review of the USAID/Costa Rica Action Plan in January, 1990 in A )/W resulted in an
affirmation of the Mission's strategy of supporting long-term economic grow.n. Accordingly,
the Mission will concentrate on three principal areas of policy dialogue and conditionality that 
complement this long-term growth strategy. These are: 

(1) Macroeconomic and Financial Concerns; 

(2) Public Sector Efficiency; and 

(3) Export and Investment Promotion 

B. Macroeconomic/Financial Concerns 

ESR IX conditionality and policy dialogue in the macroeconomic/financial area will
reinforce and protect past ESF efforts aimed at economic stabilization and growth. Of 
particular concern will be efforts to underpin IMF and IBRD conditionality in this area,
particularly as befits export-led economic growth. This emphasis is appropriate in order not 
only to back up hard-won reforms that could be reversed, but also to support Costa Rican
economic decision makers who often risk strong political pressures inorder to implement
sound economic programs. This latter rationale will be particularly Important In this transitional 
political year as well as to offer measures of sound macroeconomic policy to the new team. 
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In addition to further reductions of Costa Rica's anti-export bias, structural problems of 
Costa Rica's public sector finances will be addressed as a means to consolidate economic 
reform efforts as overall asistance levels are reduced. Two Mission-financed studies of public 
sector finances are presently being prepared: one, a study of Central Bank losses and two, a 
comprehensive study which analyzes the Central Government expenditures, revenues, and 
domestic debt. Results of the studies shall be used in policy dialogue efforts toward the 
definition of medium term policies designed to diminish the structural problems of public sector 
finances. 

ESR IX conditionality will necessarily include aspects of prior macroeconomic and 
financial conditionality carried over from prior programs. Political interference in the form of 
the provision of subsidized interest rates for various groups, for example cattle and basic 
grains producers, is a perennial issue in Costa Rica. As in the past, ESR IX conditionality will 
counter such pressures by conditionality that subsidized credit be strictly limited in 1990. As in 
1989, the Mission will include within this credit limit from internal (including subsidized credit 
financed through the national budget) and external (donor) sources. 

It is important to note that previous USAID infusions of credit and policy dialogue in the 
financial area have resulted in considerable progress and support to the private banking 
system and in ameliorating tight credit available to the private sector. A previous history of 
burdensome procedures, lack of private bank competition, and political interference had 
impeded an efficient response to the credit needs of the productive private sector. In this 
regard, the Mission will seek to support key decision-makers in tho new Calderon 
Administration as they seek to further reduce the inequality of treatment between public and 
private banks. We will discuss measures to permit private bank access to rediscount lines 
through the Central Bank, and to allow private bank issuance of certificates of deposit of short 
maturities. 

Especially considering the present fiscal concern in Costa Rica and the change in 
GOCR administrations, we feel it essential to reinforce and in some cases carryover an 
emphasis on economic stabilization in ESH IX. This approach acts to support the other major 
international donors and continues movement toward future reform objectives. 

C. Public Sector Efficiency 

Past USAID/Costa Rica PAAD's and Action Plans have sought to underline the 
importance of overcoming the effects of inefficiencies within the Costa Rican public sector. 
The importance of public sector efficiency and its direct impact on the long-term viability of the 
Costa Rican economy cannot be overemphasized. Deficiencies within public sector operation 
serve to limit the economy's movement from relative equilibrium to sustained growth and 
serve to directly undermine the progress attained In vital policy areas. These Include 
preserving macroeconomic policy gains by limiting Central Bank losses and the fiscal deficit, 
export and investment promotion, and supporting the GOCR's capacity to continue its social 
services, particularly education and health care. 

The importance of public sector efficiency comes into sharper focus as it relates both 
to the, firstly, largely successful structural adjustment program undertaken by the Costa 
Ricans to date, and secondly, to the chronic fiscal deficit problem that has become so 
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obviously a challenge to be confronted in 1990. From the point of view of structural 
adjustment, public sector efficiency is a central area of public policy that represents the next 
phase of a successful and thorough structural adjustment program. The restoration of fiscal 
discipline and administrative efficiency is necessary in order to reduce Costa Rica's 
unacceptably high level of current expenditures, that reduce in turn the capital account and 
contribute to the chronic fiscal deficit. From the perspective of the 1990 fiscal problem, the 
problem becomes more severe and underlines the veracity of claims that while Costa Rica's 
economic recovery ia impressive, it is also fragile and incomplete. 

Public sector employment in Costa Rica grew from 36,200 in 1962 to an estimated 
160,000 in 1988. These numbers represent 9.8 and 20 percent of the labor force, 
respectively. Further, the GOCR itself report estimates that come 24,000 of these positions 
are redundant. Over the years public sector employees operating through their unions 
succussfully secured a range of salary, other employment and pension benefits that neither 
the present nor future governments can realistically hope to finance. Consequently, in the 
1980s the GOCR has been forced to drastically curtail capital expenditures to meet the 
recurrent cost demands of public sector institutions. This process routinely crowds out private 
sector borrowing. The problems go on an on, including redundancy in the public sector labor 
force, lack of adequate operational, maintenance and investment funds, and labor shortages 
in sprouting private sector firms which cannot compete under Costa Rica's present full 
employment conditions with the security and benefits packages of public sector employment. 

The scope of the problem is enormous, complex and fraught with the political 
sensitivity of reforming public policy and institutions within a most democratic of settings. 
However, prospects for reform are not bleak, and 1989 saw the beginning of a growing 
consensus among Costa Rican political leaders and opinion makers and leaders in the donor 
community, that the problem must be addressed. This is considered by Mission observers as 
a significant positive and necessary development. Indeed, at the IBRD-sponsored 
Consultative Group meeting in Paris in November, 1989, GOCR representatives presented
public sector efficiency and the restoration of public sector investment levels as one of the five 
top GOCR develoment priorities. This recognition by the GOCR is at least in part due to the 
low volume yet constant policy dialogue carried on by the Mission over the last three years. 
Over the past year, the Mission has, using ESF conditionality and intense policy dialogue as a 
lever and HCOLC and dollar-finan,.-ed studies, technical assistance and seminars as an aid, 
assisted in the following actions: 

-- Public sector employment levels have been frozen at 1987 levels; 

A high level, bipartisan commission for the reform of the Costa Rican state has 
been formed and is working; (the new GOCR administration will provide State 
Reform with cabinet-level status); 
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Stage one of a customs reform sub-project is underway to modernize customs 
operational procedures and administration, and stage two, to support the 
development of an improved central customs terminal, is in the planning stages; 

Actuarial studies for unifying Costa Rica's nineteen public sector pension 
systems have been funded and are underway; 

One cabinet-level Commission and one Technical Commission have been 
formed within the GOCR to deal with pension reform. The commissions have 
drafted, reviewed, approved, and forwarded to the Legislative Assembly bills to 
reform both public and private sector pension programs; 

A bipartisan, public/private sector group was sent to observe pension reform 
efforts in Chile, resulting in a draft legislation for a new private sector 
complementary pension savings plan; 

The GOCR has designed and is implementing its firsi labor mobility program to 
move some 500 redundant public sector employees off the roles to the private 
sector. The first program within the Costa Rican Railroad should be completed 
by May, 1990; 

The Ministry of Agriculture has requested USAID and IBFD assistance in the 
development of a restructuration plan of the Ministry to improve the efficiency of 
its operation. 

The GOCR has approved the production of electrical power by the private sector 
in commercial quantities and its sale to the national grid (a first for Central 
America), and developed a rate structure for these sales; 

The GOCR has approved the production of electrical power by the private sector 
in commercial quantities and its sale to the national grid (a first for Central 
America), and developed a rate structure for these sales; 

In 1989, the Mission began a process aimed at assisting the GOCR to
conceptualize and formulate a program to begin to address public sector efficiency issues. 
Earlier ESF conditionality on the subject --public sector employment freezes, CODESA
privatization and the like-- were less a part of a comprehensive public sector efficiency plan
than important targets of opportunity. It remained to convince tho GOCR of the scope of the
problem, help them begin to formulate the start of an action plan, and then, based on 
progress, go forward with specific programs. 

The strategy Is beginning to work. In mid-1989, the GOCR formed a high level 
and bipartisan commission ("Commission for the Reform of the Costa Rican State") to
address public sector efficiency issues. The Commission has tried to define issues and has
undertaken various studies, but perhaps more importantly, by its very existence has signaled
that the Costa Ricans recognize and are beginning to grapple with the problem. This 
development was underlined as mentioned above in November, 1989 when the Costa Rican 
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delegation to the IBRD-sponsored Consultative Group meeting in Paris presented Public 
Sector Investment and Efficiency as one of their five priority development goals to this group. 
That this topic appeared in this public and high-level forum was further testimony to the 
subject's growing importance in Costa Rican minds. 

USAID will continue the policy dialogue to assist this' process and the 
development, hopefully in 1990, of a more comprehensive GOCR efficiency package. Signs 
are good that the process will continue and intensify during the Calderon Administration. The 
President Elect has elevated State Reform to a cabinet level post, and has appointed a PUSC 
member of the State Reform Commission as its Minister. This Minister-to-be is extremely 
motivated as evidenced by constant meetings with USAID on various public sector efficiency 
topics beginning the week after Calderon's election. 

Pensions 

Some of the most broad-based PSE progress has been made in the area of 
pension reform. Understanding that the overentitled an under funded public pension system 
was a loaded gun at the GOCR temple (funds run short at present rates in mid-1991), the 
GOCR, at USAID urging, formed a cabinet-level and technical level pension commission to 
consider pension system solutions and alternatives. Actuarial studies are underway (USAID 
financed) to allow rationalization of the present 19 public sector pension systems. TA 
financed by USAID from the U.S. Social Security Administration has further moved this 
process forward. A USAID-sponsored trip by GOCR, private sector and Costa Rican political 
party representatives to Chile to study pension reform there, resulted in the group devising 
upon their return draft legislation for a new complementary private sector pension saving plan, 
the first introduction of such a scheme in Costa Rica. The legislation has been approved by 
the pension commissions and submitted to the Legislature for approval. Further legislation 
has been developed by the pension Commission that radically reforms private sector pension 
operating procedures for example requiring increased automatic salary deductions and an 
increase in the minimum retirement age. This development was a subject of ESR VIII 
conditionality. The reform, though sure to be controversial, will likely be submitted to the 
Legislature in 1990. As controversial as pension reform is, a constant spate of articles in the 
local press in 1989 and early 1990 demonstrate that the issue is becoming better understood 
in Costa Rica and part of the public consciousness. USAID will continue our policy dialogue 
and financial support to GOCR and private sector pension reform efforts in the coming year, 
while urging in ESR IX conditionality the adoption of the reforms developed and proposed to 
date. Discussion with the Calderon team on the subject have been productive and positive, 
with a number of new Ministers-to-be requesting a briefing on the subject from USAID. 

Customs Reform 

The Mission has attempted since 1985 to assist the GOCR in improving its 
Customs Service, despite political sensitivities and vacillations of political will. Until 1989, the 
Customs Service had done little to alter its reputation as inefficient, slow and bureaucratic. Its 
problems have included an unclear organizational mandate, untrained personnel, an aura of 
incompetence, and manual and repetitious processing of paperwork. Some limited and non
controversial reforms were accomplished through ESR VI conditionality, but it was not until 
1988 that the GOCR finally appeared ready to begin a serious customs reform effort. With 
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funding from USAID Policy, Planning and Administrative Improvement Project (PPAI), the 
Mission provided funds for stage one of a customs reform sub-project to improve and simplify 
administrative procedures and develop a customs software and information system. Though
delayed in start-up by Central Bank contracting procedures, progress to date appears
satisfactory giving rise to hopes that stage two, to proceed to an IDB and possibly USAID
assisted effort to establish a streamlined central customs processing center, may be realized. 
USAID will continue close scrutiny of its customs sub-project and advance the cause of 
continued GOCR customs reform through ESR IX conditionality. 

Privatization 

Past Mission efforts in privatization have been concentrated on facilitating the
 
divestiture, privatization or dissolution of the holdings of Costa Rican Development

Organization (CODESA). This process, underway since 1984, has been thoroughly
 
documented and explained in past PAADs. Given the availability of HCOLC devoted to 
divestiture from past ESF HCOLC, the cutoff of CODESA access to Central Bank credit in 
1985, political will to carry the program forward during the Monge and Arias administrations, 
and the organizational structure to implement the program, CODESA privatization/divestiture
has largely been completed. A summary of the status is contained in Annex E. What remains 
is for the GOCR to complete the sale of 40% of the shares of two companies, FERTICA and 
CEMPSA. This process should be completed by the end of 1990. At its peak, CODESA 
contained some 42 dubiously managed and ineffective companies with free and unlimited 
access to Central Bank credit --a textbook example of the public sector run amuck. The 
perhaps major lesson from the CODESA experience has been that reform, even of politically
sensitive areas, can be accomplished when the objectives are clearly defined and linked to 
policy goals, capitalized, and when the government takes the lead in supporting the program. 

Beyond CODESA, the Mission has undertaken a number of exploratory
initiatives in privatization with a number of GOCR organizations. For example, the Social 
Security Administration has requested Mission technical assistance in establishing new private 
sector organizations to take over current in-house support and service functions, separating 
personnel in these functions from the CCSS and transferring them to the new organizations.
Talks are progressing with the Minister of Public Works on Mission involvement in a similar 
privatization program. 'At the request of GOCR, the Mission has arranged for the development 
of a Separation Incentives Program for the Railways, National Production Board and the 
Ministry of Agriculture that has as a target the separation of over one thousand redundant 
employees. (See Labor Mobility section below) 

The next administration, with control of the Legislative Assembly, can be 
expected to initiate additional privatization activities in which the Mission can play a role. 
These could include privatization of the remaining 60% of FERTICA and CEMPASA, 
CODESA's 40% holdings in the National Securities Exchange, Radlogrifica Costarricense 
(possibly together with international telecommunications), the National Liquor Factory and the 
National Insurance Company. 
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The incoming Minister of Tourism seems receptive to the Mission's offer of 
technical assistance in restructuring and streamlining the National Tourism Institute which will 
in effect become the new Ministry of Tourism. He also seems interested in indirect Mission 
involvement through FINTRA (a Mission created and fundet; fiduciary entity) in developing the 
infrastructure for a planned large scale tourist complex at Papagayo. 

The Mission will continue to pursue, therefore, targets of opportunity in 
privatization, through policy dialogue with the GOCR and USAID-financed support (TA, studies 
and specific programs). 

Labor Mbiit 

As stated above, the GOCR acknowledges that of its 160,000 public sector 
employees, many are redundant. The low level of technical training of the vast majority of 
these employees makes for low governmental productivity, creating a host of institutional, 
administrative and legal problems. The nineteen generous pension systems for the public 
sector which now absorb fully 3% of Costa Rica's GDP. Public agencies are plagued by a lack 
of planning, duplication of functions, and inefficient use of information in public administration. 
The situation is complicated by a rigid civil service system and a code of civil law that is 
sometimes inconsistent, contradictory and obsolete. 

Spurred on by social democratic traditions and bolstered by a past epoque of 
high traditional export earnings and different demographics, public workers successfully 
-secured a range of salary, employment and pensions benefits that neither present nor future 
governments can realistically hope to finance. By the 80's the GOCR was being forced to 
drastically curtail capital expenditures in order to meet the entitlement-driven recurrent cost 
demands of public sector institutions. 

A related problem created by public sector inefficiencies, particularly overstaffing 
and overentitlement, is a structural rigidity that prevents easy movement of the work force 
between public and private sectors. On one hand, increased private business Investment on 
the Meseta Central, particularly in draw-back industries and other non-traditional export 
operations, is pushing the economy in the direction of full employment. On the other hand, 
overstaffed and overendowed public sector agencies lock in large numbers of public 
employees that could, in principle, be used more efficiently and productively in the private 
sector work force. 

Beginning in 1989, serious discussion began with the GOCR regarding the 
design and funding of labor mobility programs to move excess GOCR employees to the 
private sector. The 1989 PAAD described the tentative first steps in dialogue process with the 
GOCR, and how the Mission would pursue the design and implementation of labor mobility 
programs using local currency programming. The Mission recognized then and now the 
considerable issues of labor mobility. First, the programs are obviously politically very 
sensitive in Costa Rica. As well, there are complex design issues of pension benefits, 
severance pay, salary levels, and technical training to improve transferee skills and 
marketability. 
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The GOCR became interested in labor mobility in mid-1989, mainly through the 
Office of Control and Follow-Up (OCS) in the Ministry of the Presidency, and the Ministry of 
Agriculture. Immediate GOCR concern centered on three institutions --the National Railroad 
(INCOFER), the National Production Council (CNP), and the Ministry of Agriculture. The 
GOCR was concerned about the inefficient organizations' drain on the already weakened 
system of public finance as well as ties by the IBRD of future sector loans to GOCR progress 
in dealing with various agriculture and transport inefficiencies. The GOCR has completed a 
plan to remove, as a first stage, 500 INCOFER emplo, . es and move them to the private 
sector. Following extensive talks with the OCS, the equivalent of $1.0 million in ESR VIII 
HCOLC has been sectorally programmed to carry out the program, which should be 
completed by May, 1990. Somewhat ironically, the February elecf.3n results put at least a 
temporary hold on present GOCR plans to design and Implement the CNP and MAG Ibor 
mobility programs (ironic in the sense the present GOCR beca;ne convinced of the need of 
such programs only soon before being voted out of office). A further $5.0 million in HCOLC 
has however been programmed from ESR VIII for labor mobility and will be held in reserve 
until policy dialogue with the new administration allows further progress. The Mission remains 
optimistic that this initiative will bear more fruit in 1990. 

The Mission believes that labor mobility, despite the sensitivities, represents a 
vital opportunity for the GOCR that must and should be pursued. Given public sector 
efficiency as a very high Mission priority, we are prepared to mutyally program more HCOLC 
in 1990 for labor mobility program incentives, design and implementation. Such programs 
would be based on studies to identify priority needs and institutions, the design of replicable 
incentive packages, and an administrative structure to carry out the programs, preferably 
outside the GOCR. Mission preference for such a management organization would be 
FINTRA, the private sector group that has so successfully carried out the CODESA divestiture 
program, though this must be negotiated with the GOCR. The Mission is including a covenant 
in the ESR IX agreement which requires the GOCR to develop a labor mobility plan in 1990. 

Improved Administrative Efficiency 

Serious efforts at solving public sector inefficiency problems must particularly be 
directed at those inefficiencies that undercut Costa Rica's considerable progress in supporting 
sustained economic grpwth. For example, the Mission plans to continue supporting efforts to 
streamline export and import procedures. (ESF conditionality has urged successfully for the 
establishment of a one-stop window for exporters, for example.) 

In a related area, the GOCR budgeting process could improve enormously by 
shifting to budgeting by program rather the present system of incremental budgeting. The 
latter assumes that wages, transfers and debt service are fixed costs items, and then allows 
the same percentage increase per Ministry on the shrinking category of "good and services". 
This approach Introduces a major degree of inertia and Inflexibility Into the system, generating 
situations like those of agricultural extension workers "grounded" because there is no money 
to buy gasoline for the cars parked outside the offices. Obviously, for the new system to be 
effective, it has to be be complemented by: (1) more flexibility and discretionary power to 
executing agencies to shift allocations according to changing needs; (2) shifting from 
cumbersome and time consuming ex-ante to ex-post controls design to deter and detect mal 
performance; (3) measuring success predetermined and well defined objectives; and (4) 
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evaluating overall implementation of programs, with feedback to the budget preparation 
management. Procedures for contracting and paying expeditures should be streamlined. 
eliminating duplicate functions carried out the Ministry of Finance and the Controller's office. 
This area will be addressed in ESR IX conditionality. 

Further, public utility rates and the price of gasoline and diesel are established 
by the Servicio Nacional de Electricidad (SNE), and autonomous institutions. State-owned 
enterprises submit their request for prices changes to SNE, the SNE analyses the request, 
and then it desides whether or not will be approved. Often SOEs do not submit requests for 
tariff/price modifications because of political considerations. A clear example of this took place 
in 1989, an election year, when utility rates and the price of gasoline and diesel were not 
adjusted to reflect higher costs of inputs, and this was an important factor that contributed to 
the large fiscal deficit. There is a need to estblish a system that would adjust prices 
automatically when exogenous factors change, thus moving the tariff modification process 
outside the political arena. The establishment of such system is a subject of ESR IX 
conditionality. 

The Mission in 1989 explored another area of administrative efficiency at 
some length, i.e., the relationship between central and local government. It is ironic that Costa 
Rica, one of the world's most vibrant democracies, is also one of the most centralized. 
Theoretically, an optimum level of public sector efficiency is approached between a division of 
responsibilities between a central government and local authorities. Costa Rican authorities 
have recognized the basic incompatibility between a centralized authority and a strong 
democratic tradition, and have initiated the process to enact decentralization legislation. This 
constitutional reform did not advance through the Legislative Assembly in 1989 due to the 
subject's sensitivity in an election year. The reform movement is still very much alive and 
should be pursued by the Assembly and political parties in 1990. The reform, Ifapproved by 
the legislature, would represent the most far reaching step towards decentralization of 
responsibility and authority from the central government to municipal governments since the 
Constitution's adoption in 1949. This reform proposes to shift a portion of central government 
revenues to the 85 municipal governments over a ten year period, transfer responsibility for 
certain basic services from the central government to local municipal governments, create a 
uniforni civil service system for municipalities, and fund a municipal staff training and technical 
assistance program. 

In 1989, the Mission contracted for a comprehensive municipal development 
study. The study, recently completed, concludes that efficiencies gained in Costa Rica from 
centralizing services such as electricity, water and so forth have reached the point of 
diminishing returns and that decentralization of services, and central government authority in 
general, must begin to devolve to municipalities or regional organizations. There is a 
concensus within the GOCR that this Is the case, though there is considerable disagreement 
on how to do it. The Mission will carry forth the issue of effective decentralization with the new 
administration as part of its policy dialogue agenda. 

USAID will seek through policy dialogue and other opportunities to promote 
appropriate programs and policies to improve the provision of public services through 
administrative and fiscal decentralization as well as through the aforementioned means of 
privatization and labor mobility. For example, the Mission recently submitted a successful 
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proposal for the "private provision of social services" competition of the late former AID
 
Administrator. This proposal, now a DA project design effort, will involve development of
 
sanitary landfill and garbage services by the private sector -a function presently handled
 
exclusively and inadequately, by government authorities. Further, using either HCOLC or
 
funds under the PATS project, the Mission will be prepared to fund selected management
 
reorganization appraisals of public sector ministries and organizations to enhance their
 
effectiveness, in many cases through devolving or privatization of functions or other means. 
A 
present reorganization study has been requested by the Ministry of Agriculture which will 
involve, likely, a labor mobility program as well as development of a fees-for-services plan. 

Private Power Generation 

Private power generation is an area of emphasis that has emerged as a
 
significant issue in Costa Rica and one that has received important, though modest, Mission
 
support. Costa Rica now expects serious shortfalls in the production of domestic power
 
resources in the period 1990-1992. Though not a major thrust 2 sW of the Mission, AID has
 
financed a series of excellent studies and consultancies that clearly demonstrate the potential
 
of private Costa Rica power producers, particularly from bagasse-burning sugar mills and
 
small hydro, to produce about 120 MW of the shortfall, or about 15% of Costa Rica's total
 
demand, within the coming 2-3 years.
 

The GOCR, sugar industry officials and the national electrical authorities all
 
agree that the production of private power in small commercial excess quantities to the
 
national grid represents an idea with great promise for Costa Rica. In 1989, the major issues
 
to permit this production were legal, one to permit private power production in commercial 
quantities, and administrative, to determine an adequate price structure for the grid's purchase 
of the produced excess power. Both of these issues were actively pursued by the Minister of 
Natural Resources, with assistance from AID/W. The Mission helped orchestrate these 
issues' resolution by sending a GOCR, private sector, banking, etc. group to Hawaii and 
California to observe a private power generation from sugarcane, and see the pricing, 
administrative, and regulatory measures undertaken in the U.S. to facilitate private power
production. AID conditionality in ESR VIII for these two reforms was successfully complied 
with by mid-1989. 

Private power sales to the Costa Rican grid began at modest levels in 
September, 1989 (a first for Central America) and further investment in cogeneration
infrastructure continues. Significantly, the first large scale production of private power by a 
sugar mill and sale to the national grid is slated to begin in May, 1990. USAID will continue to 
support private power production in Costa Rica. An ESR IX covenant will require continued 
support for the legality of such production and sales by the private sector to head off what 
could possibly be intentions by a few members of the National Assembly to put power
production back in the exclusive hands of the public sector. Such a move is not considered 
likely and the covenant therefore is precautionary. 

Support for private power production serves to support a positive policy initiative 
in which AID has been Instrumental since inception, reinforces and protects Mission 
investment and export production goals, as well as balance of payments objectives (optional 
imported power is paid in precious foreign exchange). From the public sector efficiency 
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perspective, there is no reason to promote the expansion of a public utility company wher. 
private power producers are presently able to begin to make up the projected shortfall at the 
same or lower production costs than the utility options. 

D. Export and Investment Promotion 

USAID's primary strategic emphasis in Costa Rica has been and will continue to be to 
help lay the basis for sustained economic expansion by supporting export led growth. The 
rationale for this approach is well known--in a small, open economy such as Costa Rica, the 
country cannot efficiently produce all of the goods it needs for productive activity, and 
therefore imports goods paid for in foreign exchange. As foreign exchange has been in 
chronic short supply in Costa Rica, the country must increase its foreign exchange earnings if 
it hopes to achieve sustained long term growth. 

A continued shift in the country's structural underpinnings is necessary to permit 
increases in non-traditional agricultural and industrial exports outside the CACM both in 
absolute terms, and in relation to total exports and to a growing GDP. Promotional programs 
for increased foreign and domestic investment, as well as capital market assistance, 
increased productivity and marketing ability are also necessary ingredients in the 
establishment of sustainable growth in non-traditional exports. 

Though non-traditional exports increased by 17% in 1989, it is imperative for several 
reasons that export earnings, particularly from non-traditional products, continue to increase. 
First, massive infusions of donor assistance will not last forever, debt relief negotiations will 
have finite results, and savings from reduced imports will eventually have negative impacts on 
productivity and are probably about to be exhausted anyway. Further, non-traditional 
products represent the best potential for increased earnings since the traditionals--bananas. 
coffee and sugar--are already produced relatively efficiently and are constrained by market 
conditions and international quotas. 

Increased investment in non-traditional export products is resulting from a combination 
of factors, including continued economic stability. These factors also include improvements in 
trade policy, access tq.credit and the results achieved from dynamic export promotion efforts 
that will continue to have payoffs in the future. 

On the policy side, previous ESF, IBRD and IMF conditionalities have encouraged the 
GOCR to reduce protection of the manufacturing sector in favor of developing and expanding 
non-traditional exports. The AID-encouraged policy of minidevaluations and the unified 
exchange rate have had the effect of maintaining the profitability of exports though we 
estimate a present need to devalue a further 20/ by the end of 1990. In addition, over the 
long run tariff reduction should encourage risk adverse Costa Ricans to turn away from their 
protected environment and produce for export. The IBRD has taken the lead on this issue, 
and the Mission's role will be limited to supporting implementation of SAL IIin our policy 
dialogue efforts with the Bipartite Commission and private sector groups. 

USAID/Costa Rica has provided over $250 million of term credit for the productive,
Including exporting, private sector since 1982 in special dollar and local currency credit lines. 
Producers have access to this credit through the private banks which offer exporters a more 
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efficient and responsive alternative to state banks. IBRD and AID conditionality discussed inprevious sections should reinforce, protect and strengthen past gains of the private financialsector's vital role in promoting exports. 

Direct investment promotion activities in Costa Rica are being carried out by the CostaRican Coalition for Development Initiatives (CINDE), a private, non-profit association foundedin 1983 by a group of prominent Costa Rican businessmen and professionals with financialsupport from ESF local currency resources. CINDE's investment promotion program for theindustrial sector (PIE) is implementing an intensive plan to identify investors and sell them onthe advantages of Costa Rica as a place for doing business. Currently fu',ded at about $4million per year CINDE/PIE has attracted over $300 million in non-traditicnal exportinvestments during the period 1986 through 1989. This has resulted in the creation of about30,000 direct new jobs for the investment period. 

CINDE is also addressing foreign and domestic investment in the agricultural sector inmuch the same way as the industrial sector. Overseas offices have targeted new investmentand job generations with concommitant targets of shifting domestic agricultural investment intonon-traditional crops. An office has opened in Miami and is acting to coordinate the marketingof non-traditional products in the United States and as a conduit for investment. 

CINDE's extraordinarily successful export and investment promotion programs havedepended on annual infusions of ESF-related local currency funding. Given the decline inCosta Rica's ESF levels, this pattern is not sustainable in the future. A major focus of thepolicy dialogue with the GOCR this year has been the design and negotiation of a sustainablefunding mechanism to allow continuation of these programs while protecting their technical
independence in operations and staffing. 

Agreement was reached on the establishment of an Export Fund which will house an
endowment whose annual income will support continuation of export and investment
promotion programs. At last November's Consultative Group meeting in Paris, the GOCR
proposed the Fund and solicited participation by other donors.
 

- The BCCR has already committed itself to annual contributions of C298 million(currently about $3.5 million) for twenty years, drawn from its spread on an export-orientedcredit line funded under ESR VII. In February, AID/W approved a design document whichdetailed the Mission's proposed participation in the Fund. HCOLC equivalent to $27.15 millionprovided under ESR Viii will be allocated to the Fund. It is presently expected that the bulk ofthe local currency connected with the 1991 ESF program will also be programmed for theFund. Although it is too soon to predict the level of participation by other donors, the GOCRhas already received favorable indications from the Taiwanese. 

A brief summary of the Fund and its rationale is attached as Annex H. For furtherdetails, the reader is encouraged to consult the February design document which is available
in LAC/DR. 

-59



E. Soecial Concern-Exprogriations 

Beginning with the negotiations of the ESR VIII program and continuing to the present. 
USAID as part of the Country Team, has continued to express its concern to the GOCR 
regarding some nine expropriation cases involving U.S. citizens in Costa Rica. As a side letter 
to the ESR VIII Agreement, the GOCR agreed that it would make its best legal efforts to 
resolve the expropriation cases (mostly involving land holdings expropriated for inclusion into 
Costa Rican parks and protected areas) expeditiously as well as report quarterly on progress 
achieved. As of April, 1990, one of the cases (Bandelin) was completely solved with the 
claimant receiving nearly full compensation. Two more cases have been successfully
negotiated. As a response to this less than ideal progress, as well as our concern regarding 
the fiscal situation, USAID has not (as of April, 1990) disbursed the third and final tranche of 
ESR VIII ($20 million). 

GOCR authorities indicate that they are pursuing resolution of the cases to the extent 
permitted by Costa Rican law. While there has been some progress, and a recent flurry of 
activity by the GOCR provides some temporary ground for optimism, it is clear that much more 
remains to be done. (See status report contained as Annex D). 

The Mission has continued to push the Arias administration to solve the cases but 
given their little time left in office, sees it highly unlikely that further progress will be made by 
them. We have briefed the incoming Calderon administration about the problem and the 
depth of our concern. Given this, the Mission proposes to continue to hold a portion of the 
final tranche of ESR VIII until we judge that the GOCR has made adequate progress in 
resolving the remaining cases. Given the USG interest in proceeding with the debt buy-back 
to be supported with the first tranche of ESR IX,we propose that ESR IX should not be 
conditioned perje on resolution of the expropiation cases. As detailed in Section VI.A, we 
proposed that the first ESR IXtranche of $33 million be disbursed without conditions for the 
debt buy-back. We propose further that $10 million of the remaining $20 million of ESR VIII 
be disbursed as a second tranche once the GOCR presents an acceptable economic plan for 
1990. The GOCR would also provide with the economic plan a side letter that obligates the 
new Calderon administration to apply its best legal efforts to solve the remaining cases. In 
return for satisfactory progress, the final $10 million under ESR VIII would be disbursed, likely 
as the final tranche. Such an approach will permit the new Calderon team a fair chance to 
deal with the problem, while not obviating the unique debt buy-back opportunity for which the 
first ESR IX tranche will be dedicated. The third disbursement of $27 million from ESR IX will 
be disbursed upon satisfactory GOCR performance under the economic plan and 
conditionality. Otherwise, USAID will continue its strong support of country team efforts to 
resolve the remaining cases during 1990. 
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Vill. CONDITIONS AND COVENANTS 

General 

ESR IX conditionality will support the priorities and accompanying policy dialogue 
issues discussed in Section VII above. Conditionality on financial/macroeconomic concerns. 
public sector efficiency and investment and export promotion will help assure that the policy 
objectives of the balance of payments program are achieved. 

The ESR IX Agreement will be signed by AID and the GOCR following PAAD 
authorization, likely in May. Discussions on the 1990 ESF program have been underway with 
members of the present GOCR and newly elected economic team on the debt buy-back and 
on related policy dialogue topics. Discussions intensified in April, allowing the Mission to 
assess very positively the prospect of concluding ESR IX negotiations very soon after PAAD 
review and authorization though some modification in final conditionality language is 
inevitable. 

As explained in Section VILE. above, the Mission has yet to disburse the final $20 
million tranche of ESR VIII due to unsatisfactory progress in resolving a defined set of nine 
outstanding expropriation cases involving U.S. citizens. Further, events of late April, 1990 
indicate that the first ESR IX tranche of $33 million will need to be disbursed for the debt buy
back very quickly perhaps no later than May 7. The USG needs to be positioned to support 
this multi-donor effort. Furthermore, in order to encourage the new GOCR administration to 
adopt a sound economic program, the Mission proposes that $10 million of the remaining $20 
million of ESR VIII be-disbursed to the new GOCR upon delivery of the required acceptable 
economic plan for 1990. (The final ESR VIII $10 million will be held until satisfactory progress 
is made by the GOCR on the expropriation cases described in the previous section.) 

The GOCR's economic plan will include quarterly limits for the following: (1) 
Central government expenditures; (2) cumulative financial balances of the CCSS, RECOPE, 
ICE, CNP, and JPS; (3) net domestic assets of the Central Bank; (4) changes in banking 
system credit to the non-financial public sector; (5) the net international reserve position of the 
Central Bank; and (6) irrears on external payments. 

The remaining $27 million of ESR IX would be disbursed as a third tranche, 
likely by the end of the third calendar quarter of 1990, following a Mission evaluation of 
satisfactory GOCR performance under the plan and ESR IX conditionality. 

This scenario would somewhat resweeten the pot with the Calderon 
administration, would help restore some leverage lost ifthe buy-back were completely 
separated from the economic program, and would allow substantial support for 
implementation of a sound economic program to the tune of the remaining $27 million. It also 
retains an appropriate incentive ($10 million) for addressing outstanding investment disputes. 
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1 

Indicative conditionality to be negotiated with the GOCR isas follows: 

Macroeconomic/Financial 

To maintain outstanding balances of subsidized credit during calendar year
1990 no higher than 1988 levels, or 7.7 billion colones; and which do not 
exceed that level by more than 5%on a purely seasonal basis during the 
course of 1990; and to report to AID within three months of the end of each 
calendar quarter, information sufficient to demonstrate compliance with this 
condition. Subsidized credit isdefined as credit extended by domestic 
financial institutions from all domestic and external sources at interest rates 
lower than the six-month deposit rates, including credit at subsidized rates 
when subsidies granted by the government or other organizations raise the 
return to banks to a level equal to the six-month deposit rate. 

2. 	 To provide to AID from the beginning of this Agreement until the end of 
calendar 1991, copies of all reports to the International Monetary Fund as 
required under present or future agreements with the Fund and other 
information that AID considers relevant to assessment of the economic 
program; to provide these reports to AID at the same time they are provided 
to the IMF; and in the event that at any time during such period no 
agreement with the Fund is in effect, to provide to AID reports whose timing
and content shall be substantially similar to those provided to the Fund. 

3. 	 In order to reduce the inequality of treatment between public and private 
banks, introduce legislation to permit private bank access to domestic funds 
rediscounted through the Central Bank, and to allow private bank issuance 
of certificates of deposit of short maturity. 

Public Sector Efficiency 

4. 	 To plan and develop a program for public sector labor mobility by December 
31, 1990 that includes detailed institutional, operational and financial 
feasibility targets. Institutions for inclusion in the labor mobility program may 
include but not be limited to CNP, INCOFER, CODESA, and MOPT. 

5. 	 To affirm its commitment to maintain public sector employment levels at 
levels below or no higher than that of December 31, 1989 through calendar 
year 1990 and to provide quarterly reports to AID through March of 1991 
regarding the numbers of public sector employees, numbers of vacant 
positions and salaries paid, that demonstrates compliance with this goal. 

6. 	 To continue implementation of the modernization of the National Customs 
Service to improve services to exporters and importers, and to improve 
collections for the National Treasury. 
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7. 	 To undertake a study for the development of a new national budgeting 
process and submit a draft budget reform law to the National Assembly by
December 31, 1990 which, among other things, makes the budget process 
more responsive to performance and other budgetary goals. 

8. 	 To develop and implement a system for the automatic adjustment of public
utility and fuel prices on the basis of objective criteria (international prices, 
etc.). 

9. 	 Guided by actuarial studies being prepared under the auspices of the 
Ministry of Finance and reform efforts advanced by the CCSS and the 
GOCR Technical Pension Commission, to propose a calendar and exert its 
best efforts for the implemention of a pension reform program which will 
result in a unified, more efficient and economically feasible public sector 
pension system. 

10. 	 To submit legislation for the adoption of the complimentary private savings
system recomended by the GOCR Technical Pension Commission, and
presented to the GOCR Pension Commission in February, 1990, to the 
National Assembly no later than July 1, 1990. 

11. 	 To continue support for the private production of co-generated electricity in 
commercial quantities and it: sale to the national electrical grid. 

12. 	 To present to AID a schedule for financial and compliance audits of AID
related projects on a quarterly basis, and to complete such audits, as 
agreed to separately by the USAID Controller and appropriate GOCR 
representatives. 

13. 	 To design and implement no later than December 31, 1990 a system to 
measure the efficiency of public sector enterprises with particular emphasis 
on investment versus current expenditure levels and the adequate provision 
of services. 

14. 	 To limit CODESA's activities such that it will be permitted neither to access 
Central Bank investment credit nor to guarantee new investments; 

To exert its best efforts to maximize the sale of the shares of FERTICA, 
CEMPASA and STABAPARI by December 31, 1990. 

To continue supporting the planning and implementation of privatization
activities of GOCR-owned enterprises including complete or partial
divestitures, liquidations, and contracting for services to the private sector. 

15. 	 To continue to reduce the role of the CNP in the commercialization of basic 
grains, and to eliminate import licensing and all other non-tariff restrictions 
on imports of beans, corn, and rice. 
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P~ort 	Promotion 

I !. 	 To continue the process of reduction of tariff ceilings and raising of the tariff 
floor to reduce effective protection. 

'17. 	To continue support for the creation and operation of the "Export Fund" in 
reorganization of Costa Rica's export and investment promotion operations, 
and exert its bests efforts to assure permanent resources for this Fund. 
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11.6 

19.34 
I115 

17.36 

27."5 
INCE 
18.5 

Nontraditional Exporu (V-lue) 334.. 326.4 374.1 319.9 396.2 473.448 579.52 703 803 

-4o Central Amencan C.M 
-4o Panama 
-w Rest of the World 
- (To tin U.S.) 

167.2 

167.1 

I" -
33!t 
94 

19i 
3.3 

144.8 

143.5 
28.9 

147.5 

I0.5 
43 

232.1 
145 

109.4 
47.6 

316.4 
197.9 

129.87 
34.9 

414.75 
250.3 

148.5 
40.3 

514.2 
339.2 

no 
80. 

no 
no 

TOTAL COMMODrTYDEXPORTS FOB 
Adjumein Nuwlea 
TOTAL ADJ COMMODITY E . ORTS. F( 

8690 

8690 

85:.5 

85-.5 

971.4 

971.4 

910.9 

910.9 

1035.6 

1085.6 

11141 
.7.1 

1107.0 

1134.1 
00 

1184.1 

13239 
11.7 

1335.6 

13962 

196.: 

Dnialk Value Added 
(included inother servccs 

na no 26.1 35 34.8 44.2 60.3 80 so 

Total Comfmodit 
Plus Drs'back 

Exports 
86E0 852.5 997.5 945.9 11204 1158.3 1244.6 140? 0 14.: 

a- Adjusted b) the Cental Bank for volume. 
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Composition of Intemvtiona Reserves of the Central Bank of Costa Rica 
as of december 31 of each year. (, i of US$) 

............... 
Date of Estimate 
Source 

1986 1987 1988 1989 

1.NET OFFICIAL RESERVES 

Assets 

--Freely Disposable 
---- Gold 
----Bank Deposits 
---- Foreign Exchange 
"-+-Securities 
----Special Drawing Rights 
----Other 

--Other Assets 
----Time Deposits

in CA Central Banks 
----CA Clearing Arrang. 
----Contrib to CA Stab. Fund 
----Other 

35.7 

558.6 

134.6 
26.4 
11.9 
1.8 

92.3 
2.2 
i.e. 

424 

365.4 
31.1 
22.5 

5 

-41 

503.2 

113.9 
23.8 
86.7 

i.e. 
i.e. 
3.4 
i.e. 

389.3 

344.2 
17 

23.8 
4.3 

64.3 

635.4 

254.1 
8 

243.1 
i.e. 
i.e. 

3 
i.e. 

381.3 

350.1 
4 

25.1 
2.1 

80.8 

678.2 

317.6 
3.1 

31.4 
2.7 

228.8 
2 

49.6 

360.6 

311.3 
0 

25.1 
24.2 

Liabilities 
--Net Position with IMF 
--Revolver Credit Facility 
--Other Short Term Credit 
----Drawing on CA Stab. Fund 
---- Banco de Mexico (& clearing) 
.... Other 

Adjustment of Short Term 
---Liabiities (By IMF) 

-522.9 
-172.4 
-276.8 

-73.7 
-33.7 

0 
-0.8 

-39.2 

0 

-484.8 
-132.3 
-276.4 

-76.1 
n.a. 
n.a. 
n.a. 

-59.4 

-417.9 
-71.3 

-272.5 
-74.1 

n.a. 
n.a. 
n.a. 

-153.2 

-361.5 
-35.4 

-255.8 
-70.3 

-235.9 

II.PAYMENT ARREARS (BCCR)
(IMF definition (1)) 

-180.2 -560.5 -894.4 
-131.2 

-1293.4 
-68 

--Over 15 working days (imports) 
--Other (BCCR) 
--Other (IMF (1)) 

[U. TOTAL (BCCR)
(IMP (1)) 

-0.3 
-179.9 

-144.5 

-5.2 
-555.3 

-601.5 

-0.2 
-894.2 

-131 

-830.1 
-66.9 

0 
-1293.4 

-68 

-1212.6 
12.8 

Note: I.E. signifies included elsewhere. 

(1) The IMF excluded arrears that were expected to be rescheduled. 

" IF 
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Tab e 8 
Composition of External Arrears 

by Category of External Creditor at Dec 30. 1989 

Principal Interest Total 

To Commercial Banks 873.9 293.8 1167.7 

--Medium and Long Term 

To Foreign Governments 65.5 36.3 101.8 

To Multilateral Institutions 18.6 4.2 22.8 

Bonds 
CDs of the Presa 
Suppliers Credits 

0.3 
..... 

1.3 

0 

0.5 

0.3 

1.8 

Subtotal 959.6 334.8 1294.4 

Arrears of Over 15 Working Days 
To Importers 0.3 

TOT.AL 1294.7 
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Public Sector Externa Debt (On a Disbursed Basis)
 

------ 1985 and September 30, 1987, 1988 and 1989
at December 31. 
of USS 

----------.-..- 12-31-85 09-30-87 12-31-88 09-30-89 

Date of Estunate 
Source 

Mui ------

BY LENDING INSTITLI1ON 

Commercial Banks 1601.3 1368.4 1470.3 1472.2 

Multilateral Institutions 1035.9 1366.7 1291.7 1148.2 

748.4 943.4 991.6 1050.4Bilateral Institutions 
--Paris Club 358.2 3644 429.6 

585.2 627.2 620.8--Other 

Bonds and Float. Rate Notes 73.9 69.5 67.6 61.4 

0Presa CDs 184 148.6 0 

Suppliers Credits 50 27 12.7 14.6 

TOTAL 3693.5 3923.6 3833.9 3746.8 



ANNEX B 

INITIAL ENVIRONMENTAL EXAMINATION 

Project location: Costa Rica 
Project Title: Economic Stabilization and Recovery IX 
Project Number: 515-0246 
Funding: $60,000,000 
Life of Project: One year (FY 1990)
 
Project Description: The project consists of a cash transfer to support a
 

economic stabilization and recovery in Costa Rica 
during CY 1990. 
The USAID/Costa Rica FY 90 PAAD provides for cash 
transfers to the Costa Rican Central Bank for balance 
of payments support and for application to a debt 
buy-back program. A portion of the foreign exchange 
equivalent provided under the cash transfer is used by 
the Central Bank to finance imports for use by Costa 
Rica's private sector in raw materials, capital goods 
and other productive inputs. The remaining portion will 
be applied to the GOCR's debt reduction program. 
Pesticides will not be procured with these funds 
without first doing an Environment Assessment and 
having it approved by AID/W. Also, an amount of local 
currency equivalent to the cash transfer will be 
deposited by the Central Bank to finance economic 
development activities acceptable to AID and the 
Government of Costa Rica. The PAAD does not 
authorize A.I.D. funds for identifiable projects, rather 
providing appropriated funds for an economic 
stabilization and recovery program. 

Action: Handbook 3, Chapter 2, Appendix 2D, Section 216.2 
(c)(2)(vi) states that "contributions to international, 
regional or National Organizations by the United 
States which are not for the purpose of carrying out a 
specifically identifiable project or projects", are not 
subject to A.I.D.'s environmental procedures. 

Based on A.I.D. regulations in Handbook 3, Chapter 2, 
the A.I.D. Mission to Costa Rica recommends that no 
further environmental study be undertaken for this 
PAAD and that a "Categoncal Exclusion" be approved. 

lEE Prepared by: "b ,geHeriberto Ro riguez 

General Engineer C)/USA)D/Cost~a, 

______ e____Concurrence: 
Carl H. Leonard 
Mission Director 
USAID/Costa Rica 

Date: March, 1990 
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THE ESF SEPARATE ACCOUNT 

In conformance with a requirement in the 1987 Continuing Resolution, the GOCR 
was initially required to open a separate account for dollar disbursements to be 
deposited under the ESF program. The Mission has continued to impose this 
requirement on the GOCR. In carrying out the directives for the separate account, 
USAID has as its objectives that: 

(1) ESF dollars not be commingled with other GOCR/BCCR funds; (2) ESF dollars 
be used for direct payment to an IMF account for purposes of buying back GOCR 
debt and related interest; (3) ESF dollars be used to reimburse the GOCR for 
discretely identifiable eligible imports from the United States, already financed with 
GOCR resources; (4) the cash transfer nature of the ESF program not be altered: 
and (5) the mechanism be flexible enough to permit changes based on experience 
and developments which may affect its e iciency. 

In collaboration with the Central Bank, USAID/Costa Rica developed the following 
procedures for disbursement to the Separate Account: 

In accordance with Economic Stabilization and Recovery (ESR) agreements signed
with the GOCR, dollars are disbursed, in the form of a cash transfer, through an 
Electronic Funds Transfer (EFT) effected by the U.S. Treasury to a separate 
account established for this purpose in the Federal Reserve Bank (FRB), which has 
provided assurances that the sub-account established to receive these funds will 
preclude commingling of ESF dollar funds with other resources. Any interest earned 
ythe fund will be credited to and deposited in the separate sub-account. 

The BCCR will submit confirmation that the separate sub-account has been 
established and the Mission will certify that this account is a separate 
non-commingled sub-account, established solely to receive ESF dollar funds. 

The separate account is monitored closely by the Mission. The BCCR is instructed 
to request the depository bank to advise AID of any movement in the account, 
including interest earned via telex, fax or letter as the circumstances may dictate. 
Cable traffic between the depository bank and the BCCR is also provided to AID. 

/0 



In addition, copies of the bank statements from the depositor/ bank fer the separateaccount are Obtained, directly from the depository bank, at least once AMonth, as long as the ESR agreement is not fully disbursed or ther, are funds remaining in the account.After each cash transfer has been fully released from the separate account, a copy of a 
statement for the separate account Isrequested from the depository bank. The statementfollowing reease of the last cash transfer should clearly show. that there are no remainingfunds in toe account 

The agreement requires the dollars to be used (1) In support of the Brady Plan, bydepositing funds in an IMF account which will Inturn be used to repurcha Gaccourdance with the GOCR's debt repurchase offer of March 7,1990 Included in The 
POC
debtintIMF , (2) to reimburse the Costa Ricanpra sector for essentia Imports. 

inethe case of the debt buy-back, the BCCR would Instruct the FRB to transfer the funds toa contrIbution account' frmedlately after funds are deposited In theThe account Is an account which would be open-, 
separate account.fcontributlonInternational Monetary Fund (IMF) In the name of therepurchase would 

at the FAB, Into whichdoatons to fund the debtbe deposited. Thisaccorded IMF funds. account enjoys the priviloges and immunitiesBefore disbursing the funds to the separate account, AID willrequest that the BCCR obtain evidence from the IMF that the contribution account* hasbeen opened and copy of the !nstructions given by the BCCR to the IMF with relation tothe debt repurchase.fund, assur, In accordance with SCOR 
The IMF will fuyy account for the transactions of the contributioninstructions,aicordare wi that funds are only used inthe GOCR's debt repurchase offer of March 7, 1990. 

AID funds will be commingled with the funds of other donorstransferred to the contrbutil asend-use for these funds, Lne. 
soon as they arefund account at the FdBshowever this Is considered thecontributig to the GOOR's debt repurchase effort.funds In the contribution account will used All r(thebe In accordanceareement. with the reprchaseAs Instructed by the 80CR, the IMF will transfer money to closing agentsw 
 ng on the Instru-tius of the BCOR, will execute the final repurchase transactions.
 

The Mission will also require the BCCR to request the IMF to provide 'redftUSAID Controfler a written confirmation that a given amount of funds, lm':fdng AI 
to the 

were funds,fully disbursed from the contribution account In support of the 00R's debtrepurchase effort.. 
In the case of reimburment to the G0CR for essential Imports, the following shall beconsidered ellbl Imports: raw materials, Intermediate goods, spas pars, and capitalgoods from t UntedStSateo. The followving list of inelliible items cannot be Importedwih financing from ESF dr4lar funds. 
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PL-480 commodities (wheat and corn) 
Fine Furs 
Explosives and ammunition 
Passenger cars 
Fire arms/Military equipment
Police equipment
Weather modification equipment
Alcoholic beverages
Jewelry 
Surveillance equipment
Pesticides 
Gold, silver, and Coins/stamps
Abortion equipment
Non-durable consumer goods 

The Central Bank (BCCR) approves the payment of foreign exchange from existing
reserves ior imports into Costa Rica. Reimbursement for eligible import transactions 
financed with the GOCR's foreign exchange reserves will be made from the separate 
account. 

The computerized system for approval of imports by the BCCR uses the NAUCA IIcode 
system to produce, for a date range, two listings: a NAUCA IIlisting for eligible products
and a second NAUCA II listing for ineligible products. Before each disbursement, both 
listings are received and reviewed by the Mission in accordance with the acceptance 
criteria for eligible import transactions previously approved by USAID. The listingss are
also periodically updated by the Mission and the BCCR, according to modifications of the
"Central American Tariff of Imports" made by Costa Rican law. The Mission has reviewed
and determined that the BCCR's system for approving foreign exchange and maintaining
documentation supporting the listing provided is reliable and isexpected to continue to be
reliable assuming compliance with established procedures. The BCCR will retain 
supporting documentation for a period of three years and it will be available to AID, or its 
representative, for the purpose of periodic audits. 

In order to obtain reimbursement for the payment from existing GOCR foreign reserves for 
eligible imports into Costa Rica, the BCCR presents the Mission with the private sector
import transaction listing from the United States, which is generated by the NAUCA II 
listings, totalling at least 110% of the dollar funds for which disbursement (release) is 
being requested from the separate account. 

Upon receipt of the import transaction listing from the BCCR, the Mission will satisfy itself 
that the listing contains eligible transactions equal to the proposed ESF dollar
disbursement, plus estimated interest earned on funds deposited in the separate account 
for which we can reimburse the GOCR. For the ESR IXprogram, only transactions taking
place after the last review of documentation on file at the BCCR for the ESR VIII program
will be eligible for financing. 



ANNEX C 
Page 4 of 4 

The review of the import transactions submitted by the BCCR is performed, on behalf of 
the Mission, by a recognized Public Accounting (CPA) firm in accordance with the criteria 
set forth in the ESR agreement. In general the CPA firm will be asked to review only 
transactions above $15,000 in an effort to try to minimize the number of transactions 
which must be reviewed. Only if the amount arrived at is not enough to cover the planned 
release will transactions under $15,000 be reviewed. The Misssion has obtained 
successful results in the past using this system and does not anticipate any difficulty 
utilizing it in the future. 

Specifically, the CPA firm will be asked to review the following in order to determine a 
particular import transaction's eligibility: 

1) That the NAUCA code is part of the Mission's approved list. 

2) Product origin is the United States. 

3) The BCCR's file has the application and approval of foreign exchange. 

4) The BCCR's file has copy of the supplier's invoice. 

5) The BCCR's file has the Bill of Lading. 

6) The BCCR's file has the customs' 
commodity's entry into the country. 

declaration ("poliza") indicating the 

7) Evidence of payment by the BCCR. It should be noted that the Mission allows 
TCIP guaranteed transactions so long as the GOCR has paid off the line of 
credit at the commercial bank and eliminated the contingent liability of double 
financing. 

The public accounting firm which reviews the supporting documentation also provides 
recommmendations on improving BCCR internal controls. The Mission encourages the 
BCCR to implement these recommendations. Moreover, the implementation of these 
recommendations is verified in subsequent reviews. 

After Mission confirmation of import transactions eligible for reimbursement under the 
agreement, the Mission authorizes release of Dollars from the Separate Account to the 
GOCR general accounts as reimbursement for imports by the Costa Rican private sector. 
Prior to the release, the BCCR must indicate in what banks and in which accounts it wants 
to deposit the funds. The BCCR must have previously submitted a certification by the 
"Bank Auditor General" of Costa Rica, or other competent entity, that these accounts are 
recognized by and legitimate GOCR accounts. Finally, he Mission requests that the 
BCCR instruct the banking institution(s) to which the funds are to be released, to directly 
advise AID of the account number, date and amount of the deposit(s). 



SUMY PY OF OUTSTANDING LANt, DISPUTES
 

A.-il 10, 1990
 

1. BANANITO TREE FARMS (GLEN BANDELIN) 

PROPERTY IN QUESTION: 13,360 HECTARES OF FOREST LAND
 

VALUE: SETTLEMENT BETWEEN BANDELIN AND THE GOVERNrENT OF COSTA 
RICA FOR 120 MILLION COLONES. THE FIRST INSTALLME.'NT OF 30-YEAR
 
BONDS WORTH 46 MILLION COLONES WAS PAID BY THE GOVERVNMENT; THE
 
REMAINDER WAS PAID BY THE NATIONAL PARKS FOUNDATION. 

CIRCUMSTANCES: LAND WAS INCLUDED IN THE TALAMANCA INDIAN 
RESERVE AND THE PARQUE INTERNACIONAL DE LA AMISTAD.
 

CURRENT STATUS: MR. BANDELIN IS OWED APPROXIMATELY 8.1 MILLION
 
COLONES TO COMPENSATE FOR THE DISCOUNT LOSS HE SUFFERED WHEN HE
 
SOLD THE BONDS THAT COMPRISED THE FIRST PAYMENT. HE HAS NOT 
REQUESTED FURTHER EMBASSY ASSISTANCE.
 

2. COMPANIA MADERERA DEL ATLANTICO (TOM FYOCK) 

PROPERTY IN QUESTION: 8000 HECTARES OF FOREST LAND
 

VALUE: ORAL AGREEMENT BETWEEN FYOCK AND THE GOVERNMENT OF COSTA
 
RICA FOR 10,600 COLONES PER HECTARE HAS BEEN PENDING SINCE
 
MARCH 1989.
 

CIRCUMSTANCES: LAND WAS 
INCLUDED IN THE TALAMANCA INDIAN 
RESERVE AND THE SIBUJU NORTE INDIAN RESERVE 

LEGAL HISTORY: COURT CASE NO. 
830-86 IN JUZGADO 4 CONTENCIOSO
 
ADMINISTRATIVO Y CIVIL DE HACIENDA
 

CURRENT STATUS: A WRITTEN SETTLEMENT WAS SIGNED BY THE
 
NATIONAL PARKS FOUNDATION ON MARCH 22, 1990, WITH A
 
COMMITMENT TO PAY WITHIN 3 MONTHS OF DATE.
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3. TITISA, S.A. (BO STONE) 

PROPERTY IN QUESTION: 500 HECTARES OF BEACHFRONT PROPERTY ON 
THE BURICA PENINSULA, INCLUDING SIX KILOMETERS OF ROADS AND A 
PARTIALLY COMPLETED AIRPORT. TTISA HAD OPERATING PERMITS FOP
 
A HOTEL COMPLEX, AND HAD PAID FOR AN ARCHITECTURAL DESIGN AND A 
FEASIBILITY STUDY. 

VALUE: THE COSTA RICAN GOVERNMENT'S LAST OFFER (3/15/90) WAS 16

MILLION COLONES. MR. STONE HAD REQUESTED APPROXIMATELY 1 
MILLION DOLLARS TO COVER HIS ACTUAL COSTS, BUT IS WILLING TO 
SETTLE FOR APPROXIMATELY 34 MILLION COLONES. 

CIRCUMSTANCES: LAND WAS INCLUDED IN THE GUAYMI CONTE BURICA 
INDIAN RESERVE. 

LEGAL HISTORY: MR. STONE HAS NOT BROUGHT THE CASE 
TO COURT
 
BECAUSE OF THE 20 PERCENT 
BOND THAT COSTA RICAN LAW REQUIRES

FOR THESE KINDS OF CASES. HE HAS DISCUSSED AND NEGOTIATED FOR 
A SETTLEMENT WITH FOUR DIFFERENT ADMINISTRATIONS. IN 1989, THE
 
COMMISSION ON EXPROPRIATIONS ASKED THE ATTORNEY GENERAL FOR AN 
OPINION ON THE KINDS OF COSTS THAT WOULD BE REIMBURSEABLE; AN 
OPINION WAS NEVER RENDERED. 

CURRENT STATUS: MR. STONE 
LAST MET WITH THE COSTA RICAN

GOVERNMENT ON MARCH 15 (AFTER A LAPSE 
OF ALMOST NINE
 
MONTHS). HE WAS 
OFFERED 16 MILLION COLONES AND COUNTEROFFER E
 
34 MILLIO% COLONES. HIS 
ATTORNEY IS NOW IN DISCUSSIONS WITH
 
THE NATIONL PARKS FOUNDATION.
 

4. TORO ROJO (REPRESENTED BY RICHARD BELL) 

PROPERTY IN QUESTION: RANCH COMPRISING 6,400 HECTARES OF LAND
 
(FOREST LAND, FARMLAND AND PASTURELAND), BUILDINGS AND ROADS, 
SOUTH OF DOMINICAL, PUNTARENAS.
 

VALUE: MR. BELL'S LAST REQUEST TO THE GOVERNMENT WAS 85 MILLION
 
COLONES. 

CIRCUMSTANCES: LAND WAS 
INCLUDED IN PARQUE INTERNACIONAL DE LA
 
AMZ STA D. 

LEGAL HISTORY: THE CASE WAS INITIALLY IN JUZGADO 2 CONTENCIOSO
 
ADMINISTRATIVO CIVIL DE HACIENDA, N. 517-85. ON JULY 21, 1989,
 
THE FILE WAS TRANSFERED TO THE TRIBUNAL CONTENCIOSO
 
ADMINISTRATIVE (EXP. 1255-89).
 

CURRENT STATUS: MR. BELL LAST MET WITH THE STAFF OF THE
 
COMMITTEE ON EXPROPRIATIONS IN EARLY MARCH 1990. THE
 
GOVERNMENT ASKED FOR ADDITIONAL INFORMATION AND A BETTER OFFER. 
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5. COMPANIA ADMINISTRADORA COMERCIAL (WILLIAM BAILEY) 

PROPERTY IN QUESTION: 3,740 HECTARES OF 	FOREST LAND
 

VALUE: THE LATEST OFFER BY THE GOVERNMENT OF COSTA RICA WAS 58
 

MILLION COLONES. MR. BAILEY HAD THE LAND ASSESSED AT ONE TIME
 

FOR 200 MILLION COLONES. HE HAS INDICATED HE WOULD ACCEPT THE 
GOVERNMENT'S OFFER FOR THE LAND, IF THE GOVERNPENT WOULD ALSO 
PAY HIM FOR THE VALUE OF THE TIMBER ON THE LAND. HE IS WILLING
 
TO HAVE THIS LATTER AMOUNT DETERMINED BY LOCAL ARBITRATION.
 

CIRCUMSTANCES: LAND WAS INCLUDED IN THE 	TALAMANCA INDIAN
 
RESERVE.
 

CURRENT STATUS: MR. BAILEY LAST MET WITH THE GOVERNMENT IN
 
JANUARY 1990; NO PROGRESS WAS MADE. HE HAS A COURT CASE
 

PENDING IN JUZGADO 2 CONTENCIOSO A'DMINISTRATI'VEO Y CIVIL DE 
HACIENDA (EXPEDIENTE NO. 826-86), BUT HAS BEEN NOTIFIED THAT 
THE MORTGAGE HE PUT UP FOR THE FIANZA IN 1986 HAS BEEN
 

REJECTED. BAILEY ALSO CHALLENGED COSTA 	 RICA'S GSP ELIGIBILITY 
IN THE UNITED STATES, BUT THE CHALLENGE 	WAS REJECTED BY THE
 

GSP COMMITTEE (DECISION STILL TO BE ANNOUNCED PUBLICLY).
 

6. COMPANIA DE 	 ELENA, (JOSEPH HAMILTON)
DESARROLLO SANTA S.A. 


PROPERTY IN QUESTION: 15,000 HECTARES AND 18 KILOMETERS OF
 

BEACH FRONTAGE. 

VALUE: APPRAISAL IN 1978 OF 2.9 MILLION 	 DOLLArS. THE 
AT THAT TIME. IN 77EGOVERNMENT OFFERRED 1.9 MILLION DOLLARS 

JANUARY 1990, THE MINISTRY OF NATURAL RESOURCI!S OFFERED 9001-00 
DOLLARS.
 

SANTA ROSA NATIONAL
CIRCUMSTANCES: LAND WAS INCLUDED IN THE 


PARK.
 

5,LEGAL HISTORY: AN EXPROPRIATION DECREE WAS SIGNED ON MAY 

1978 BY PRESIDENT ODUBER. 

CURRENT STATUS: MR. HAMILTON IS CONTINUING NEGOTIATIONS WITH
 

THE MINISTRY OF NATURAL RESOURCES.
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7. FINCA EL COCAL 0 LIVINGSTON (JAMES GOULET)
 

PROPERTY IN QUESTION: 232.5 HECTARES OF FARMLAND (COCONUT AND
 
CACAO) NEAR SIQUIRRES, LIMON. THE PROPERTY HAD AT LEAST THREE
 
HOUSES AT THE TIME IT 
WAS TAKEN OVER BY SQUATTERS; THEY HAVE
 
SINCE BEEN DESTROYED.
 

VALUE: UNCLEAR.
 

CIRCUMSTANCES: LAND WAS 
INVADED BY SQUATTE-4S.
 

LEGAL HISTORY: BECAUSE ITCO HAD DETERMINED THAT THE INVADERS 
DID NOT QUALIFY AS SQUATTERS, THE CASE WENT TO COURT. IN 1984,

JUZGADO 1 DE INSTRUCCION DE LIMON ORDERED THE GUARDIA RURAL TO 
EVICT THE SQUATTERS, BUT THE ORDER WAS NOT EXECUTED. AN AMPARO
 
WAS ENTERED AND THE 
SUPREME COURT RULED IN GOULET'S FAVOR ON

JANUARY 11, 1985, ORDERING THE MINISTRY OF GOVERNMENT TO 
EXECUTE THE ORDER. HOWEVER, THE MINISTER RE.FUSED TO DO SO
 
AGAIN.
 

CURRENT STATUS: THE COMMISSION ON EXPROPRIATIONS NEVER MADE AN 
OFFER TO THE GOULET FAMILY (THE ORIGINAL OWNER OF THE LAND,
EDMOND GOULET, IS DECEASED). 

8. RANCHO GESLING
 

PROPERTY IN QUESTION: 7,700 HECTARES OF FARMLAND AND
 
PASTURELAND IN GUANACASTE.
 

CIRCUMSTANCES: EXPROPRIATION DECREE ISSUED IN 1982, 
FOR THE

PURPOSE OF GIVING CATSA ADDITIONAL LAND TO GROW SUGAR CANE. 

LEGAL HISTORY: CASE NO. 1230-85 DEL 
JUZGADO 1 CONTENCIOSO 
AfiiSTRAT-IVO Y CIVIL DE HACIENDA. 

CURRENT STATUS: AFTER LENTHY NEGOTIATIONS AND TRANSFER OF 
TITLE TFO PORTONS OF THE LA4D,, MR. GESLING IS WAITING FOR IDA 
TO LIFT THE EXPROPRIATION DE'.REE ON THE REMAINDER OF THE LAND. 
THE GOCR AND THE EMBASSY HAVE BEEN UNABLE TO REACH MR. GESLING.
 
HE NEEDS TO CEASE HIS 
SUIT AGAINST THE GOVERNMENT BEFORE THE
 
GOCR WILL LIFT THE EXPRO DECREE.
 



9. QUALLS FAMILY
 

PROPERTY IN QUESTION: 1,439 HECTARES OF 
FARMLAND IN OSA,
 
PUNTARENAS.
 

VALUE: MR. QUALLS VALUED HIS LAND IN 
1988 AT 86 MILLION
 
COLONES. HE ALSO HAS SAID THAT HE HAD RECEIVED OFFERS OF$165,000 IN 1968 AND $275,000 IN 1975, BUT WAS NOT ABLE TO SELL
THE LAND BECAUSE OF THE PRESENCE OF SQUATTERS.
 

CIRCUMSTANCES: LAND WAS INVADED BY SQUATTERS. 

LEGAL HISTORY: SQUATTERS ARRIVED IN 1964. ITCO (NOW IDA)
DECLARED AN AGRARIAN CONFLICT BUT NEVER EXPROPRIATED. 

CURRENT STATUS: THE COMMISSION ON EXPROPRIATIONS HAS NEVER MACE 
AN OFFER TO QUALLS. 
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STANDARD CHECKLIST 

3A(2) - NONPROJECT ASSISTANCE CHECKLIST 

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

CROSS-REFERENCES: IS COUNTRY CHECKLIST UP TO 
DATE? HAS STANDARD ITEM 
CHECKLIST BEEN REVIEWED? 

A. 	 GEN :4,L CRITERIA FOR NONPROJECT 
ASSISTANCE 

1. 	 FY 1988 Contini Relin Sec 523: FAA Congress ha_ been 
Sec. 634A. Describe how authorization and notified thro e-'17appropriations committees of Senate and 	

g 
FY 90 Congressic--"

House have been or will be notified concerning Presentation. 
the project. 

2. FAA Sec. 611(a)(2). If further legislative action Legislati'. e apprcva!is required within recipient country, what is of provisions app!icable
basis for reasonable expectation that such the commercial bankto
action will be completed in time to permit debt buy-back is expectedorderly accomplishment of purpose of the NLT 	 April, 1990. 
assistance? 

3. 	 FAAS20. Is assistance more efficiently No.
 
and effectively provided through regional or
 
multilateral organizations? If so, why is
 
assistance not so provided? Information and
 
conclusions on whether assistance will
 
encourage developing countries to cooperate

in regional development programs.
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4. 	 FAA Sec. 601(a). Information and conclusions The assistance will 
on whether assistance will encourage efforts of increase internat ¢-:. 

the country to: (a) increase the flow of trade, foster private
international trade; (b) foster private initiative initiative and co,-e:ii:in, 
and competition; (c) encourage development and improve the eff:iie.:%, 
and use of cooperatives, credit unions, and of industry, agric..':rE
savings and loan associations; (d) discourage and corcmerce. 
monopolistic practices; (e) improve technical 
efficiency of in- dustry, agriculture, and 
commerce; and (f) strenghten free labor 
unions. 

5. 	 FAA Sec. 601(b). Information and conclusion Via this assistan:e,
 
on how assistance will encourage U.S. private U.S. markets for Ccs=:a
 
trade and investment abroad and encourage Rican products wi-l be
 
private U.S. participation in foreign assistance expanded and U.S. private
 
programs (including use of private trade investrent and trade in
 
channels and the services of U.S. private Costa Rica will be enhanced. 
enterprise). 

6. 	 FAA Secs. 612(b): Sec 636(h)& FY 1987 Agreements with G--, 
Continuing Resolution Secs. 507. 509. 
Describe steps taken to assure that, to the currencies for la:2" 
maximum extent possible, foreign currencies needs. The local 
owned by the U.S. are utilized in lieu of dollars currenc is noto 
to meet the cost of contractual and other bv the U.S.
services. 

7. 	 FAA Sec 612(jd. Does the United States own No. 
excess foreign currency of the country and, if 
so, what arrangements have been made for its 
release? 

8. 	 FAA Sec,61(). Will the assistance utilize N/A
competitive selection procedures for the 
awarding of contracts, except where applicable 
procurement rules allow otherwise? 

9. 	 FM121(d. If assistance is being furnished N/A
under the Sahel Development Program, has a 
determination been made that the host 
government has an adequate system for 
accounting for and controlling receipt and 
expenditure of A.I.D. funds? 

"loti
 



I 

B. FUNDING CRITERIA FOR NONPROJECT 
ASSISTANCE 

Nonproie;t Criteria for Economic Su oprt
Fund 

a. FAA Sec. 531(a). Will this assistance 
promote economic and political stability? To 
the maximum extent feasible, is this 
assistance consistent with the policy
directions, purposes, and programs of Part I 
of the FAA? 

b. FAA Sec. 531(e). Will assistance under 
this chapter be used for military, or 
paramilitary activities? 

c. FAA Sec. 531(d). Will ESF funds made
available for commodity import programs or 
other program assistance be used toenerate local currencies? If so, will at least 

0 percent of such local currencies be
available to support activities consistent with 
the objectives of FAA sections 103 through
106? 

d. FAA Sec, 609. If commodities are to be
granted so that sale proceeds will accrue to 
the recipient country, have Special Account 
(counterpart) arrangements been made? 

e. Ynui-egh . If 
assistance is in the form of a cash transfer: 
(a) are all such cash payments to be
maintained by the country in a separate
account and not to be commingled with any
other funds? (b) will all local currencies that 
may be..generated with funds provided as a 
cash transfer to such a country also be 
deposited in a special account to be used inaccordance with FAA Section 609 (which
requires such local currencies to be made
available to the U.S. government as the U.S.
determines necessary for the requirements of
the U.S. Government, and which requires the
remainder to be used for programs agreed to 
by the U.S. Government to carry out the 
purposes for which new funds authorized by
the FAA would themselves be available)? (c)
Has Congress received prior notification
providing in detail how the funds will be used,
including the U.S. interests that will be served 
by the assistance, and, as appropriate, the
economic policy reforms that will be promoted
by the cash transfer assistance? 
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Yes. 

No 

Yes/Yes 

N/A 

Yes/NA/'Yes 



f. FY 1988 Continuing Resolution. Have local 
currencies generated by the sale of imports 
or foreign exchange by the government of a 
country in Sub-Saharan Africa from funds 
appropriated under Sub-Saharan Africa, DA 
been deposited in a special account 
established by that government, and are 
these local currencies available only for use, 
in accordance with an agreement with the 
United States, for d:evelopment activities 
which are consistent with the policy directions 
of Section 102 of the FAA and for necessary 
administrative requirements of the U.S. 
Government? 

2. 	 _Nnproect Criteria for Development 
Assistance 

a. FAA Secs. 102(a). II1.113. 281(a). Extent 
to which activity will (a) effectively involve the 
poor in development, by expanding access to 
economy at local level, increasing 
labor-intensive production and the use of 
appropriate technology, spreading investment 
out from cities to small towns and rural areas, 
and insuring wide participation of the poor in 
the benefits of development on a sustained 
basis, using the appropriate U.S. institutions; 
(b) help develop cooperatives, especially by 
technical assistance, to assist rural and urban 
poor to help themselves toward better life, 
and otherwise encourage democratic private 
and local governmental institutions; (c) 
support the self-help efforts of developing 
countries; (d) promote the participation of 
women in the national economies of 
developing contries and the improvement of 
women's status; and (e) utilize and 
encourage regional cooperation by 
developing countries? 

b. FAA Secs. 103. 103A. 104. 105. 10. 
120-21. Is assistance being made available: 
(include only applicable paragraph which 
corresponds to source of funds used; if more 
than one fund source is used for assistance, 
include relevant paragraph for each fund 
source): 
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N/A 

,N/A
 

/ 
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(I) (103) for agriculture, rural development or 
nutrition; if so (a) extent to which activity is 
specifically designed to increase productivity
and income of rural poor; (103A) if for 
agricultural research, account shall be taken 
of the needs of small farmers, and extensive 
use of field testing to adapt basic research to 
local conditions shall be made; (b) extent to 
which assistance is used in coordination with 
efforts carried out under Sec. 104 to help
improve nutrition of the people of developing
countries through encouragement of 
increased production of crops with greater 
nutritional vaije, improvement of planning,
research, and education with respect to 
nutrition, particularly with reference to 
improvement and expanded use of 
indigenously produced foodstuffs; and the 
undertaking of pilot or demonstration 
programs explicitly addressing the problem of 
poor and vulnerable people; and (c) extent to 
which activity increases national food security 
by improving food policies and management
and by strengthening national food reserves, 
with particular concern for the needs of the 
poor, through measures encouraging 
domestic production, building national food 
reserves, expanding available storage
facilities, reducing post harvest food losses, 
and improving food distribution. 

(2) (104) for population planning under Sec. 
104(b) or health und6t Sec. 104(c); ifso, extent 
to which activity emphasizes low-cost,
integrated delivery systems for health, 
nutrition and family planning for the poorest
people, with particular attention to the needs 
of mothers and young children, using
paramedical and auxiliary medical personnel,
clinics and health posts, commercial 
distribution systems and other modes ol 
community outrearch. 

J 
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(3) (105) for education, public administration, 
or human resources development; if so, (a) 
extent to which activity strengthens nonformal 
education, makes formal education more 
relevant, especially for rural families and 
urban poor, and strengthens management
capability of institutions enabling the poor to 
participate in development; and (b) extent to 
which assistance provides advanced 
education and training of people of 
developing countries in such disciplines as 
are required for planning and implementation
of public and private development activities. 

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

(i)(a) concerned with data collection and 
analysis, the training of skilled 
personnel, research on and 
development of suitable energy 
sources, and pilot projects to test new 
methods of energy production; and (b) 
facilitative of research on ., id 
development and use of small-scale, 
decentralized, renewablA energy 
sources for rural areas, 4mphasizing
development of energy resources which 
are environmentally acceptable and 
require minimum capital investment; 

(ii) concerned with technical 
cooperation and development, 
especially with U.S. private and 
voluntary, or regional and international 
development, organizations; 

(iii) research into, and evaluation of,
economic development processes and 
techniques; 

(iv) reconstruction after natural or 
manmade disaster and programs of 
disaster preparedness; 



(v) for special development problems,
and to enable proper utilization of 
infrastructure and related projects
funded with earlier U.S. assistance; 

(vi) for urban development problems,
especially small, labor-intensive 
enterprisos, marketing systems for 
small producers, and financial or other 
institutions to holp urban poor
participate in economic and social 
development. 

(5) (120-21) for the Sahelian region; if so, (a)
extent to which there is international 
coordination in planning and implementation;
partiripation and support by African countries 
and organizations in determining
development priorities; and a long-term,
multi-donor development plan which calls for 
equitable burden-sharing with other donors;
(b) has a determination been made that the 
host government has an adequate system for 
accounting for and controlling receipt and 
expenditure of projects funds (dollars or local 
currency generated therefrom)? 

c. FAASec0. Is special emphasis placed on 
use of appropriate technology (defined as relatively
smaller, cost-saving, labor using technologies that 
are generally most appropriate for the small farms,
small businesses, and small incomes of the poor)? 

d. FAA Sec. 2r1(b). Describe extent to which 
the activity recognizes the particular needs,
desires, and capacities of the people of the country;
utilizes the country's intellectual resources to 
encourage institutional development; and supports
civic education and training in skills required for
effective participation in governmental and political
procb,,ses essential to self-government. 
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e. FAA Se .141). Does the activity give 
reasonable promise of contributing to the 
development of economic resources, or to the 
increase of productive capacities and 
self-sustaining economic growth? 
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EXPORT PROMOTION FUND CONCEPT: SUMMARY AND ISSUES
 

Growth of non-traditional exports (NTEs) to non-CACM markets is the only 
viable long-term solution to Costa Rica's balance-of-payments problems. Though 
further work remains to be done, the GOCR has already demonstrated its 
commitment to this structural transformation by adopting a broad range of politically 
difficult policy reforms, including exchange rate rationalization, financial 
liberalization, and reform of tariff, tax, and incentive structures. The private sector 
has responded with extraordinary NTE increases, averaging 32% per year since 
1983. 

Once a sound policy framework was in place, a series of effective "operational" 
programs (export and investment promotion, etc.) was required in order to take 
maximum advantage of the new NTE environment. 

The GOCR's promotional programs have generally been ineffective. Under the 
civil service regime, salaries were too low to attract high-quality staff able to deal 
effectively with sophisticated investors, and program directors repeatedly found that 
they lacked the flexibility necessary to motivate and manage their personnel. 
Moreover, given the nature of Costa Rican democracy, hiring, finng, and operational 
decisions have. frequently been subject to political, rather than technocratic, 
considerations. 

Recognizing these problems, the GOCR agreed with USAID that 
non-governmental promotion programs were needed. CINDE began promotional 
operations in 1983. Its programs now include foreign investment promotion, 
agricultural export promotion, industrial reconversion for export, and export-oriented 
training. Despite a slow start, CINDE has been producing extraordinary results 
since late 1985 (cf. details below). 

The annual -cost of CINDE's programs is about $9 million, almost completely 
financed by AID grants*. The problem is how to secure the future financial 
sustainability of these programs (or such other export-promotion programs as may 
become appropriate in the future), given the probable decline in the level of AID 
resources. 

* ESF-generated local currency has funded most of the grants to CINDE 

/*
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The Proposal 

The solution being proposed by the Foreign Trade Ministry is the establishment 
of an Export Fund. Donor contributions equivalent to about $100 million over 
several years would generate annual income sufficient to fund the promotional 
programs at existing levels, assuming #hat 20% of total costs would be covered by
private contributions and user fees. 

(The Costa Rican Central Bank (BCCR) has already committed itself to annual 
contributions of 298 million colones (about $3.5 million) for twenty years, drawn from 
its interest spread on an export-oriented credit line. The GOCR is now presenting 
the endowment proposal to local representatives of a wide range of donors, and the 
proposal will be formally tabled at 'ihe November meeting of the Consultative Group
in Paris.) 

To assure accountability, the fund would not be lodged in CINDE. Rather, the 
endowment would be placed in an Export Promotion Fund: the trust would decide 
on periodic funding for programs of CINDE (or other operating entities) based on 
performance against agreed targets. No recipient of these funds would ever be 
assured of long-term access to them. 

During an initial four-year "implementation" phase, the participating donors 
would have effective control of the board of trustees. Thereafter, the donors and the 
GOCR would jointly appoint trustees. 

Every five years, the GOCR and the participating donors would review the trust 
in the light of program performance and national needs. If appropriate, the trust 
could be dissolved or its resources reallocated after any of these reviews. 

To avoid an undesirable impact on the country's money supply, the trust corpus 
would be placed in BCCR monetary stabilization bonds. At a later time, if monetary 
prudence permits, the trust principal could be placed with private banks, thus 
allowing them to keep pace with the long-term finance requirements of the growing 
export sector. 

(The general lines of this proposal were laid out in Annex F of the Mission's 
latest ESF PAAD, which was approved in April, 1989.) 

dJ 
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Two Major Issues 

1. The proposed capitalization of thefn. represents a large sum of money.
If one were talking about export promotion in the abstract, taking a flyer of this
financial size would make little sense. However, the programs which would 
consume these resources are already in place. Their results are, in large part, a 
matter of demonstrated track record rather than hopeful speculation. Most of the
administrative and managerial bugs in the programs have already been worked out. 

We feel that a donor commitment of this size is simply justified in terms of
demonstrated return on investment. In less than four years, CINDE's foreign
investment program (PIE) has generated over $300 million in new NTE investment, 
new annual export capacity of about $230 million, and over 28,000 new diret 
jobs." Since most of these investment decisions began with a "cold call" by a
CINDE overseas promoter, these results can be attributed to CINDE's efforts with 
more confidence than is usually the case with such programs. So far, the average
promotional cost has been under $403 per direct job created, a small fraction of the 
cost typical in similar programs els ,where. 

mid- and upper-level export managers. While it is impossible to directly measure 
the economic impact of this training. a recent independent evaluation oave this 

CINDE's agricultural export unit (CAAP) is a younger program: among its
accomplishments are a major improvement in the perishable air cargo system,
establishment of Costa Rican strawberries as a significant factor in the U.S. 
off-season market and the development of a promising asparagus industry in Costa
Rica. Experience thus far in 1989 indicates that CAAP will have generated 1,500
hectares of new NTE production this year, representing $5 million In new investment 
and $12 million in annual export earnings. Establishment of these crop programs
requires long lead times: thus, there is every reason to believe that these impacts
will grow each succeeding year as the new programs swing Into full operation.
Recent independent evaluations by AID/W and others have been glowing. 

The Industrial Development Program (Imulagnda l) is a thirty-month
experimental program of integrated diagnostic, technical, and marketing assistance 
to enable local industries to make the difficult switch to NTEs. Afte' less than a year
of start-up operations, it is too soon to pronounce on the experiment's success,
though implementation experience has been promising so far. 

While it is difficult to measure indirect job generation, experience in the Mexican
border zones indicates that each new direct export job may generate two 
additional indirect jobs. 
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Another candidate for (minor) funding would be CENPRO, the government 
agency whose recently-implemented "one-stop" window for processing of export 
documentation has substar .,allyy reduced red tape and delays. 

In addition to demonstrated results so far, three other factors argue for a 
Costa Rica's ample comparativemaior investment in Costa Rican export promotion. 

of political stability, educated and healthy workforce, andadvar'tages, in terms 
geography, make export advantages, in terms of political stability, workforce, and 
geography, make export promotion here a more promising avenue than in many 

mentioned above, the GOCR has already 	demonstrated itsother LDCs. And, as 
commitment to this structural transformation by implementing, at considerable 

Finally, it is demonstrable that thepolitical cost, a sound package of policy reforms. 
Costa Rican --as contrasted with many other developing countries-- economy 

export growth will be shared proportionally by the poorerbenefits stemming from 
levels of its population. 

or the Private Sector pay for these prograrns? The2. Why can't the GOCR 
one that the Mission was originally very reluctant tonotion of an endowment was 

(1) we felt that giving any program a guaranteedsupport, for a couple of reasons: 
lease on life would blunt the healthy pressure to justify future funding by continued 

results; (2) we thought that programs generating such substantial benefits for private 

exporters and the economy at large ought to be able to attract sufficient support from 

the private sector and/or the GOCR. 

The first concern -- accountability -- is 	 largely obviated by the trust 
remains valid, but wc r havestructure proposed above. The second concern 

convinced that there is no practical alternative to thenevertheless come to be 
trusVendowment. 

As to private contributions or user fees, CINDE is now taking more serious 
means. Under the proposed financial measures to increase revenues by these 

costs would have tostructure of the trust, about 20% of the aggregate program 
come from the private sector. For reasons discussed in detail in the Five-Year Plan 

which CINDE submitted to AID/W last year, that 20% probably represents the upper 

limit of what is attainable. It is a percentage which is much higher than what is being 

generated by any substantial AID-supported export program in the region right now. 

Direct GOCR budget support of these programs might seem logical -

many other countries fund their export promotion programs this way. However, 

given the way the Costa Rican democracy (especially the Legislative Assembly) 
operates, we are convinced that the recourse to the GOCR budget process would 

inevitably lead to political inroads against the technocratic independence which has 

been crucial to the programs' success thus far. Besides, GOCR funding would 

entail application of the same civil service 	and other bureaucratic constraints which 

have crippled the effectiveness of almost all of the GOCR's recent efforts to mount 

promotional programs. 

last year's AID/W evaluation of CINDEFor precisely these reasons, 

recommended consideration of an endowment to fund these programs.
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IiTINAL EN'.'IRONMENTAL EXAMINATION 

Costa Rica 
Economic Stabilization and Recovery IX 
515-0246 
$60,000,001 
One year (FY 1990) 
The project consists of a cash transfer to support a 
economic stabilization and recovery in Costa Rica 
during CY 1990. 
The USAID/Costa Rica FY 90 PAAD provides for cash 
transfers to the Costa Rican Central Bank for balance 
of payments support and for application to a debt 
buy-back program. A portion of the foreign exchange 
equivalent provided under the cash transfer Is used by 
the Central Bank to finance imports foi use by Costa 
Rica's private sector in raw materials, capital goods 
and other prcductive Inputs. The remaining portion will 
be applied to the GOCR's debt reduction program. 
Pesticides will not be procured with these funds 
without first doing an Environment Assessment and 
having it approved by AID/W. Also, an amount of local 
currency eNulvalent to the cash transfer will be 
deposited by the CentrallBank to finance economic 
development activities acceptable to AID and the 
Government of Costa Rica. The PAD does not 
authorize A.I.D. funds for Identifiable projects, rather 
providing appropriated funds for an economic 
stabilzation and recovery program. 

Handbook 3, Chawter 2, .endix 2D, Sectlern 216.2 
(c)(2)(vi) states that'"ootditons to International. 
regionalor National Organizations by the United 
States which are not for the purpose of carying out a 
specificafly identifiable project or projectsi, are not 
subject to .iD.'senvironmental probedures. 

Based on A.I.D. reguaIons In Handbook 3, Chapter 2, 
the A.I.D.Mission to Costa Rica recommends that no 
further environmrantal study be undertaken for this 
PAAD and that a Categoiall Exclusion' be approved. 

Herdberto R rfguez' 

Gneal~w; 

_ 

Cal i. Leonard 
_ 

Mission Director 
USAID/Costa Rica 

Date: March, 1990 


