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I. SIMARY AND RECM04LATIONS 

A. Summry 

Costa Rica has long been distinguished by its democratic
 
tradition and peaceful nature. Its army was abolished in 1949, and its
 
hurmn rights perforrrnnce has been exemplary. During the quarter century 
ending in the mid-1970's it appeared to be a model developing country, 
enjoying substantial rates of econonic growth and pursuing grorth with 
equity. Such growth. however, was based on a policy of ir-port 
substitution and on overreliance on traditional agriculturall cormlodities. 

In addition, Costa Rica moved armv from a nurket econamy, 
nationalizing its banking s\st(Tn, increasing public sector m(plo).ment to 
20% of the labor force, and investing heavily in inefficient state-run 
enterprises operated t)y the Cos ti Rican IDkelop1t'n t Corporation 
(O1DDA). The losses of these subsidiaries, and the Central Bank credit 
required to finance than, became a serious drain on the national econay. 

%hen the terms of trade turned against Costa Rica in the late 
1970's and the Central :V-erican Ccrnion NMirket became a declining and 
unreliable trading partner, the country resorted to external borrowing to
 
maintain a fixed exchange rate, to conpensate for the fall in the value 
of its exports, and to cover its balance of payments deficit. By 1981, 
the economy was in a state of crisis and faced with an overwhelming debt
 
service burden.
 

Since the administration of President Luis Alberto Monge took
 
office in Moy of 1982, the economy has been stabilized with the help of 
A.I.D., the IN-, the World Bank, cormercial bank creditors, and
 
rescheduling of foreign debt. A.I.D. has signed four prior Econonic
 
Stabilization and Recovery Programs (EL.R) with Costa Rica in the years 
1982-1985. The 1984 LSR III program marked a shift of emphasis from 
stabilization to policy reform and structural c.'.anges required to
 
re-establish economic growth. Under this program, major reforms in
 
credit, interest, and exchange rate poiicies were effected, along with
 

changes to irrprove the role of the private banking sector and to praomte 
exports. 'e E-SH IV program for 1985 not only continued progress on the 
prior years' agenda, but also added a n-tjor focus on the privatization of 
CDfL0,'s subsidiaries and a reduction in the Central Bank debt built up 
by past operating losses of those subsidiaries.
 

The ESR V program for 1986 is proposed at a level of
 
$120,582,000 of grant funding frn Economic Support Funds (ESF), to be 
provided as a cash transfer. Analysis of Costa Rica's balance of
 
payments for 1986 indicates that, even after reflecting inflows from the 
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World Bank and from debt relief, the proposed level of ESF assistance 
will be necessary to prevent strong inport compression and growth of 
payment arrearages to such high levels as to irrpede orderly debt
 
rescheduling.
 

The Mission proposes to obligate up to $30 million of these 
funds in an April 1986 agreement with the present government, if an April 
disbursement will make it possible for Costa Rica to achieve ccrpliance 
w.th l" targets. The rcminder of the funds would be obligated in an 
".greanent with the new goverrnment taking office on N'iv 8, 1986, after 
final negotiation of specific covenants relating to the CODESA 
divestiture and to housing issues-1/ Funds under this second agreenent 
would be tranched in eight instalments, to maintain an even and rational 
flow of foreign exchange, and to protect the Mission's negotiating 
leverage in assuring covenant compliance. 

As 	 under previous iHR agreenents, the Government of Costa Rica 
(GOX) will be required to provide an amount of foreign exchange
 
equivalent to the dollar cash transfers, for sale to private, productive
 
enterprises. It will also he required to show that it has ihrported
 
eligible goods from the United States within a specified time period, in 
an amount at least equal to the cash transfers. 

The GCXX1 will provide the local currency equivalent of the
 
Grant for activities consistent with the objectives of the ESR V
 
program. :Tong the presently progrwnmxd uses of this local currency are 
assistance for the CDU.'A divestiture, an addition to the Special Credit 
Line for the productive private sector, and initial funding of a
 
secondary mortgagre bank.
 

B. 	Reconrnnndat ions
 

I. 	That this PAAD be approved, and that obligation of a grant 
of up to $122,582,000 in Economic Support Funds for Costa 
Rica be authorized, to be provided as a cash transfer.
 

2. 	'That authority be delegated to AA/IAC to amend the 
Authorization as may be required to subsequently revise any
 
Covenants or Special Provisions.
 

3. 	That the Mission be authorized to vary the disbursement
 
plan contained in Section 1%V.C.2.a as required to maintain 
an even and rational flow of foreign exchange into Costa 
Rica, but with the provision that the Mission will consult 
with A%/\IeC prior to taking any action to withhold or delay 
all or any part of a disbursement. 

I/ The new government's position on these matters is set forth in recent 

letters of intent from the President-elect and his First Vice President
elect, attached as Annexes II and IlI.
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II._
 

A. Historical Conditions Through 1982
 

During the quarter century ending in the mid-1970's, Costa Rica
 
appeared to be a model developing country. It operated as a true
 
democracy, pursued a progressive social program, and experienced
 
substantial rates of economic growth. Its Gross Domestic Product (GP)
 
grew by 7.0 percent per annum from 1966-1970, 6.0 percent per annum from
 
1971-1975, and 5.3 percent per annun from 1976-1980. Social developnent
 
was as impressive as economic performance: adult literacy reached 90
 
percent, infant rortality declined sharply to under 20 per thousand,
 
population growth dropped from 3.5 to 2.6 percent per annum, and open
 
unornplo-nent and underemployment were held to 5 percent and 6 percent of
 
the labor force, respectively. A national system of social ;ecurity
 
(includirg near-universal health care), workmen's coaensation, and other
 
similar measures were institutionalized. Progress in meeting housing
 
needs was less spectacular, tut satisfactory. Income distribution was
 
quite equitable in corparison with most developing countries. Such
 
achievements were based on substantial public sector investment.
 
Schools, health facilities, water and sewerage, roads, electricity, and
 
crmunications facilities were widely distributed.
 

The progress during this period was financed by a strong
 
expansion of the Costa Rican economy, related to (1) the creation of the
 
Central American Camnnn Market (CA,) and (2) the expansion of
 
traditional agricultural exports: coffee, bananas, sugar, nnd beef.
 
During the 1960's, private entrepreneurs rapidly expanded manufacturing
 
to supply the domestic market and the CAM under prrtectionist,
 
irrnport-substitution policies.
 

The structural problems inherent in this irTort-substitution
 
growth model were not well appreciated. By the early 1970'-, growth
 
generated through the CNJG1 slowed and the economy began to pay the
 
hidden costs of overprotection. As the decade progressed,' interest rates
 
became more subsidized and the excharnge rAte more overvalued. These
 
forces contributed to heavy reliance on imported inputs, to the creation
 
of excess capacity and to misallocation of foreign exchange. The country
 
continued its expansion of industry and social services, financed by
 
inflows of external private capital and by earnings generated from
 
expanding traditional exports.
 

Costa Rica began to move away from a private sector rmrket
 
economy and towards a state-administered economy as regards prices,
 
wages, and contro; over productiun. The Costa Rica Developnent
 
Corporation (OO1DESA) was established in 1972 to promote industrial
 
development in cooperation with the private sector. Unfortunately, the
 
law which established (XDESA allowed it access to Central Bank credit,
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vMich in turn has permitted continued support to unprofitable 
enterprises. In the process, it increasingly bought out private sector 
interests in joint enterprises. Thus, the 1970's saw the developmnt of 
many inefficient state-owned businesses. 

These state ccmercial enterprises, together with expansion of 
social services and public utilities, increased the public bureaucracy
 
from about 6 percent of the labor force in 1950 to over 20 percent by the
 
1980's. The public sector was thus growing faster than the private
 
sector upon which itwas dependent for financial support.
 

In 1979, the terms of trade turned against Costa Rica as coffee
 
prices fell sharply from their 1977 high and the price of petroleum
 
doubled. The C.\D1, on which Costa Rica had depended so heavily, became a
 
contracting and unreliable market. Costa Ricans were, collectively,
 
living beyond their means.
 

Economic growth and development achievements contributed to a 
false sense of invulnerability; Costa Ricans were unprepared to deal with 
the devastating irrpact of the world economic recession in the late 
1970's, as well as with the limitations of domestic economic policies. 
In the period 1978-1981, in order to avoid the difficulties of 
adjustment, the Costa Rican Government engaged in substantial external 
borrowing to maintain a fixed exchange rate, to corrpensate for the fall 
in the value of exports, and to cover the balance of payments deficit.
 
This heavy external borrowing gave Costa Rica the dubious distinction of 
being one of the most indebted nations in the world, on a per capita 
basis. The aithorities also permitted strong monetary expansion In an 
attcnpt to maintain existing levels of public and private consuaption. 

By 1981, foreign exchange reserves were exhausted and the
 
attmpt to maintain real income collapsed with a de facto moratorium on 
servicing the foreign debt. GDP declined by 2.3 p'ceFnT-n 1981, and by 
7.3 percent in 1982. Unrrployment and underrployment rates rose by 1982 
to 9 percent and 14 percent respectively. Inflation exceeded 100 percent 
by the end of 1981. 

The economic crisis had a drastic impact on the standard of 
living of the average Costa Rican. Real wages declined strongly in 1981 
and 1982; even after sae recovery in 1983 they were at only 74% of the 
,1979 level.
 

The economic decline can be attributed to much more than world
 
recession and the escalation of political turmoil in Central Anerica. 
The magnitude of the cri.;is resulted from failure of specific elanents of 
the development policy whiich Costa Rica and most of its Central American
 
neighbors had followed since the late 1950's: overreliance on
 
traditional export comodities for foreign exchange generation, the
 
policy of irrport-substitution, the creation of inefficient state-run
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enterprises, and heavy public sector borrowing all wrought havoc with the 
economy, and signaled the need for re-structuring. By the time the 
administration of President Luis Alberto Mbnge took office in May 1982, 
mst elements of Costa Rican society were aware of the deteriorating
 
economic situation and sufficiently alarmed to make possible the
 
irposition of the discipline of a stabilization program. Subsequent 
prof--ess towards stabilization and recovery is discussed in the tvo 
sect ions i'mediately follaning. 

B. Current Economic Situation
 

A detailed discussion of recent econnic history and an 
analysis of the current Costa Rican econany has been prepared for this 
PAAD and is attached as Annex I. 

In general, the econornic analysis in Annex I demnstrates GOCR 
efforts to curb fiscal deficits, and to reduce inflation and its ensuing 
exchange rate instability by monetary and fiscal restraint. The period 
1982-1985 was one of recovery of economic stability. The stabilization 
program has had several positive results.
 

Maintenance of fiscal and monetary discipline resulted In a
 
reduction of inflation (as measured by the wholesale price index) fron 
100% in 1982 to only 10% by the end of 1985.
 

Real wages increased by 34% over the 1982-1984 period, and the 
latest data for 1985 (through March) indicate a further increase of 
4.5%. (Despite these increases, real wages in March 1985 were still 12% 
below the 1979 level.) 

The deficit of the nonfinancial public sector was redu,ed frm 
14% of GID in 1981 to 1.7% of GEP in 1985. Concurrently, central 
adninistration revenues increased from 13.5% of CDP in 1982 to 18.7% in 
1985.
 

Further, the Nionge adninistration took steps to make
 
investments in export activities more attractive, with the result that 
Costa Rice's non-traditional exports (excluding coffee, sugar, bananas 
and beef) to non-CA31 countries increased by $90.8 million in the period 
1984-85. Additional increases are anticipa ted, particularly for 
ornamneT ntal plants, flow ers, tropical fruits and vegetables, given 
resolution of marrketing and infrastructure problems and continued 
investment.
 

The OXXP also succeeded in achieving conpliance with
 
International Monetary Fund (IMF) Standby arrangemients for 1983 and 1985,
 

in addition to rescheduling Costa Rican debt with external creditors. In
 

early 1985, the GO3 obtained debt relief from the Paris Club and foreign
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conercial banks and also reached agreement with the World Bank for a 
Structural Adjustment Loan (SAL). The Paris Club agreenent covered 90% 
of debt service in arrears as of DEcerbcer 31, 1984, and provided $74 
million in new credit through March 31, 1986, as well as $167 million in 
debt relief in 1985. Also during 1985, the World Bank disbursed $40 
million as a first tranch of the SAL, and net resources from the 1VN 
amounted to $33 million. After the disbursement of $160 million In 
Economic Support Funds (ESF), the 1985 balance of pa)ments support 
package to Costa Rice approximnted $580 million. 

On the negative side of the ledger, Costa Rica's balance of
 
payments situation has remained weak: freely disposable reserves have
 
rarely had monthly balances of as much as $40 millicn. Even for 1986
 
with higher coffee earnings projected on the order of $150-200 million, a
 
substantial balance of payments surplus is not expected. In fact,
 
predicted coffee earnings may be more than offset by declines in foreign
 
exchange inflows from ccnmercial banks, ESF disbursements and debt
 
service relief. (See Annex 1, pp 7-8; Tables II and VIIl.)
 

Another factor influencing Costa Rica's external accounts is
 
the deterioration of Central American trade. Continuing their decline
 
since 1979, Costa Rica's exports to Central Amnerica dropped fron $193.0
 
million in 1984 to $130.2 million in 1985. This drop in CA31 exports
 
more than offset gains in exports to non-traditional markets. Most of
 
the problem lies in the failure of the GC01 murbers to pay their trade
 
debts prartly, and thus is largely beyond Costa Rica's control. At
 
present, the decline in CA I trade appears to have bottomed out, and the
 
Mission projects a slight improvement in 1986. (See Annex I, Table I1.)
 

Even with substantial balance of payments assistance, Costa
 
Rica has not been able to reestablish its exte^rnal creditworthiness. In
 
the period 1983-85, debt service pa)rents averaged 36.8% of export
 
earnings; this percentage is expected to rise to 50.6% in 1987-90. The 
amount of debt-relief projected by the INW as required for the period 
1986-1990 equals $959 million, or $240 million annually, clearly 
indicating the necessity of further debt reschedulings.
 

The Costa Rican public sector is a drain on private sector
 
development. On the financial side, Central Bank annual losses are
 
estimated at about 09.5 billion ($175 million) annually for both 1985 and 

,1986. Its losses are presently so high that, given monetary restraint, 
the Central Bank is unable to purchase inccmne producing domestic assets 
to reduce its losses. Certain public sector institutions -- the national 
corndity marketing board ((NP), the national railway (FECOSA), the 
University of Costa Rica, and QJIE\ -- continue :o run large deficits 
and to be overly bureaucratic and overstaffed. In the financial sector, 
the state-cvomed banks in Costa Rica have lower efficiency than private 
banks, implying lower returns for savers and higher costs to borrowers. 
(XXESA, vhich is a major target of the FJSR IV and V programs, is the most 
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obvious case of public sector intrusion into an operation better left to
 

the private sector. The operations of OUDSA and its subsidiaries have
 
accumulated over il billion ($200 million) in debts to the Central Bank
 
since 1972, representing significant opportunity costs in lost economic
 
growth potential.
 

C. 	Objectives and Status of A.I.D.'s Prior Economic Stabilization
 
and Recovery Programs (MR's) in Costa Rica
 

The 	MF resources adrninistered by A.I.D. have played a decisive
 

role in the progress toward stabilization and recovery described In
 
Section II.B above. A.I.D. has signed four previous ESR Agreements with
 
Costa Rica, all of which have been fully disbursed, for a total of
 
$465,735,000.
 

ASSISTANCE U4DER ESR I - IV ($000) 

FY Signatory 	 Loan Grant Total
 

ESR 	1 1982 BXR (Central Bank) $15,000 $5,000 $20,000
 

ESR 	11 1983 BCM 118,000 37,735 155,735
 

ESR III 1984 	 WXC 35,000
 
GOM 95,000 130,000
 

SR IV 1985 	 B 20,000 
OOM 140,000 160,000 

T 0 	T A L 168,000 297,735 465,735
 

Like the !R V program proposed here, each of the previous ESR
 

program1 %s aired at supporting Costa Rica's international balance of
 
payments and increasing the amount of foreign exchange available to the
 

private, productive sector. The earliest MSR programs focussed on
 

irrmediate economic stabilization of Costa Rica, while subsequent programs
 
have moved toward a heavier anphasis on laying the basis for sustained
 

economic growth, reflecting the recrrmnda tions of the National
 

Bipartisan Corrmission on Central .nrwrrica (l,,.A' the "Kissinger
 
CaTni ss ion").
 

1. 	ER I and II
 

The ESR programs for FY 1982 and 1983 were structured to 

ccrnplment an 1,%F Stand-by Arrangement. The colon was stabilized, and 
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substantial aSrounts of local currency credit were made available to the 
private sector -- including the equivalent of sane $45 million which was 
channelled through a new Central Bank credit line. Most of these funds 
were earmarked for retailing through private banks, to provide a 
ca'rpetitive alternative to the inefficient state-run banking system. In 
addition, the GO developed "A Strategy for Export Prootion and 
Investment", which is being irrplemented with A.I.D. support. (A more 
detailed description of accomplishments under ESR I and II was provided 
in the PAAD for MSR 111.) 

2. ESR III
 

The FY 1984 program continued the effort to consolidate the 
stabilization of the econay, but also reflected a shift towards greater 
emphasis by A.I.D. on structural reform. The Mission's priorities under 
ESR III included:
 

(1) 	 Irprovrents in the system for financial intermediation, including 
credit, interest rates, the role of the private banking system, and
 
exchange rate policy; and easing of free zone regulations to
 
encourage exports.
 

(2) 	 Removal of taxes which were disincentives to exports and
 
production; and the enating of measures to decrease public sector
 
expendi tures.
 

The Mission's policy dialogue and its use of A.I.D. 
leverage over MR III disbursements resulted in significant revisions in
 
the Monetary Law of Costa Rica (Ley de la Moneda) and in the Organic Law 
of the Central Bank. The former ended the ability of debtors to pay off 
hard-currency loans in Costa Rican currency at an official exchange rate
 
which was much lower than the market rate. (The risk to lenders that
 
their loans might be repaid at substantially less than their foreign
 
currency value made it irrpossible for Costa Rican private financial
 
institutions to rmke hard currency loans.) The modification to the
 
Organic Law of the Central Bank permitted the BKM to discount (i.e.
 
loan) funds, financed from external sources, directly to private sector
 
banks. Before this policy change, private banks could not obtain
 
loanable funds through the Central Bank. Thus, this change significantly 
,increased the cacpetitiveness of the the banking system in Costa Rica. 

The ESR Ill agreuemnt included rajor conditions with
 
respect to credit and interest rates in an effort to sirrplify and
 
rationalize the Central Bank's managcrnent of credit. Limits were imposed 
on subsidized credit for 1984; all other credit operations undertaken by
 
the banking system were required to be made at real positive interest 
rates. In dialogue with the Mission, the LUM continued its transition,
 
begun under earlier ESR programs, away fra adrninistratively controlled 
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credit allocations, and toward market allocation. The local currency 
equivalent of $25 million was channelled through the Special Credit Line 
for the productive private sector. (Further details on the objectives 
and results of ESR III can be found In the PAAD for ESR IV, as well as In
 
Annex I to this PAAD.)
 

3. ESR IV
 

a) OQDE-A Divestiture I/
 

In FY 1985, the centerpiece of the Mission's strategic
 
agenda under ESR IV was to promote the privatization of the various
 
comrpanies owned by the Costa Rican Development Corporation (CXXESA).
 
This process has been driven by parallel objectives: (1) to reduce, and
 
possibly eliminate, inefficient public sector participation in canTmercial
 
enterprises; and (2) to reduce the burden of Central Bank debt
 
accumulated over the years by CED&A operations and losses. Achievement
 
of these objectives will decrease deficits and demand for credit in the
 
public sector, thereby freeing resources for the economically productive
 
private sector. The actual privatization process has been designed in
 
the light of a further objective: to limit the monetization of local
 
currency made available under ESR programs (see Section III.C, pp. 20-21
 
below).
 

History. The (XXM created OODESA in 1972 to serve as a
 
development bank and venture capital partner, cooperating with the
 
private sector to bring new businesses into existence. According to its
 
original charter, ODESA was intended to play a short-term role in each
 
enterprise. Its investments were expected to be turned over to the
 
private sector when the enterprises became financially viable.
 

In actual experience, however, CXXESA (which is owned
 
almost entirely by the GXCR) has taken a majority or sole ownership
 
position in many enterprises. The public sector has thus become
 
responsible for the management of a range of camercial activities
 
including aluminum milling, cement production, sugar refining, cotton
 
processing, woodworking, and others.
 

Non-cornmercial and non-econamic factors often
 
predominated in the nvanagornent and staffing of these subsidiaries of
 
CXXDESA. Thus, it is not surprising that their inefficient operation has
 
generated significant f~nancial losses over the years. To keep its
 
enterprises running, GCWXSA repeatedly tapped its access to credit at the
 
Central Bank. Crl)FSA's borrowings have increased five-fold since 1979,
 
consistently accounting for one-third of all credit to the co2ntry's
 
public sector.
 

1/ A detailed discussion of CUEA and the design of the divestiture
 
process has been provided in Annex III to the PAAD for ESR IV (1985).
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By mid-1985, ODDESA had accumulated debt at the Central 
Bank on the order of 0II billion. Calculated at a prevailing rate of 
about 25%, interest alone on this debt represented a drain on the economy 
of around 02.75 billion ($51 million) per year.
 

Despite the rmagnitude of the reso-irces It was 
consuming, its subsidiaries in 1983 were providing only 2,122 jobs (0.3% 
of the labor force) and producing only 1.1% of CDP. DA was 
siphoning off substantial resources which should have been devoted to 
more efficient activities. 

Political Situation. Costa Rica has beet. governed
 
since 1982 by the Liberaci&n Nacional party, which retained power in the
 
Februery, 1986 pres-Mi-n-Fi- and legislative elections. The major
 
expansion of CO1S".4 occurred a decade ago under the aegis of a former
 
Liberaci6n administration. There continues to be a faction in the
 
incurbent party which has constituted an obstacle to reform of that
 
corporation. However, with support from A.I.D., the administration ,,f
 
President Luis Alberto Monge (elected in 1982) began to address the 
problem. 0X)LMS.'s debt was consolidated, and budgetary limits were 
placed on l)E'SS's borroaing power at the Central Bank. 

'Pe legislature passed a Financial Equilibrium Law (No.
 
6955) in February of 1984, providing the legal mandate and procedures for
 
the sale by OXtES of the stock it owned in its subsidiaries. Article 55
 
of this law provides that shares of C(DED. subsidiaries will be sold
 
through public bid, subject to the following stipulations:
 

Certain subsidiaries are treated as "public utilities" which are to
 
be transferred out of CODESA to other government entities.
 
TRANS,ESA (a bus capany), F1XX,% (a rai!road),and the Free Zone
 
Corporation are included in this category.
 

Only 40% of the shares of FIRTICA (fertilizer) and CM-VASA (cement)
 
may be sold to private interests, although a later cabinet decree
 
provides that these shares may be sold along with a rmnagianent
 
contract which assures the private buyer's right to manage the
 
carpanies.
 

CATSA (sugar refining) and CNASA (cement) may be sold only to
 
Costa Rican cooperatives.
 

In August of 1984, ODDESA was ciarged with developing a
 

plan of divestiture. On October 5, 1984, a letter from President Monge
 
to U.S. Arnbassador Curtin Winsor requested LSAID assistance in carrying
 

out the divestiture.
 

In February of 1985, regulations were published
 
providing specific guidelines under which aXDESA's subsidiaries were to
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be sold. An inmportant provision of these regulations was that proceeds
 
fromn the sale of any subsidies were to be deposited directly with the
 
Central Bank, and to be used only for the purpose of reducing ODESA's
 
consolidated debt with the Central Bank. This debt reduction will help
 
to repair sane of the past damge done by COXESA's operations, just as
 
divestiture of Ct)rPF-'s subsidiaries will prevent recurrence of such
 
damage in the future.
 

The National CaTnmi ss ion. To assure that the
 
divestiture process would be carried out in conformaince with the the new
 
law, a National Ca-mission for the Divestiture of QD-.A was established
 
by Cabinet resolution in February of 1985. Its three prominent and
 
respected nmters were given the necessary powers to bring about the sale
 
or liquidation of the subsidiaries. A legal attack by (OlA nmnagement
 
in the fall of 1985 against the authority of the crTnission resulted in a
 
vigorous reaffir:.ition of the Gxnission's powiers by both the Attorney
 
General and the Controller (;eneral of the republic.
 

The National Ccmrmission requests the Controller General
 
(an independent official reporting to the legislature) to establish a
 
minimun valuation of each subsidiary. Based on that valuation, the
 
National Ccrrmission then puts the subsidiary up for public bid. The
 
Controller has based his valuation on a technical analysis of the
 
replacement cost of each enterprise. Such an analysis will typically
 
yield a valuation which is higher than the price at which the carpany can
 
be sold on the open market.
 

The same February 1985 Cabinet resolution mandated the
 
prorpt divestiture of tXDESA's holdings. In capliance with covenants
 
agreed to in FR IV, this Cabinet resolution also precluded CESA from
 
acquiring new investments, and from borrowing additional funds for
 
anything but short-term, self-liquidating working capital.
 

The Trust. In Septarber of 1985, pursuant to a May
 
agreement between A.I.D. and the GCM, a private sector Trust was
 
established (1) to bid on CrO)I.S. subsidiaries as they are put up for sale
 
by the National Carmission, (2) to take such actions as are necessary to
 
prepare each subsidiary for ultimate resale to pri'ate purchasers or
 
liquidation, and (3) to carry out such resale or liquidation. (The
 
Trust's activities are funded by local currency provided under the IER
 
program.) It wis concluded that an entity vais needed to plny such an
 
intermpdiary role because the (ML-XE.. subsidiaries would typically be
 
subject to various problcrr.g eiich would nke it difficult to accomplish a
 
prarpt sale (within the thirty day bid process established by Law 695S)
 
to a private cotmcrcial purchaser. Also, it was believed that potential
 
purchasers might not find it easy to deal with MOI..A as a seller. It
 
was therefore concluded that the best way to acconplish an expeditious
 
divestiture would be to establish a private sector Trust to make a quick
 
purchase, and then to restructure the subsidiary as necessary for
 
ultimate resale to a private operator, or for liquidation.
 

Iq1
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The two principal purposes of the Mission's initiative 
have been to eliminate a drain on the Costa Rican econcr-y by divesting 
CflMESA's inefficient subsidiaries, and also to relieve part of the 
continuing burden created by CDESA's past borrowings fron the Central 
Bank. The two-stage divestiture mechanism, with the Trust as an 
intermediary, serves both Durposes. The Trust is designed to get the 
subsidiaries out of ()D[SA's possession more expediicuslv than would be 
possible in a direct sale to private carmercial buyers. AMd the Trust's 
purchase of a subsidiary accomlishes an inrrdiate reduction of the 
Central Bank's debt burden, sirce the purchase price is deposited 
directly with the Central Hank in order to cancel part of W %AA's past 
debt to the taink. 

Five prominent Costa Rican businessmen of ir.peccable 
reputation are serving as Trustees. Recognizing the ccTlexity of
 
preparing subsidiaries for resale and then marketing then effectively,
 
the Mission contracted a team to provide expert technical assistance to 
the Trust. A request for proposals published in June of 1985 attracted 
high quality bids from several groups. A contract was signed in October 
to retain a team ecrp)osed of Price Waterhouse, First Boston, and 
International Resources Group. This team began its work in Novrbter, 
shortly before the first (INL A subsidiary (AlL.'W,, an alrninum milling 
concern) was put up for public bid by the National CarTmission.
 

Divestitures. The Trust bid on ALMS. and bought that 
subsidiary at the end of M.. It irnediately proceeded to rationalize 
the management, staffing, and operations of the company. Preparations 
were nmde for a rmrketing effort, which is beginning in March of 1986. 
It is expected that ALL%';SA will be sold to a private operator by 
mid-1986. 

ALOSA, a cotton processing company, was put up for
 
bid by the National Corrmission in Deconer of 1985. Technical issues
 
have delayed the successful conclusion of this bid process, which is
 
expected to rove forward again in 1986.
 

ODDSA announced in :.iarch of 1986 that .1,',.LCAR, a
 
multi-million dollar shipping companv in which it held shares, would be 
liquidated. This process will be carried out directly, without the
 
necessity of any intermediation by the Trust.
 

Actual experience with the operational and political
 
complexities of this divestiture process have made it obvious that the
 
timetable projected in the 1985 PA.,D for ESR IV was overly optimistic. A 
revised estimate of the time required for the process is presented in
 
Section IV.D.2.a, p. 28-29 below, which discusses divestiture activities 
under ESR V.
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b) Other ESR IV Objectives
 

Econcrnic Stabilization. The $160,000,000 of ESF dollar
 
funds provided to Costa Rica in 1985 were an essential ccrrponent in the
 
success of the country's continued stabilization. This continued success
 
in stabilization has been reflected on several fronts. 1/ Further
 
reductions in inflation, to an annual level of about 10%, were achieved.
 

Mission estimates for 1985 indicate that Costa Rica returned to a
 
positive overall balance of pay.'.Tents posture. The Central EWank vas able
 
to continue with its program of controlled "nini-d.valuations" of the
 
col.n: the fact that black rrnrket trading of the colon took place at a
 
re-tively srall premrniu over the official rate is an indication of the
 
Centrai Bank's progress in rmnintaining a realistic exchange rate policy.
 

These successes were achieved only with the support of
 

substantial external balance-of-a.i>;nts support. It is clear that
 

further structural improvenent of the economy will be necessary over the
 
coming year: in order to sustain this stabilization.
 

Layin the tlsis for Self-Sustaining Growth.
 

Constraints beyond Costa Rica's control limit the prospects for
 
irrprovoment in its traditional exports, as well as its exports to other
 
countries of the Central ,Nmerican comrnon Market (CAC31). Therefore, the
 
.ission views the grcwth of non-traditional exports to non-c.,1 markets
 

as be ng critical to Costa Rica's economic recovery. Such exports showed
 
an Pr!.ouraging growth of some $90 million in 1984 and 1985. The Mission
 

expects this growth to continue in 1986. (See Section II.Bp. 5-6 above;
 
and Annex I, Table Ill.)
 

Long-term econcmic recovery in Costa Rica will require 
a general revitalization of the country's private sector, which Vzs 

seriously decapitalized during the economic dislocations of the early 

1980's. Thus, one of the major thrusts of FSF programs in recent years 
has been the use of counterpart local currency to improve the 

availability of credit to private business. By the end of 1985, a total 

of $90 million equivalent in local currency had been ecmunitted to a 

Special Credit Line for the productive private sector. The demand for 

this credit has been strog, and the rnechanisn, for its allocation -- a 
rediscount facility at the Central lank -- has functioned efficiently. 

The credit has been quickly and fully disbursed to over 200 private 
70% forbusinesses. Of the total amount, over has been earmarked 


retailing through private banks, reflecting the Mission's continuing
 

corTmitment to build up the country's private banking sector.
 

11 See economic data inAnnex I for details.
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The Special Credit Line has had a significant inpact in
 
strengthening private banking in Costa Rica. It not only allows private
 
banks to increase their loanable assets, but it also provides an
 
incentive for them to raise more equity capital, in order to meet reserve
 
requirements for obtaining access to the line. Total equity of private
 
banks in Costa Rica was 01.18 billion at the end of 1985, an increase of
 
21% over the prior year.
 

On the dollar side, a major impact of the ESF
 
balance-oT-paymnents support has been to improve access by private
 
business to the imports which are essential to its productivity.
 

Other specific initiatives have been incorporated into
 
ESF agreements by means of covenants which are discussed in the following
 
section.
 

4. Status of Compl iance with ESF Covenants
 

Over the course of four ESF programs from 1982 to 1985, the
 
GCM has agreed to eighty-seven separate covenants mb~racing a wide range
 
of policy and reporting requirer?nts. Compliance with these agreenents
 
has generally been quite satisfactory. A detailed discussion of covenant
 
status has been forwarded to Washington as a separate cable (San Jose
 
02668).
 

Credit and Interest Policy. The Central Bank has
 
substantially increased credit availability to the private sector. In
 
particular, it has conmplied with agreanents to allocate large amounts of
 
ESF counterpart funds to the Special Credit Line for productive private
 
enterprises (aiscussed above). It has established separate credit lines
 
for small industry and for low income mortgages. Because of legal
 
problems, the Bank has failed to implement an ESR Ii covenant
 
establishing a $10 million equivalent guaranty fund for private business;
 
half of this amount has bc~n reallocated to the Special Credit Line, and
 
negotiations are in progress to allocate the balance to a successful
 
existing credit fund for small industry.
 

In crapliance with its agrecments with the Mission, the
 
Central Bank in 1985 continued its earlier progress away from
 
,actninistrative allocation of credit, and toward a market-driven
 
allocation. (This progress has culminated in a 1986 credit program which
 
dismantles most of the rerarining specific credit allocations.) The Bank
 
has corplied with its agrernents to rrnintain interest rates which are
 
positive dfter adjusting for inflation, as well as with agreenents to
 
limit the total arnount of subsidized credit extended through the national
 
banking systen. The Bank has failed to corply with covenant, under ESR
 
III and IV requiring (1) that credit should not be provided to cover
 
losses caused by subsidization of basic food cormodities by the National
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Production Council, and (2) that at least 50% of all subsidized credit 
should be financed by funds other than those captured from the general 
public by carrmercial banks. These latter problem are under review and 
negotiation.
 

Foreign Exchange Availability and Rates. The Central Bank 
continued in 1985 to maintain a realistic unified exchange rate,
 
achieving a real devaluation of 5% against September 1982 levels
 
(according to a trading-partner-weighted index). This unification and
 
devaluation removes what had been a serious disincentive to export
 
activities.
 

Amunts equal to total ESF disbursemnts were provided for 
import needs of the productive private sector, and for inports of
 
eligible U.S. cornmodities.
 

Export and Investment Promotion. Comrpliance was achieved 
with various covenants calling for iprovements In export and Investment 
policy, including establishment of free zone mechanis. Costa Rica's 
success in increasing non-traditional exports to world markets has been 

discussed in Section 11.13, p. 5-6 above (see also Annex I, Table 111). 

Because of unsatisfactory progress in rationalizing port 

tarriffs, funds originally intended to provide a one-time transfer to the 
aOCR to cover lost revenues from the new tariff structure are being 
reprograrned to finance other Mission development activities.
 

Housing dnd Related Infrastructure. The Central Bank has 
agreed to support statutory changes necessary for the creation of a 

secondary mortgage bank, and a draft statute acceptable to the Mission is 
being debated in the legislature. A project to danonstrate the
 

efficiency 
contractor

of provision of residential water 
s is in progress anid on schedule. 

and sewage by private 

covenants 
OaOESA. As discussed 

in lT'i-and 1985 by 
above, the GXXR has' conplied with 

(1) limiting credit to CODESA,
 

(2) precluding CCDESA frm undertaking new investments, 1/
 

(3) ending DOMSA involvenent in the actninistration of the 
Special Credit Line,
 

1/ 	 The National Conmnission has conveyed to the Mission a certification
 

by (X+'ErA's Internal Auditor to the effect that XDESA Is in
 

compliance with these credit and investment covenants. hile the
 

Mission is not aware of instances of non-compliance with these
 

covenants, it is considering steps to obtain independent
 

verification of crpliance.
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(4) 	providing Central Bank credit necessary to consolidate 
third-party debts during the divestiture process, 

(5)applying the proceeds of the AIMASA divestiture to
 
reduce OC)--- debt to the Central Bank, and
 

(6) reducing the public sector credit ceiling by the amount
 
of the proceeds of the AL NSA divestiture.
 

Policy Reform Studies. Because of contracting delays, the
 
OOCR has been late in executing studies o., promotion of meat and sugar
 
exports, and on pricing policy; completion of these studies is
 
anticipated in May or June of 1986, after which action plans are to be
 
prepared.
 

Policy Reform Projects. A project demonstrating the
 
advantages of private sector road maintenance has been carried out, with
 
excellent results. Almost all road rmintenance in the country is
 
presently done by the Ministry of Public Transport (NDIT) and other
 
goverrnental bodies. Mhe dmnonstration project convincingly displayed
 
the advantages of road rmintenance by private contractors: the quality,
 
speed, and cost of their work corl)ared very favorably with the
 
p~rforrrance of government bodies doirg similar work. Fxpanded use of
 
sLch private contracting would allow significant reductions in the size
 
of the public sector. Based on the results o: the A.I.D. demonstration
 
project, thD Iorld Bank and the lnter-Anerican Develop'nent Bank are both
 

considering inclusion of private sector contracting, as well as
 
structural changes in NOPT, as requirements under new loans for road
 
raintenance and renabilitation. The Mission and the (OC plan to
 
allocate further local currency under EF31R V as counterpart funds for
 
these loans.
 

The 	Central Bank has established a unit to check the prices
 
of 	irmport and export transactions, in order to control fraud and capital
 
flight. While substantial progress has been made in data gathering, the
 
unit has not yet begun actual monitoring of transactions. This situation
 
is not acceptablc to the Mission: a covenant in the ESR V agreements will
 

reuire inmediate inplurientat ion of the price-checking process (see
 
Se,-tion IV. E, p. 35 below).
 

, 	 In acccrdnnce with a covenant under ESR III, the Central
 
Bank embarked in 1985 on a -mjor effort to improve its data systems;
 

completion of this vork, with technical assistance provided by Price
 

Isterhouse, is expected in 1987.
 

Reporting. The Central Bank's compliance with the
 

extensive reporting requiranents under the four previous ESF agreements
 
has 	been uneven. The Mission has concluded tnat this situation arose in
 

part because these reporting covenants were negotiated with Central Bank
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senior management, without sufficient input frfm the staff who would be
 
responsible for conpilation of these reports. The Mission plans to
 
review the entire range of inforrmtion requirements with Central Bank
 
staff, and to reduce these diffuse requirements to a single reporting
 
schedule which is rmre consonant both with the Mission's needs and with
 
the capabilities of of the Bank to cTply. In no case has a reporting
 
problem entailed substantive damage to the Mission's program.
 

11. U.S. INTI.TS'TS, S1T.1'lYM AND RATIONALE
 

A. U.S. Interests
 

Costa Rica's long-standing democratic tradition and peaceful 
nature are unique in Central Anerica. Its army was abolished in 1949, 
and Costa Rica prides itself on having more teachers than policemen. Its 
respect for hWrtn rights is outs.anding, at a time wtcn many of its 
neighbors are n-vijor violators of such standards. Hoth citiztn 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. Sane 25,000 persons have officially entered Costa Rica
 
as refugees fron other Central Anerican countries between 1974 and 1985;
 
estinvtes of the number of unregistered irTmigrants range between 60,000
 
and 250,000.
 

The National Bipartisan Comission on Central America
 
(Kiss;nger CaTmission) erphasized, in its report to President Reagan, the
 
ligh degree to which Central America is both vital to U.S. interests, and
 
particularly vulnerable at the present time. The Kissinger Canisslon
 
clearly articulated how national interests are served by advancing the
 
cause of democracy within the hcmisphere. As historically the most
 
successful social derocracy in Latin America, Costa Rica is in a unique
 
position to garner support for U.S. policy in Central Anerica. The
 
country serves as a paradigm of peaceful and democratic d-velopment for
 
the regicn.
 

The recent economic crisis and political turmoil in neighboring
 
countries have severely tested Costa Rican institutions and ingrained
 
democratic traditions; the country has been able, thus far, to withstand
 
the challenges, and, as described in Section 11, C above, to undertake
 
some of the difficult policy and structural changes required to
 
re-establish growth and prosperity. It is significant that such changes
 
have taken place within a democratic process, and have been accepted in a
 

peaceful nanner. Hiwever, muny of the policy and structural changes
 
undertaken since the beginning of the Mbnge adrninistration in My of
 
1982, and others which are required, represent a radical shift in outlook
 

and philosophy for Costa Rica, and quita naturally engender public and
 

official concern. Thus, changes have sanetimes appeared to us to occur
 
slowly, and may continue to do so. Moreover, they have sanctimes been
 



hard .won, with resIstence and skeptical attitudes still remaining to
 

these and further changes. Thus, any serious dcterioration in the
 
economic situation would severely affect the credibility of the recovery
 

effort. For this reason, continued and substantial U.S. assistance is
 
required to reinforce the economic recovery effort, and to reaffirm U.S. 
ecramitment to Costa Rica, its democratic process, and peaceful tradition. 

B. 	 Multi-vear ESF Assistance Strategy in Costa Rica 

Economic recovery in Costa Rica requires that the country move 
away from an irport-substitution nodel and statist attitudes, towards 
export-led growth in a more market-oriented economy. This transition can 

best be obtained by encouraging revitalization of the more efficient 
private sector and by reducing the role of the public sector, which has 
contributed to the current economic crisis. The goals and objectives 
which implement this policy have been atticulated in the Mission's Action 
Plans.
 

The 	goals of the program ares 

--	 To help re-establish dynamic growth in the Costa Rican 
econarny;
 

-- To assist in reorientation of the economy from its present 
inport substitution bias, to one in which the industrial 
sector contributes to export-led growth. 

Objectives being pursued irtsupport of these goals includet
 

--	 Economic Stabilization and Recovery -- To relieve Costa 
Rica's economic crisis and improve its balance of payments 
situation by alleviating the shortages of irported goods 
required for production, by increasing credit available to 
the productive private sector, and by restoring
 

international confidence in Costa Rica and its currency.
 
The Mission's initiatives are coordinated with, and
 

cor penent the economic stabilization and recovery aims of,
 
the !B" and World Hank progra;as in ('osta Rica. 

--	 Strengthening of the Financial System -- To assist in the 

development of a strong private banking sector in Costa 

Rica. The direct effect of this development will be that 
the productive private sector will have access to credit 

which is both expanded in amount and more responsive in its 
delivery. Indirectly, the nationalized banks will be
 

forced by competition to improve the quality and efficiency 
of their services.
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--	 Expansion of Exports and Investment -- To increase exports, 
particularly non-traditional products for non-traditional
 
markets, and to increase foreign and domestic investment in 
enterprises which engage in such production. Costa Rica
 
will need to export at a higher level, and on a more
 
diversified basis, if it is to recover its former standard 
of 	 living and reinitiate long term, dynamic economic
 
growth.
 

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

--	 Irproved Policy Formulation and Administrative Reform -- To 
establish the attitudes, laws, procedures, and practices 
which facilitate exports and investments and a more stable 
and diversified economy. Among the policies which the 
Mission sees as most desirable are a coTnitment to a 
greater role for the private sector in the economy, cu 
exchange rate regime favorable to exports, the reduction of 
export quotas and controls, decreased incentives for inport 
substitution industries, a broader conmitment to free 
markets in general in order to foster more efficient 
resource allocation, and monetary and fiscal policies 
designed to foster greater internal capital formation. 

--	 Improvement of Shelter Availability -- To expand production 
of shelter and residential infrastructure, mainly for low 
and modderate inccme families. The Mission is focusing on 
structural reforms in the housing finance systen, which are 
discussed below in connection with ESR V. 

C. 	Strategy for the ESR V Program
 

Stabilization. Economic stabilization reanins a key objective 
of the Mission's progrirn. The success of Costa Rica's stabilization 
efforts has depended on sizable levels of external balance of payments 
,support. Such support will continue to be required until policy reforms 
demonstrate their medirn and long term effects in the structural 
revitalization of the domestic economy. (See Annex I, pp. 6-8, Tables II 
and VI I I. ) 

Policy and Structural Reform. ESR V will focus on expanding 
the progress made under earlier programs. Continuing exchange rate 
adjustment ("mini-devaluations") will be necessary. Further efforts will 
be exerted to restrict the arnount of subsidized credit provided through 
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the national banking system. Limits on credit to the public sector will
 
be tightened, in order to free up econcmic resources for the more
 
productive private sector.
 

On Decerber 26, 1985, the Central Bank announced its credit
 
progrim for 1986. The Mission objected to a provision of this program 
which limited private banks to a 2% expansion of credit in 1986. The 
Centr:il Bank removed this restriction when it published a revised program 
on February 25, 1986. The FSR V agreements will contain a covenant 
requiring the Central Bank to maintain the provisions of this revised 
program. A recent cable (San Jos6 2601) discusses the substantial
 
structural progress which is reflected in the 1986 credit program.
 

A direct expansion of private sector credit -will be
 
accorplished through the allocation of an additional $20 million to the
 
Special Credit Line. A specific covenant will accelerate full
 
irrplementation of the Central Bank's price-checking unit. Further local
 
currency resources will be comnitted to the expansion of a successful
 
existing project to damnstrate the efficiency of private sector
 
construction and mintenance of roads (see Section II.C.4, p. 16 above).
 

CODOESA. \.s discussed in Section IV.D.2.a, p. 28-30 below, a 
centerpiece oFLR V strategy will be continuation of the process of
 
divesting the subsiaiaries of CIOESA, and reduction of the Central Bank 
debt burden created by the operations of COD)&A and its subsidiaries. 
Key elements will include (1) a reaffirmation of the process by the new 
government taking office in May; (2) satisfactory progress in carrying 
out actual divestitures; and (3) reaching agreement with the OOM such 
that CDF-S will be precluded from owning or operating carmercial
 
enterprises in the future.
 

Monetization. The collapse of the Costa Rican economy in the 
early 1980's involved not only shortages of foreign exchange, but also 
excessive GXtR fiscal deficits and high inflation rates. Infusion of ESF 
dollars addresses the foreign exchange problem; but the'local currency 
provided by the G= under its ESR agreements must be managed in a manner 
which does not exacerbate the deficit and inflation problcrn, as well as 
fueling excessive irrport dmind. No rntte how neritorious individual 
uses of these local currency funds may be, it must always be borne in 
mind that each additional colon whieh the OCI spends under ES11 programs 
has an irrmact on the domestic deficit, and also tends to fuel inflation
 
and import demnd by increasing the domestic money supply. Thus, all 
decisions about uses of these local currency funds require a careful
 
weighing of these factors.
 

By 1984-1985, U.S. dollar assistance to Costa Rica had reached 
levels at which monetization 'i.e. spending) of the full amount of local
 
currency provided under each year'i ESR agreeent could not be permitted 
during that year without unacceptable consequences to the econcrTW.
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Therefore it was agreed with the IMF that limits would be placed on the 
annual monetization of colones made available under ESR III and IV. In
 
1984, no more than $60 million (out of a total ESH grant of $95 million)
 
was to be monetized. The monetization limit for 1985 was $80 million 
equivalent (as against a total ESR grant of $160 million).
 

These concerns remin equally applicable to the ESR V program 
for 1986, and are fundamental to the design of the ODUrx.\s divestiture 
process. Mhen ESR counterpart funds are used to reduce QXDESA debt at 
the Central Bank, these funds are not monetized: only a book transaction 
occurs, in which parallel reductions are ravde in the FSR Special Account 
and in the QTIlSA debt account. (Exactly the same result occurs whether 
the reduction of (X)DFSLA debt is accorrplished by a direct transfer of 
local currency to the central Hank, or whether it ;s achieved through the 
intermediate step of "buying" a (fl)DISA subsidiary with a local currency 
"purchase price" wiC., is irrmediatelv transferred to the Centra: Bank to 
reduce JEDISA debt.) The process makes it possible to take advantage of
 
the political leverage of these funds without the fiscal, inflationary, 
and irport-expansion consequences of having thm infused into the oney 
economy.
 

Shelter Strategy. Costa Rica's seri-jus shortage of low- and 
middle-incmihous ing is exacerbated by inadequate financial systems and
 
by the absence of a well-organized national shelter policy.
 

A major gap in the country's financial system is the absence of 
an effective facility for rediscounting hcrme mrtgages; therefore, the
 
Mission's first priority in the housing area will be the passage of
 
legislation creating a Central liousing Nbrtgage Bank (see details in
 
Section IV.D.2.c, p. 31 below).
 

A second priority is the reform of the national shelter and 
urban planning functions. A consolidated organizational structure with 
clear lines of author.ity from the President is needed to coordinate 
shelter activities presently carried out by numerous ministries and 
seni-autoncrnous agencies. 

A third priority will be the formulation of a bipartisan
 
national housing policy and implementation strategy. This policy and 
strategy must be consistent with principles of affordability, financial 
.self-sufficiency, private sector participation, and sustainable 
production/del ivery systens. 

Export Prr.otin. Exchange rate stabilization and increase of 
private sector productive credit are ESR V program corrponents which will 
contribute directly to export performance, as will the allocation of 
modest amounts of local currency to export-oriented agricultural 
activities. The bulk of the Mission's export promotion activities have 
been funded through its Development Assistance dollar portfolio and 
through local currency made available under previous ESR programs.
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Tranching. Continuing its practice from prior years, the 
Mission proposes to tranche the disbursenents under ESR V to provide an 
even and rational flow of foreign exchange, and to maintain leverage for 
assuring caTpliance with the covenants of this and previous El programs.
 

IV. PRCCIGA1 DESCRIFTIN A') RATICLE 

A. Progra-n CaTponents
 

The ESR V program consists of a grant of $120,582,000 to Costa 
Rica. The Mission proposes to obligate this amount in two separate 
agreements, as indicated below. 

The administration of President Luis Alberto Nonge is in its
 
final month. On May 8, 1986, it will be replaced by the newly-elected
 
government of President-elect Oscar Arias. %bile negotiations with 
representatives of the new government have already tuken place, I/ 

signing an agreement for the bulk of the PAAD assistance will have to 
wit until final details can be settled after the new government takes 
office.
 

In the meantime, however, a foreign exchange shortfall inApril
 
of 1986 may imperil the GCCR's ability to corly with the current IhF 
Standby. In that event, disbursement in mid-April of up to $30 million 
under the ESR V program rmy be crucial to avoiding the consequences of 
non-ccrpliance with IN targets. (Not the least of these consequences 
would be the pernmnent loss of $20 million in IMF funds). 

At the tite of the writing of this P:t W), it is not possible to 
predict with confidence Costa Rica's prospects for meeting IF standby
 
requirements in April, due to interlocking uncertainties about foreign 
exchange receipts fram carmercial transact ions and about upcoling
 
decisions by the I- and the ,brld Bank. It is clear, however, that an 
April ESF disbursement of up to $30 million will enable Costa Rica to 
maintain I,T compliance only if
 

(1) the I',rld Bank disburses the second $40 million tranche of
 
its current Structural Adjustment Loan (SAL) inApril; and
 

(2) the IF agrees, through a technical waiver or other
 
mechanism, to accept Costa Rica's cacpliance as of April, 
based on assured disbursement of SAL and FSF funds.
 

Thus, the Mission would make an April disbursement only if it 
has assurance fran both the World Bank and the IMF that the above
 
conditions will be met. Such assurances have not yet been received, but
 
they may be available before mid-April.
 

1/ See Section IV.E.2, p. 37 and Annexes II and III below.
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The Mission therefore requests authority to sign an assistance
 
agreement (with the Monge government and the Central Bank) in April for 
an amount up to $30 million. The Mission will sign this agreement only 
if it is assured that an April disbursement will secure corpliance with 
INF requirements. The decision to sign, and the actual amount of the 
agreement and disbursement, would be determined by the Mission 
irmiediately prior to signing, based on the other donors' positions and
 
the amount needed to meet quantitative targets of the INF Standby. 

The reminder of the MSR V funds would be obligated as soon as 
possible after the May 8 inauguration of the new goverrinent, in an 
agreenernt between A.I.D., the OCR, and the Central Bank. These funds 
would be tranched in periodic disbursements, as detailed in Section
 
IV.C.2.a, p. 25 below, in order to maintain an even and rational flow of 
foreign exchange, and to preserve the Mission's negotiating leverage in 
assuring ccrpliance with the conditionality attached to this and prior 
ESR programs. 

The funds obligated under both agreenents, totalling 
$120,582,000, will be disbursed as a cash transfer. The uses of the 
local currency counterpart funds generated under the ESR V program are 
described in Section IV.D.2, p. 27-32 below. 

B. Justification for the Grant
 

The Mi 3sion proposes that the $120,582,000 to be authorized by 
this PAAD be provided as a grant, rather than as a loan. Prior to debt
 
relief, debt service is projected to consume more than 50% of all export 
earnings fran 1986-1990. Reducing the burden of this projected debt
 
service to a politically and economically more manageable 35% requires 
annual debt relief averaging $240 million for this period (down from the
 
$270 million required for 1985-1989 under last year's projections). 1/
 
Given Costa Rica's high debt servicing burden, maxirun grant financing is
 
consistent with U.S. interests in Costa Rica. Grant rather than loan
 
financing reduces the debt service burden and the rate of debt
 
aecuuIlat ion, thereby supporting our stabilization and recovery
 
objectives.
 

In addition, grant funding provides the necessary flexibility 
.required for nmny of the proposed local currency uses. The Central Bank 
enabling legislation prohibits the Bank from granting borrowed funds, or 
their local currency equivalent, to any other entity.
 

I/ See Annex 1, pages 8 and 11, and Tables II and VIII. 
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C. U.S. Dollar Resources
 

1. Purpose and Terms for Dollar Resources
 

A total of $120,582,000 will be provided to the Central
 
Bank in the form of cash transfers as balance of payments support to 
Costa Rica. Annex I (pp 7-8; Tables I1 and VIII) shows a Z286 million 
projected balance-of-paynents gap for Costa Rica in 1986. Even after 
reflecting financial inflows from the World Bank Structural Adjustment 
Loan and from debt relief, the level of "SFassistance proposed above 
remins necessary in order to rmintain Costa Rica's foreign exchange 
reserve position and to prevent growth of arrearages to more danaging 
levels. 

As under the four previous ESR programs, the ESR V
 
agreements will require the Cer,tral Bank to mike an equivalit amount of 
dollars available for sale to private enterprises in Costa Rica.
 
Eligible private imrports of production goods frcm the United States, in 
an amount equal to ESR V disbursements, will be required and monitored 
(see Section IV.E.l, p. 33 below). The Costa Rican private sector will 
be able to absorb resources of ES. V in the time frmne provided for the 
assistance (through the end of calendar year 1986). The latest available 
Central Blank data, for the first nine months of 1985, indicate that Costa 
Rica's irnTortation of qualifying goods from the U.S. has been running at 
an annual level of about $330 million per year. Separate figures for 
public and private sector irrports are not available. But even making the 
most liberal possible estimates of the public sector component of those 
imports, it reains clear that private sector demand for qualifying U.S. 
camodities is well in excess of the $120 million assistance level
 
proposed here.
 

2. Disbursemient of U.S. Dollar Resources
 

a. Disbursement Plan
 

Up to $30 million will be disbursed in April of 1986, 
if the Mission determines that such a disbursement would be successful in 
keeping Costa Rica in ccupliance with I requirements. (See Section 
IV.A, p. 22 above.) The actual amount disbursed will depend on a Mission 
determination, inTmnediately prior to signing of the April agreement, of 
the positions of the %%orld flank and IMP-, and of the actual amount needed 
to meet quantitative targets of the I.M: Standby. The funds raoining 
after April will be disbursed in eight increments, in order to provide an
 
even and rational flow of foreign exchange, and to enforce
 
conditionelity. These tranched disbursements will begin after the
 
signing of the second assistance agreement, which is expected to take
 
place in May of 1986. 
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Thus, the disbursement plan to be Incorporated into
 
both assistance agreenents is as follows:
 

ESR V DIS LWBSl, PLAN 

Disbursements 	 Grant Funds
 
(U.S. dollars)
 

First Agreement 30,000,000 Y,
 

Second Agreement
 

First 12,000,000
 

Second 12,000,000
 

Third 12,000,000
 

Fourth 12,000,000
 

Fifth 12,000,000
 

Sixth 12,000,000
 

Seventh 	 12,000,000
 

Eight 6,582,00
 

'TI'AL 120,582,000
 

A.I.D. has found in irrplenenting the ESR II, III, and IV prograns
that variations in the disbursenent plan were sonetimes required, both in 
order to allow flexibility to A.I.D. and the Central Bank In ranaging the flow 
of foreign exchange, given variations in timing of inflows from other sources
 
which may occur, and in order to "make up" missed disbursements. Thus the 
Bank has, from time to time, not requested a disbursement for more than a 
month, but has then needed to request tv together, or in close succession.
 

I/ As Indicated earlier, the disbursement shown here under the first
 
agreement may not take place, or may be adjusted downvard; the amounts of
 
the eight subsequent disbursenents under the second agreement wuld then 
be adjusted upward by a corresponding amunt.
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Given this situation, the Mission requested, and was 
given, authorization to vary the disbursement plans under ESR II - IV as 
required to assure good management and regular availability of foreign 
exchange resources. Likewise, the Mission requests authorization to
 
include in the assistance agreoents under ESR V a monthly plan for the 
disbursenent of funds, but with the provision that the Mission may vary 
this plan as required to maintain an even and rational flow of foreign 
exchange.
 

However, any variation to the disbursenent plan which 
would involve witholding part or all of a disbursement would be based on 
prior consultation with AA/LAC. 

b. Disbursements Procedures
 

Standard A.l.I). cash transfer procedures will be used.
 
It is anticipated that disbursements will be made into a special account 
designated by the Central Bank, through electronic transfer of funds to
 
the U.S. Federal Reserve Bank. Any deviation in this method will be by
 
written approval of the Mission Controller.
 

c. Justification for Cash Transfer
 

As was the case in each of the previous ESR programs, 
use of a cash transfer (rather than a Comnodity Import Program) is 
proposed for the ESR V program for several reasons. First, the cash 
transfer program maximizes the quick and flexible disburserent capability
 
which is required to move foreign exchange into the Costa Rican econary 
in order to meet balance of payments and cash flow needs. Second, 
measures to limit capital flight are not needed, since there has been a 

positive flow of private capital into Costa Rica since 1982. 

Net private capital inflows to Costa Rica for 1980-1985 
were as follows:l/ 

1980 -$240.0 million
 
1981 -$ 69.0 million
 
1982 +$ 16.0 million
 
1983 +$ 68.0 million
 
1984 +$ 70.5 million
 
1985 +$ 67.5 million 2/ (preliminary)
 

Annex 1, Table II (net private capital inflows are corbined withI/ See 
errors and omissions and may change when final 1985 figures are 

published). 

2/ Net private capital plus errors and omissions in Annex I, Table II 
was adjusted downward by $61.5 million, which corresponds to an 

increase in foreign exchange term deposits placed in state-owned 

banks as a result of higher than corpetitive interest rates inCosta
 

Ri ca.
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This trend tovmrd a reflow of private capital to Costa Rica reflects the
 
stabilization of the econcrny and irprovenents in Interest and exchange
 
rate structures.
 

Finally, Costa Rica is using the A.I.D. funds to
 
capensate for foreign exchange inflows lost as a resul. of factors
 
leading to the current economic crisis. It normally trades with the U.S.
 
well in excess of the dollar amounts provided under ESR Agreenents.
 
Total irports fram the U.S. amounted to $395 million during 1984, and
 
$286 million during the first nine months of 1985. Thus, there is
 
nothing to be gained by using a CczmKdity Irport Program.
 

D. Local Currency Resources
 

1. Provision of Local Currency Equivalent
 

ImTediately following each dollar disbursenent, the Central
 
Bank will deposit an equivalent amount of local currency into a Special
 
Account, as specified in the text of the Special Account covenant in
 
Section IV.E.2, p. 36 below. This local currency equivalent will be
 
calculated at the highest rate of exchange for purchase which is not
 
unlawful as of each disbursenent date.
 

2. Purpose and Terms for Local Currency Resources
 

The following table sets out present tentative plans for
 
the general allocation of the local currency counterpart funds nede
 
available under ESR V. Specifics are discussed in ensuing sections.
 

ESR V LOCAL CLWREY AUXATI(N
 

Activity Amount
 
(UST-l~ion 
equivalent)
 

CODESA Divestiture and Central
 
Bank Debt Reduction 50.0
 

Special Credit Line For Private Sector 20.0
 
Housing Bank 10.0
 
Agricultural School 16.0
 
Private Sector Road Maintenance 5.0
 
Counterpart to Mlission Projects and Programs 4.0
 
Agribusiness Programs 5.25
 

Central Anerican Peace Scholarships 0.75
 
9.582
Other 


'OTAL 120.582
 

The Mission tries to fund its programs fram current
 

availabilities to the greatest extent possible, and thus to limit
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"mortgages" of future years' funding. The local currency program set 
forth in the Mission's Action Plan anticipates future year funding of the 
Agricultural School ($16 million equivalent in 1987), C3DX3A Divestiture 
and Debt Reduction (up to $50 million equivalent in 1987), and the 
Housing Bank (up to $40 million equivalent in 1987 and 1988). 

a. 	Assistance to the_X. in the Divestiture of Parastatal
 
Enterprises anTTedutton of Public Sector Debt
 

In addition to the $140 million equivalent in local
 
currency already allocated under ENR IV, another $50 million will be
 
devoted to the process of sale or liquidation of (XA)ESA subsidiaries and
 
reduction of the accumulated Central flank debt burden created by past
 
operations of Q1)I .' and its subsidiaries. Progress under E!R IV for
 
1985 has been discussed in Section II.C.3.a, p. 9-13 above. Further
 
detail on the history and financial condition of cflD1M5A, as well as the
 
design and constraints of the divestiture process, has been provided in
 
Annex III to last year's PAM) for IER IV.
 

cbjectives. This year's program will continue to
 
pursue the objectives set out under FR IV:
 

To move toward the elimination of public sector
 
participation in the operation of cawnercial
 
enterprises; and
 

To 	reduce the burden of Central Bank debt created
 
by past CJF3A operations, thus freeing resources
 
for 	more efficient uses.
 

In addition to these earlier objectives, the ESR V
 

program will move on to address the status of the CX1)ESA holding cacpany
 
itself. To prevent the recurrence of similar problems with the growth of
 
parastatal enterprises, it is essential that agreement be reached with
 
the GOX so as to effectively preclude C(XXISA from acquisition or
 
operation of camercial enterprises in the future.
 

Finally, the above objectives must be achieved through
 
a rechanism which avoids the fiscal, foreign exchange, and inflationary
 
impact of monetizing large amounts of local currency resources (see
 

discussion of nonetization issues inSection II.C, p. 20-21 above).
 

The program for achieving these objectives in 1986-1987
 
has been laid out in letters of intent signed by President-elect Arias on
 
Nrch 17, 1986, and by Vice-President-elect Jorge Nianuel Iengo on Mrch
 
25, 1986. Annexes II and III to this PAAI) contain copies of these
 
documents, along with English translations. Prior to the My, 1986
 
signing of the second assistance agreement under ESR V (see Section
 
IV.A., p. 22 above), the Mission will negotiate specific covenants with
 

the new government, within the following franework provided by the
 
letters of intent.
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Reaffirmation of the Process. Success in carrying out
 
the conplex and politically delicate divestiture process is obviously
 
dependent on the political will of the GOCR. The new government will
 
publicly reaffirm its coramitment to the implementation of this process.
 

Divestiture of "'iller Subsidiaries. The OOCM will 
ccrrmit itself to the sale or liquidation of CO)E A s interest in all of 
its smaller subsidiaries by the end of calendar year 1986 (see Annex III, 
p. 2 and 8 ). Armong these conTpanies are:
 

Atunes de Costa Rica (a fishing operation)
 
cE,,ASA (a cement producer)
 
FLFD.R (a shipping agency)
 
LA RA (the national airline, a small minority
 

of whose shares is owned by CODF*A)
 
,CASA (a wood processing firm)
 
NKLM R (a shipping corpany whose liquidation
 

is already underway)
 
SANSA (a domestic airline in which OXIiQLC a
A is 

minority shareholder)
 

Stabapari, S.A. (awood milling company)
 
Tenpisque Ferry 1Roac
 

The Mission will treat seriously the XOC's coTmitment to corplete these
 
divestitures by the end of 1986, and will make every eff':rt to encourage
 
timely ccrpliance. At the same time, experience of the legal and
 
operational corlexities which have energed in previous divestitures
 
makes it prudent to recognize the possibility that conclusion of saw of
 
these transactions may slip over into the following year, despite good
 
faith irplcmentat ion by the (XXX.
 

Larzcr Subsidiaries. The (XXR will cairmit itself to 
divesting the following assets of CDiESA by no later than Septerrber of 
1987 (see Annex I1, p. 3 and 8 ): 

ALRSA (a cotton processor) 
CATSA (3 sugar refinery) 
CL,1AS. (a cemnent producer) 
FThICA (a fertilizer carony) 

"Forty-percent" I)vestitures. Law 6955 of 1984, the
 
statute authorizing the U1Ct*'dfestiture process, provides that no more
 
than 40% of the shares of C1Plg.ASA and FFJTIG may be sold to the private
 
sector, because of the "strategic" irrportance of these businesses. 1%hilIe
 
the Mission does not view this as an ideal arrangamen', it believes that
 
it is a workable one provided that the eventual privete buyer is assured
 
of a rmanagement contract or a shareholders' agrecrr, nt which guarantees
 
its right to operate the business on a cormrrcial basis, free from
 
inappropriate political interference. The letters of intent accept this
 
principle (see Annex I1, p. 2 and 8 ).
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Non-Private-Sector Divest Itures. Law 6955 also 
provided that certain of the MXIEWSA subsidiaries, because they were 
view(d as "public utilities", were not to be privatized, but were to be 
tranferred out of (JDOTSA to other GOH agencies (See Section lI.C.3.a, 
p above). The MIission is not satisfied with the progress made by 
EiTMA managemnent during 1985 in effecting these transfers. Therefore, 
the Letter of Intent provides that the National CamTnission (the 
indep-ndent GOM agency established to adcninister the privatization) will 
canp)(te the transfer of these corpanies. (See Annex III p. 3 and 9 .) 

The (XflA Holding Corany. Divesting O1DESA's present 
subsidi&ries would be of limited vae if the holding corpany were free 
to acquire or establish new ccTmrercial operations. An agreement with the
 
GO: to preclude (XUESA from doing so will be an essential part of the 
ESR V prcgram. Outright dissolution of (X)NTflF would be a politically 
difficult solution. As an-)ther approach, the (MI is considering the 
possibility of restructuring COESA as a carponent of one of the national 
banks, but stripping it of all ht its financial functions. (in addition 
to its ccrnercial operations, (D)E.NA has in the past served as a conduit 
for certain Cr t credit programs.) The Mission believes that this latter 
approach is acc.ptable, provided that ODDESA is explicitly and 
effectively precluded from creating, financing, or operating new 
subsidiaries. (See Annex I1, p 4 and 10.) 

b. The Special Credit Line
 

Local currency equivalent to $20 million will be
 
allocated to the Central Bank to increase the A.I.D. Special Credit Line,
 
for lending to private sector enterprises through privately ,wned banks.
 
These funds will increase the size of this highly successful credit !inc 
to the equivalent of $115 million. (In addition to the $90 million
 
accumulated by the end of 1985, an additional $5 million is being
 
deposited in March 1986, in partial satisfaction of a guaranty fund 
covenant in an earlier ESR agreement. See Sectiun II.C.4, p. 14 above.)
 

As of I)ecember 31, 1985, local banks had disbursed the 
colon equivalent of $90 million from the Special Credit line to about 200 
firms. These funds were disbursed to ultirmte borrowers quickly and 
efficiently. Based on past experience, the Mission expects that existing 
private sector dervind will readily absorb another $20 million equivalent 
under ESR V (tcgether with the $5 milion infusion in March 1986, and the 
reflows from the existing loan portfolio). 
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c. Housing Bank
 

The colon equivalent of $10 million is presently
 
earmarked for the initia-capitalization of a new secondary mortgage
 
bank. Legislation creating this Central Housing Nrtgage Bank (CaM) has
 
been presented to the legislature.
 

The C-M3 is modeled on similar institutions in the
 
United States and other countries: it will be a se.iond-tier financial 
institution specializing in mobilization of capital, mainly frcn the
 
private sector, to finance long-term housing mortgages. The availability
 
of substantial amounts of housing capital on a regular basis is an
 
essential prerequisite to the higher levels of production needed to fill
 
Costa Rica's housing deficit. To rraintain constant rotation of this
 
capital in new shelter projects, CIA03 will operate in the national 
securities exchange (Bolsa de Valores) to discount the mortgages
 
generated by approved mmrbers of the national housing finance systn.
 
The Board of Directors of QMB (primarily drawn from the private sector)
 
will regulate uniform terms and conditions for shelter financing by the
 
various public and private institutions providing housing finance.
 

d. Agricultural School
 

The equivalent of $16 million is budgeted as
 
incremental funding of local currency costs of the new Regional
 
Agricultural School. The budget in the approved Project Paper includes 
local currency requirernents of $89.6 million, of which $60 million has 
been programned from FSR III funds. With the funds under ESR V, the 
balance of future year requirements is reduced and will be funded fron FY
 
1987 local currency availablities.
 

e. Private Sector Road Maintenance
 

Under ESR III, a local currency project to demonstrate
 
private sector road maintenance and rehabilitiation was executed with the
 
Ministry of Public Transportation. Based on the excellent results of
 
this pilot project, both the World Bank and the Inter-American
 
Development Bank plan to include private contracting as a key element in
 
.their new road maintenance and rehabilitation loans. Under ESR V, local
 
currency equivalent to $5 million is budgeted to be used as OOX
 
counterpart funds for these loans.
 

f. Agribusiness Progra-ms.
 

Local currency equivalent to $2 million is reserved for
 
initial irrplementation of the Mission's agribusiness export expansion
 
strategy. This program will focus on technical assistance for the
 
production and export of a small nurber of agribusiness products. The
 

selection of these products is based on concrete market opportunities.
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An equivalent of $3.25 million in ESR V local currency is 
reserved for Increnental funding of the Coffee Techi:ieation and
 
Diversification program. This program disseminates irrmproved technology 
to help sml I coffee producers avoid crop losses from coffee rust. It 
also assists these wrall growers to plant marginal land in rmcadnmia, 
cacao, cardamon, and other crops: diverrified production will reduce the 
risk.of reliance on coffee as a single crop. 

g. Central A'merican Peace Scholarships (CAPS)
 

An equivalent of $750,000 is earmarked for the CAPS
 
program, which is providing high school, undergraduate, graduate and
 
short-term technical/leadership training in the United States for
 
individuals who would not otherwise have such an opportunity.
 

h. Other Local Currency Uses
 

The balance of local currency made available under ESR V,
 
as well as interest earned in the Special Account, will be used for
 
operating expense trust funds, property acquisition (including the new
 
A.I.D. office building), program support, and other miscellaneous items.
 

E. Conditions and Covenants
 

Conditionality proposed for the ESR V program would assure that 
dollars provided are directed towards achieving the balance of payments 
and policy objectives of the program, that there is continued compliance 
with conditionality in existing ESR Agreements, that additional efforts 
required to further policy initiatives started under prior ESR programs 
are undertaken, that the local currency equivalent to the Grant is
 
established, and that the basis for achievement of objectives identified
 
for the local currency component of the program is established.
 

Negotiation and structuring of the ESR V agreements is
 
constrained by two conditions:
 

-- Costa Rica's balance of panents situation may require a 
disbursenent of up to $30 million inApril of 1986 in order
 
to maintain corrpliance with its I.I' program (see Section IV.A 
p. 22 above).
 

-- Details of the COJESA divestiture and the housing program 
will have to be negotiated with the new government, which 
does not take office until May 8, 1986.
 

Therefore, the Mission requests authorization to execute two 
separate grant agreenents, as detailed below, should Costa Rica's balance
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of paynents require an April disbursenent to maintain eompliance with its
 
IMF program. The first agreenent, obligating up to $30 million, would be
 
signed with the Central Bank and with the present Monge administration,
 
and would incorporate all of the covenants discussed in this PAAD. except
 
those pertaining to QIJESA and housing. The second agreeanTwt would
 
obligate the ram ining funds after the Arias government takes power, and
 
would incorporate covendnts on (OJES.A and housing, as well as the
 
covenants of the first agreement. If an April agreement and disbursenent
 
do not take place, then all covenants would be incorporated into a single
 
agreement signed later with the new government for the full amount of
 
ESR V.
 

1. 	Conditionality Included in Both Grant Agreenents 

The first agreement would be signed in April between
 
A.I.D., the Central Bank, and the GOCR. This agreement, as well as the 
second agreement, will contain standard conditions precedent. Both
 
agreenents will incorporate covenants requiring the Central Bank to take
 
the following actions.
 

Foreign Exchange for Private Enterprise
 

--	 To provide during calendar year 1986 foreign exchange 
resources to the National Banking System and other
 
authorizeo agents, for purchase by private enterprises,
 
the total amount of which shall be not less than the
 
amount of all cash transfers received by Costa Rica
 
from the United States Govermrrnt under the Economic
 
Stabilization and Recovery Program V; and to report to 
A.I.D. within three months of the last disbursement of 
these cash transfers, or by %arch 31, 1987 (whichever 
is earlier), information 
such provision of foreign 
accorrplished. 

sufficient 
exchange 

to 
resou

indicate 
rces has 

that 
been 

U.S. Conrwdity lrrports 

--	 To make available during calendar year 1986 a dollar
 
amount equivalent to that disbursed as cash transfers
 
to Costa Rica under the Economic Stabilization and
 
Recovery Program V, for the irportation from the United
 
States by private enterprises in Costa Rica (including
 
the agricultural sector) of raw material.,, construction
 
materials, intermediate goods, spare parts, and capital
 
equipment required for production; and to report to
 
A.I.D. by June 30, 1987, or within six months of the
 
last disbursement of these cash transfers (whichever is
 
earlier) that such transactions were accomplished.
 

Special Credit Line
 

--	 To increase the Special Credit Line for the productive 
private sector originally established under Loans 037, 



- 34 

040, and 043, in an amount of local currency equivalent
 
to twenty million United States dollars
 
(US$20,000,000), to be channeled through the private
 
banks, and to be funded (at a date agreed upon by
 
ipIanentation letter) from the Special Account
 
originally established under Covenant 6.1(L) of the ESR
 
II assistance agreeent; and to calculate this local
 
currency amount at the highest rate of exchange for
 
purchase which, as of the date the first disbursement
 
of funds under the Econcomic Stabilization and Recovery
 
Program V, is not unlawful in Costa Rica; and to
 
maintain that Special Credit Line in operation
 
(including all funds added to it under th's and
 
previous Econonic Stabilization and Recovery
 
agreements, together with paynents of interest and
 
repayments of principal received by the Central Bank
 
from that credit line), under the same conditions and
 
regulations presently in force, until Decerter 31,
 
1996, or such other date as may be agreed to between
 
A.I.D. and the Central Bank.
 

Public Sector Credit
 

--	 To restrict net credit outstanding through the national
 
banking system to the non-financial public sector
 
during calendar year 1986 to levels no higher than
 
those agreed to with the International Monetary Fund
 
for calendar year 1985, !ess the anount of any
 
reductions in ODMESA debt to the Central Bank funded
 
under this or any previous Econmic Stabilization and
 
Recovery program; and to report to A.I.D. within three
 
months of the end of each calendar quarter in 1986 
informtion sufficient to demonstrate compliance with 
this condition. 

Subsidized Credit
 

-- To restrict outstanding balances of subsidized credit
 
(defined as credit which is extended through the
 
national banking systm at interest rates lower than
 
the basic passive rate) to levels (measured in colones)
 
which are at the end of calendar year 1986 no higher
 
than the level of such credit outstanding as of
 
December 31, 1984, and which do not exceed that
 
Decrber 31, 1984 level by more than 5% on a purely
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seasonal basis during the course of 1986; and to
 
report to A.I.D., within three mnths of the end of 
each calendar quarter of 1986, infornmtion sufficient 
to deronstrate cnpllance with this condition.
 

Exchangc Rate
 

--	 To maintain during calendar year 1986 a unified 
exchange rate; and to review the appropriateness of the 
exchange rate on a continuing basis, and revise it when 
necessary, in accordance with the following factors, 
among others: relationship of actual and anticipated 
damestic prices to prices in the principal countries
 
with which Costa Rica has ccximercial relations, the
 
status of the current account transactions In the
 
balance of pay.nents, service of foreign debt, and
 
non-ccrTpensatory net capital inflows.
 

Real Positive Interest Rates
 

--	 To rmaintain the basic passive rate during calendar year 
1986 (defined as the interest rate fixed by the Central
 
Bank for six-month certificates of deposit) at a level 
higher than the prevailing rate of inflation.
 

National Credit Program
 

--	 To maintain and inplunent during calendar year 1986 the 
credit program announced by the Central Bank's Board of
 
Directors on February 19, 1986, in all of its features.
 

Price Checking Unit
 

To provide evidence acceptable to A.I.D.' no later than
 
sixty calendar days from the date of this Agreemnt 
that the process of inrport and export price
 
verification by the Central Bank Price Checking Unit is
 
in operation; and thereafter to provide to A.I.D., at
 
the end of each calendar quarter through Decerber 31,
 
1988, reports in a form acceptable to A.I.D. on the
 
operations of the unit, with particular caphasis on
 
actual progress achievecd in verifying inport and export 
prices.
 

1W'fr 	 Rep:r t s 

--	 To provide to A.I.D., fram the signing of this
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agreenent until the end of calendar year 1987, copies 
of all reports to the International Monetary Fund as 
required under present or future agreenents or programs 
with that Fund; and to provide each such report to
 
A.I.D. at the same time that it is provided to the 
Fund; and, in the event that at any time during such 
period no agreement or program with the Fund is in 
effect, to provide to A.I.D. during such period reports 
whose timing and content shall be substantially similar 
to those currently provided to the Fund. 

Special Account for Counterpart Funds
 

--	 Acting in its capacity as financial agent for the 
Government of Costa Rica for purposes of agreements 
under this Economic Stabilization and Recovery Proz:-am 
V, to deposit prarrptly the equivalent in colones of 
each dollar disbursement under this Program into the
 
Special Account in the Central Bank originally
 
established under Covenant 6.1(L) of the ESR 11
 
Assistance Agrerment, which account will pay interest
 
at a rate equal to the interest rate fixed by the
 
Central Bank for six month certificates of deposit; and
 
to calculate the colon equivalent of such dollar
 
disbursements at the highest rate of exchange for
 
purchase which, as of the date of the dollar
 
disbursement, is not unlawful in Costa Rica; and to 
make disbursements from this Special Account pursuant 
to A.I.D. Irrplrentation Letters. 

Prior Covenants
 

--	 To conply with the terms of all covenants remining in 
effect from earlier Economic Stabilization and Recovery 
agreenents between A.I.D. and the Government of Costa 
Rica or agencies thereof. 

Both grant agreaments will include the following special
 
provision, giving A.I.D. the right to enforce corpliance with all ESR
 
covenants by suspension of disbursements, if necessary.
 

-- If A.I.D. determines at any time that the Government of
 
Costa Rica is not in substantial corrpliance with any of
 
the Covenants of this Agreement, or of the Grant, Loan,
 
or Assistance Agreements signed on
 

April , 1986,
 
March 20, 1985,
 
January 28, 1985,
 
August 1, 1984,
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May 7, 1984,
 
December 13, 1983, and
 
July 14, 1982,
 

or any wnendrnents thereof, between A.I.D. and the 
Goverrmrent of Costa Rica or the Central Bank of Costa 
Rica, then in thL" event A.I.D. may suspend 
disbursments of the Grant until such time as 
satisiactory compliance has been obtained. 

The 	 Mission also proposes to include in the grant
 
agreements a provision that calls for A.I.D. to notify the grantee when 
.!ach disbursement may be requested by the Central Bank. Conditioning 
zach disbursenent on A.I.D. approval in this fashion makes it easier for 
the Mission to carry on an effective dialogue whenever a serious issue 
%rlses.
 

As Indicated above, the Mission wuld consult with AA/LAC 
prior 	to taking any action to withhold all or part of any disbursement.
 

2. Conditionality Included in Second Crant Agreement
 

After the change in governent on May 8, 1986, a grant 
agreenent will be signed with the new goverrnent and with the Central 
Bank. Specific legal provisions will have to be negotiated at that time 
in connection with the C(DXESA divestiture and with housing sector 
issues. In th? meant ime, however, the President-elect and
 
Vice-President-elect have signed letters of intent incorporating the
 
substance of the conditionality to be incluJed in the May agreaeent (see
 
Dannexes 1I and III).
 

The Mission proposes to include covenants in the second 
grant agreent which incorporate the substance of each of the following 
provisions. /
 

a. CCDEA Covenants
 

Reaffirrmtion of Process
 

The GOM will issue a cabinet decree which extends
 
through Septarber 31, 1987 the existence and
 
authority of the National Conmission for the
 
Reorganization of CCDESA, and which reaffirms
 

(1) 	The requirenont that COXDMA's subsidiaries 
be sold, liquidated or transferred prorptly; 

1/ Certain of these provisions nay be omitted from the Second Grant 
Agreenent in the event that they are already inplarented by Cabinet
 
Decree prior to signing of that agreenent.
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(2) The prohibition against CWSA making new
 
investments or otherwise participating in 
the formation of new businesses; and 

(3) The prohibition against CaDFSA incurring new 
liabilities other than those required for 
short-term, self-liquidating working 
capital, or those incurred to pay off 
third-party debts as part of the divestiture 
of individual subsidiaries. 

Divestiture of Smaller Subsidiaries Y/
 

By Decerrber 31, 1986 at the latest, CCDMA will 
have sold or liquidated its interests inAtunes de 
Costa Rica, Su SA, IACSA, STAMPARI, MCSA, 
NAMAR, Tmrpisque Ferry doat, FLLWR, (M'ASA, 
and any other caoTpany in which it has any interest
 
(except its shares in the national securities
 
exchange and its seat on that exchange, as well as
 
the conpanies naned in the following provision).
 

Divestiture of Ram ining Larger Subsidiaries 1/
 

By Septonber 30, 1987 at the latest, QLFS will 
have sold or liquidated its interests in ALCCRSA,
 
CATSA, CEMPASA, and FErICA. 

By Deemtber 31, 1986 at the latest, the articles 
of incorporition and by-laws of MIPASA and 
FERTICA wil. ;,.re been amended as necessary to 
en:'ure the protection of private purchasers of 40% 
of their shares, including an appropriate 
managemnt contract or its equivalent. 

Non-Private-Sector Divestitures
 

The National Caimission will be required to effect 
the transfer of the following DDESA subsidiaries: 
TIhNS ESA (the bus company) to the Ministry of 
Public Works and Transport; F=SA (the national
 
railroad) to the National Railroad Institute;
 
MlNASA (the distributor of national mining
 
concessions) to the Ministry of Industry, Energy, 
and Mines; and the Free Zone Corporation to the 
Center for Export and Investment Pration. These 
transfers will have been effected no later than 
December 31, 1986. 

1/ For descriptions of individual companies, see Section IV.D.2.A. p. 29 

above. 
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Valuations by the Controller General
 

The First Vice President of the Republic, assisted
 
by the National Cwnmission, will be delegated to
 
negotiate with the Controller General a formula
 
which will permit the participation of FINTIA (the
 
private sector Trust) in cases where the
 
Controller's method of valuation diverges from the
 
real warket value of a subsidiary being put up for
 
bid.
 

Restructurinq of the ODESA Holding Company
 

-- The First Vice President, together with the 
Central Bank and the National C'mission, will
 
contract for such studies or other work as they
 
deem suitable to work out a possible absorption of
 
0ODESA by one of the state cormrcial banks or by 
some other institution, provided that COMM' will 
be precluded fron creating, financing, or 
operating any new subsidiary. 

The above work will be corpleted, along with all
 
the detail necessary in advance of executive
 
action, no later than Septerber 30, 1986.
 
lrnplementation plans will be presented within
 
sixty days of the completion of this work.
 

b. Housing Sector Covenants
 

Public Agencies
 

--	 The COOC will imrpleent policy and 
organizational reforms leading to the 
consolidation and specialization of the 
public institutions involved in housing 
construction and finance.
 

Central Housing lortage Bfank
 

--	 The executive branch of the GOMX will exert its 
best efforts to secure passage of a law 
establishing a Central lioLsing Mortgage Bank 
with the following characteri:tics: 

--	 Its Board of Directors will have majority 
representation from the private sector; 
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Its General Manager will have responsibility 
and authority for the technical and general
 
administration of the Bank; 

It will lend only to housing finance
 
institutions which meet the Bank's legal and 
financial requiremnts;
 

It will finance loans at market rates of
 
interest, without need of subsidies from the
 
goverrrent; and
 

It will finance mortgages with variable
 
interest rates, in order to maintain the
 
value of the mortgages.
 

In addition to the OODESA and housing covenants indicated in this
 
section, the second grant agreement will also incorporate all of the
 
covenants of the first grant agreement (see Section IV.E.1, p. 33-37 
above).
 



ANNEX I
 

BONIC TRENDS AND PROBLEMS: MARCH 1986
 

1. Economic Trends and Events 1980-1983
 

Economic growth amounted to only 0.8% in 1980 and subsequently 
Gross Domestic Product (GDP) declined by 2.3% in 1981 and 7.3% in 1982, 
and.the 1983 stabilization program brought GDP growth in that year to 
2.3 %. Real incomes and consumption also declined during this period. 
On a per capita basis, 1983 GDP per capita was 89 % of the 1977 level and 
private consrrption was 79% and investment 35% of their respective 1977 
levels. R. waaes declined strongly in ]981 and 1982 and even after
 
some r -covery in 1983 were at only 74% of the 1979 level. Inflation also 
reached high rates in 1981 and 1982; for example, on an average annual 
basis the wholesale price index registered a 65 -vrcent increase in 1981 
and a 108 percent increase in 1982. The accelerating inflation was 
caused by strong exchange rate devaluation (319% in the 18-month period 
ending December 1981) and by rapid growth of domestic credit, which 
registered ncxrunal annual rates of growth increasing from 35 percent in 
1978 to 105 percent in 1982. Lower rates of inflation before 1981, i.e. 
less than 25 percent per annum, despite higher rates of credit expansion, 
are explained by rapid growth of imports (from $ 1.02 billion in 1977 to 
$ 1.52 billion in 1980). The Costa Rican experience of the late 1970s 
conforms to the usual open economy case in which a destabilizinq growth 
of domestic credit enlarges imports until foreign exchange reserves and 
external creditworthiness are exhausted, at which time import compression 
and devaluation corrbine to produce strong inflation. 

In the late 1970s Costa Rica borrowed heavily from foreign 
commercial banks to cover balance of palment deficits and to forestall 
exchange rate devaluation. In the period 1979-1981 current account 
deficits amounting to $ 1.6 billion were financed by foreign commercial
 
bank loans, but with the sharp risc in debt sevice pyments,
 
particularly after 1980, a net inflow of external credit could not be
 
maintained. In mid-1981 the GO(R suspended external debt service, 
essentially to maintain a reasonable level of imports, and at year-end 
1982 the external debt service arrears &aountedto $ 1.1 billion. The 
balance of payments/debt service crisis of 1981 %.-s caused by the rapid 
increase in external debt, a sharp increase in interest pay.e:nts on that 
debt, declining export (mainly coffee) prices, loss of Central American 
export markets, and (up to 1982) by i-ports increased by 
domestically-generated demand pressures. 

In July 1982, shortly after coming to office, the Monge
 
administration res-nked partial pa-ents on external debt service arrears,
 
and such payments a&mounted to over $40 million in 1982. A one-year IMF
 
Standby was approved on December 20, 1982 which provided approximately
 
$100 iillion (SDR 92.5 million). In addition, US ESF assistance amounted 
to $175.7 million in 1982-1983. Buttressed by IIM and ESF resources to
 
help close the balance of payments gap, by the end of 1983, the 
Government of Costa Rica had concluded commercial bank and Paris Club 
rescheduling agreements, and Costa Rica was again current on contractual 
external debt service. In January 1983, the GOCR signed a debt 
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rescheduling agreement under the aegis of the Paris Club with ten 
creditor countries which rescheduled principal and interest in arrears 
and falling due between July 1, 1982 and December 31, 1983 to a 
seven-year period beginning December 1985. In April 1983, the GOCR 
signed a memorandum of understanding with foreign cam.&rcial banks, 
covering 95 % of principal in arrears and falling due in 1983 and 95 % of 

principa] falling due in 1984. These payments were rescheduled to a 
period beginning in 1987 and ending in 1991. In addition, the agreement 
provided a revolving credit facility in favor of Costa Rica, but of 
self-liquidating and diminishing character, cc.posed of fifty percent of 
interest payable and due in 1983. Exclusive of this credit facility, 
total debt relief in 1983 amounted to $ 941 million ($749 million in 
regard to arrears and $ 192 million in rgard to debt service falling due 
in 1983).
 

Apart from external support via debt reschedulings and B/P support
 
assistance, Costa Rica's balance of payments improvement also rested upon 
decreased imports which resulted from the reduction of real incomes and
 
aggregate demand. In this regard, Costa Rica's trade deficit declined
 
from $527 million in 1980 to $25 million in 1982 and $131 million in 1983
 
with nmainal dollar values of iwjorts (CIF) declining from $1,528 million
 
in 1980 to $993 million in 1983 and with exports (FOB) declining from
 
$1,001 million in 1980 to $862 million in 1983. Related to reduction of
 
the trade deficit, import volume (referring to L.orts of goods and
 
non-factor services per national accounts) declined by about 50 percent
 
from 1980 to 1983. In contrast, the volume of 1983 exports of 
commodities and non-factor Services (from national accounts) was nearly 
the same as in 1980. Thus, the economy.- achicved a very substantial 
conpression in imports as related to exports. Reduction of domestic 
demand through moretary restraint and reduction of the fiscal deficit 
underlie this achieveTent. However, the reduction in real imports is 
also related to low levels of domestic investment. 

The stabilization program supported by the Standby was 
designed to reduce inflationary pressures, to promote orderly exchange 
markets, and to facilitate resumption of public sector external debt 
service. LKIF and ESF assistance provided critical support to Costa 
Rica's 1983 balance of payments enabling the recovery of price and 
exchange rate stability. By the end of 1983 the consLL-er and wholesale 
price indices were increasing at annual rates of only 10.7 and 5.9 
percent, respectively. In addition, the five colon spread between the 
inter-bank and "free" rrarket exchange rates that had existed at the 
outset of 1983 was eliminated by the Central Bank during the course of 
the year. Apart from exchange rate unification, the Monae administration 
also reduce the deficit of the nonfinancial public sector. This deficit, 
which had increased from 6.7% of GDP in 1977 to a high of 14.3% in 1981 
was reduced to 9.0% in 1982, and 3.1% in 1983. The reduction of the 
deficit can be attributed in part to expenditure cuts that began in 1982 
but also in large measure to increases in the charges of the state-owned 
petroleum refinery, public utilities, social security contributions, and 
to tax measures. 

1I0
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2. Economic Performance in 1984 and 1985
 

Some aspects of Costa Rica's 1983 economic performance turned out
 
better than expected and lulled policymakers into a premature
 
reactivation of the economy. In particular, the larger-than
anticipated reduction in inflation in 1983 impacted on the economy via 
the relationship between increased real credit and real demand. In real
 
terms, credit to the private sector increased by about 40 % in 1983 (see
 
Table V). Despite this high rate of expansion, private sector holdings
 
of money and quasi-money grew by only 20 % in real terms, and this growth
 
related strongly to a return flow to Costa Rica of financial assets
 
previously held abroad by Costa Rican residents. Costa Rican 
policymakers judged that a substantial net inflow of private capital as 
well as official project disbursements would continue in 1984, thereby

covering some expansion of imports, and they allowed banking system 
credit to expand rapidly (an over 30% annual rate) through the tirst half 
of the year. !owever, import growth reached monthly rates of approching 
20 % per annum during the first half of 1984 and the foreign exchange
 
position of the Central Bank deteriorated and arrearages on external
 
payments began to accrTulate anew. Moreover, even though the GOCR had 
negotiated a Standby with the IMF inMarch 1984, the Monge administration
 
was unable to comply promptly with the several "prior conditions" 
attached to that arrangement. 

In June 1984, the Monge administration took corrective measures to 
dampen aggregate demand and inports by tightening credit conditions and 
enacting several tax and fiscal measures to reduce the fiscal deficit. In 
August 1984, President Monge restructured his economic team, and the 
Government also obtained Legislative Assembly approval for the Ley de 
Moneda (Currency Law) as was required for 1984 ESF assistance. In early 
Septe.Tber the Government also obtained Legislative AsseTbly approval for 
a fiscal package required by the IMF to reopen Standby negotiations. 
Even though negotiations with the IYMF were essentially completed in 
October, it took until January 1985, for the Government to obtain 
confirmed comnwitmient of an $80 million Structural Adjustment Loan (SAL) 
from the World Bank and of a $75 million credit from foreign conmercial
 
banks as were required for the new IMP Standby. The economic results for
 
1984 were mixed. Essential monetary-fiscal discipline was retained and
 
the rate of inflation remTained relatively low and the deficit of the
 
nonfinancial public sector also declined. However, GDP growth was high
 
(6.2 %) and the balance of payments was weaker than in 1983, with an 
over-all deficit at $ 210 million including external payment arrearages 
amounting to $ 144 million. This ex post evidence of an unfinanced B/P 
gap can be attributed to an unplanned growrtJ ol imports (which increased 
by $ 108 million) and delay in receipt of c:.t~i,, external resources, 
e.g. the $ 75 million new credit facility (inc 2 ' in the Revolving 
Credit Facility) from foreign comTercial bxnk:.. 

The IMF Standby program that was expected ., %-n. one of 1983 
was delayed by over one year, and a 13-month Star& v i:. amoaunt of SDR 54 
million was approved by the IMF on March 13, 1985. 1'-- main otbectives 
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of the 1985 Standby were to continue low inflation, to reduce the balance 
of payments current account deficit, with a specific goal of S 300 
million for 1985, and to replenish foreign exchange reserves of the 
Central Bank, with a specific goal of $ 60 million for 1985. As with 
the 1983 Standby, the 1985 Standby was a key prior condition for the 
rescheduling of debt with external creditors. As is usual to such 
arrangements, specific quantitative ceilings were attached quarterly to 
cumulative central government expenditures, domestic banking system net 
credit to the nonfinancial public sector, net domestic assets (credit) of 
the Central bank, the stock of external payment arrears, and a 
quantitative floor was attached to the Central Bank's net international 
reserve position. The major corm.itments included in the January 1985 
Letter of Intent were as follows: (1) a limit on the over-all deficit of 
the nonfinancial public sector of 1.5 % in 1985, (2) no recourse by the 
ronfinancial public sector to net financing by the domestic banking 
system or to a net increase in bond placements outside the banking
 
system, with the over-all fiscal deficit financed .einly by the use of
 
foreign long-term borrowing on concessional terms, (3) a $25 million 
limit on new public sector external borrowing of up to 5-year term and a 
$50 million limit on such borrowings of up to 12-year term (except for 
the $75 million commercial bank loan which is treated as a compensatory 
inflow), (4) rmintena;ce of positive real rates of interest in the 
domestic system of financial intermediation, (5) a flexible exchange rate
 
policy which adjusts the exchange rate to reflect changes in the balance 
of payments and domestic and trading partner prices, (6) the elimination 
of foreign exchange payment arrears, other than those related to 
rescheduling agreements under negotiation, during the course of 1985 and 
under specific quarterly ceilingr,, (6) a pledge not to introduce or 
intensify restrictions on current (non-capital) international 
transactions, (7) a pledge to limit price controls and subsidies to a
 
limited nirrber of basic consumer products, mainly benefitting low income 
groups, (8) a pledge to a wage policy geared to reducing inflationary 
pressures while minimizing the effects of price increases on low-income 
groups with private sector minimum wages and public sector wages adjusted
in absolute amounts in accordance with the increased cost of the "canasta 
basica." 

During the first half of 1985 the GOCR obtained agreements with ten 
creditor countries in the Paris Club, with the foreign comercial banks, 
and with the World Bank on a Structural Adjustment Loan. The Paris Club 
minute (April 22, 1985) covered 90 % of debt service (principal and 
interest) in arrears at the end of i984 and through March 31, 1986 and 
rescheduled this a&ount (less 10 percent to be repaid in three
 
installments in the period 1986-1988) to a repayment period of 5 years 
after a grace period of 5 years. The GOCR-Bank Steering Ccxmittee 
agreement rescheduled all maturities falling due to participating
cumnercial banks in 1985 and 1986 to a seven year repayment period after 
a grace period of three years. In addition to the rescheduling, the 
commercial banks made a $ 75 million new credit facility available and 
also shifted the dates for reduction of the repayment of the 1983 
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Revolver Credit Facility by approximately one year (with first repayment 
now slated fcr December 1986). In addition to these sources of B/P 
assistance, ESF amounted to $ 160 million in 1985 and the World Bank 
provided a Structural Adjustment Loan (SAL) in amount of $80 million (but 
only $ 40 million of the SAL was disbursed in 1985).. 

Despite the size of the 1985 B/P support package, which 
approximated $ 0.6 billion, cross-conditionality among agreements coupled 
with four separate episodes of delays in necessary action by the GOCR 
Legislative Assembly, cast doubt, at times, on the fate of the program 
and undermined credibility of the Monge adiinistration coi.mitment to 
economic recovery. For ex&ple, delay in obtaining Legislative Assembly 
approval for the SAL (from a projected June ratification to August 7)
 
delayed slated foreign exchange inflows (from the first tranche of the
 
SAL and from the second tranche of the comtercial bank new credit 
facility) and caused noncompliance at the end of June on the arrearage 
reduction test in the Standby. In addition, the mid-year I!F review of
 
the Standby also suggested the need for a mid-course correction of the 
public sector financial program in the form of a downward revision of 
central administration revenues and expenditures, and the IMF required a 
supplementary Letter of Intent which also touched on several issues 
including wage policy, exchange rate policy, and foreign exchange 
deposits. The OXCR and IVY reached agreement on these modifications in 
early October and the GOCR was once again in conpliance with the 
Standby. Even so, the revision of the Standby also delayed the marketing 
of the the commercial bank $ 75 million credit, and the second tranche 
($ 56.25 million) of this credit was not available until late November. 
Thus, during most of the year freely-disposable foreign exchange reserves 
were uncomfortably low. 

Production. In 1984 real Gross Domestic Product (GDP) grew by 
6.3 % according to official estimates; see Table I. This contrasts with 
the low economic growth of 1983 and the absolute decline of GDP in 1981 
and 1982. The sectors leading the 1984 recovery were agriculture 
(6.8 %), manufacturing (10.0 %), constrUction (18.3 %), and other 
services (4.7 %). The economic reactivation of 1984 was due to favorable 
climatic conditions (and the upswing portion of the coffee production 
cycle) and to a rise in domestic demand fueled by expansionary monetary, 
fiscal, and wage policies pursued in late 1983 and early 1984. GDP 
growth has been much lower in 1985 due to more restrictive demand 
management and to weaker perforr7nce of the basic productive sectors. 
Agricultural output declined sharply to a -1.0 % in 1985 due to reduced 
coffee and banana prodt:-tion, and these sectors account for nearly half 
of Costa Rican agricultural output. The manufacturing sector output 
growth also declined from a rate of 10.0 % in 1984 to 1.7 % in 1985. 
This stagnation was due to a sharp decline in manufactured exports to the 
Cental American region, related to the trade debt problemrs afflicting the 
region, and to a lower rate of increase in private sector disposable 
income. 

Inflation, Employment, and Real Income. As measured by the 

consuner price index inflation was 17.3 % from December 1983 to December 
1984 and 11.2 % from November 1984 to November 19C5. Real wages 
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increased by 13.2 %in 1984 and the latest data to March 1985 indicate an 
increase of 4.5 %. The rate of open unemployment averaged 6.4 % in 1984 
and 6.2 % in 1985, and the enployed labor force grew by 3.9 % from 
November 1984 to November 1985. 

Public Sector Finances. As is shown in Table VI, the nonfinancial 
public sector has moved toward financial equilibriun with the deficit of 
the nonfinancial public sector declining from 14.1 % of GDP in 1981 to 
9.0 % in 1982, to 3.1 % in 1983, and to 1.9 % in 1984. Actual data is 
not yet available for 1985 but the deficit is projected to be marginally 
lower than the 1984 statistic. In recent years, the principal momentum 
reducing the deficit has been increased tax burden. For example, central 
administration revenues increased from 14.4 % of GDP in 1982 to 18.2 % in 
1985. In addition, the financial condition of state enterprises has been 
improved mainly as a result of periodic increases in the tariffs of 
public utilities, and revenues of the Social Security Institute were also
 
increased by a sharp increa3e in the payroll charge in 1982. 

Monetary Performance. Banking system credit to the private sector 
grew by 17.9 % in 1984 and by 18.8 % in 1985; see Table V. Private 
sector holdings of money and quasimoney (banking system liabilities) 
increased by 11.6 % in 1984 and 16.7 % in 1985. However, a portion of 
the increased demand for money (and quasimoney) in 1985 reflects a 
one-time increase in foreign exchange deposits induced probably from 
foreign sources in response to higher-than-world market interest rates. 
(Adjusting for this effect in 1985 would reduce the increase in demand 
for money to 10.9 %.) Monetary policy in Costa Rica is constrained by 
the general openness of the economy, by high real interest rates 
prevailing throughout world money markets, and by the existing 
mini-devaluation (crawling peg) exchange rate program. These constraints
 
produce interest rates in Costa Rica's organized financial markeLs that 
are effectively in the range of 25 to 35 % per annum and thus strongly 
posif ive in real terns. Credit users comp'lain frequently concerning high 
positive real interest rates and fram time to time about the general lack 
of credit. However, with the 12.4 % devaluation (12-month basis to 
December) registered in 1985 we doubt that 23.0 % six-month deposit rate 
is a strong inducement for holding local currency as compared with 
dollars, and we note that lower local currency deposit rates would run 
the risk of inducing capital flight and dollarizing the Costa Rican
 
economy.
 

Balance of Pavments. As is shown in Table II, after strong import 
compression reduced inport expenditures from $1.5 billion in 1980 to less 
than $0.9 billion in 1982, by 1984 imports had risen to $1.1 billion. In 
addition, from an average of $ 865 million in 1982-1983, exports rose to 
$ 980 million in 1984, but fell back to $932 million in 1985. As a 
result the trade account deficit increased from $ 25 million in 1982 to 
an estimated $ 177 million in 1985. The growing trade deficit was 
reflected also in a $ 116 million increase in the deficit on current 
account of Costa Rica's balance of payments fran 1982 to 1985, and in 
1985 this deficit amounts to about 11 % of GDP. The over-all 
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(or compensatory) outcomes in recent years also reflect balance of 
payment weakness. The moderate surpluses of 1983 ($ 51 million) and 1985 
($ 63 million) were offset by the 1984 deficit ($110 million) . Direct 
balance of payments assistance operations, defined as disbursements of 
funds from ESF, the World Bank SAL, plus Paris Club and cmmercial bank 
debt service relief (including the Revolving Credit Facility), and net 
IMF resources amounted to $ 599 million in 1983, $ 297 million in 1984, 
and $582 million in 1985. Clearly, in absence of B/P assistance Costa 
Rica would have to cut back on imports and/or reduce interest payments on 
external debt. The weakness of Costa Rica's external 6ccounts is 
illustrated by the fact that it would have to reduce imports to live 
solely on cash flow. By this we mean that if Costa Rica cut all debt 
service and had to forego all capital inflows as a consequence, imports 
would still have to be reduced even if capital flight did not 
accelerate. Taking 1985 as an example, imports would have to be cut by
 
$51 million, which is the shortfall in cash flow calculated by excluding
 
payment of official interest from the current account balance.
 

3. The Outlook for 1986 and the Medium Term
 

The outlook for the Costa Rican economy in 1986 is bound up with 
uncertainties surrounding the new government elect and the price of 
coffee. The Arias government elect has now selected its economic team, 
the outlines of the 1986 monetary and fiscal programs now exist, and 
initial conversations between government-elect economic team and the IMF 
took place on March 19-20. Uncertainties concerning the course of coffee 
and petroleum prices during 1986 necessarily reduce the certainty that
 
can be attached to projections of Costa Rica's balance of payments and 
public sector financial operations. In the following discussion, we 
assume an average 1986 coffee price (FOB) at $2.00, an average import 
cost of petroleum products at $ 16.00 per barrel (for a cost saving of S 
15.0 per barrel over the average CIF cost to Costa Rica for 1984 and 
1985), and that external support to Costa Rica for balance of payments 
purposes will approximate $ 300 million in 1986 as compared with $ 580 
million in 1985. We expect that the Arias administration economic 
program will merit continued external donor and creditor support,
although corrective actions may be required in sone areas. Even though 
coffee prices have been around the $ 2.50 per pound (CIF New York) in 
March, the recent ending of drought conditions in Brazil suggests that 
coffee prices may weaken in the second half of 1986 unless freeze 
conditions decimate Brazil's 1987 crop (an event that will be known by 
the end of August 1986). The assurmed $ 2.00 per pound FOB is based, 
importantly, on the scenario of declining coffee prices during the second
 
half of the year. The less probable scenario of increasing prices would
 
increase Costa Rica's 1986 coffee windfall, but itwould impact more
 
strongly on 1987 external accounts.
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Balance of Payments. The Mission projections for Costa Rica's 1986 
balance of payments and exports are presented in Tables II and III. 
These projections have been prepared in consultation with the Central 
Bank, using its Decerber 1985 projection as a point of departure. A 
preliminary report on the Central Bank forecast was forwarded by cable in 
San Jose 0099 (January 6, 1986), and our more detailed forecast for 1986 
standard detailed B/P format was forwarded by cable in San Jose 2694 
(March 24, 1986 as CERP 0102 Balance of Payments Report--Costa Rica) 

The critical assunptions underlying our projection of Costa Rica's
 
1986 balance oL payments includes coffee export earnings (FOB) at $ 480 
million dollars (as coipared with $ 315 million in 1985), irrport 
expenditures (CIF) at S 1,150 million (up from S 1,109 million in 1985), 
interest on public sector external debt at $ 307 million (down from S 326
 
million in 1985), and balance of payments supporting assistance at $ 296 
million in 1986 (down from $ 582 million in 1985). As projected for 
1986, the 22 % increase in export earnings coupled with a 4 % increase in 
inport expenditures and a 6 % decline in official interest payments
 
underlies a $ 181 million inprovement on current account as its deficit
 
declines from $ 357 million in 1985 to $ 176 million in 1986.
 

Per the B/P gap format (see Table I) the inprovement on current
 
account is matched, as expected, by a $ 238 million reduction of the B/P
financial gap (from $ 523 million to $ 286 million). However, in 1985 
B/P supporting grants and credits approximated $ 580 million, but such 
assistance in 1986, as is presently known is less robust, approximating
 
only $ 300 million. Thus, a strong reduction in net capital inflow
 
offsets the coffee price-petroleum price-interest rate bonanza, and the 
resulting reserve growth is only $ 10 million. Given low level of 
freely-disposable foreign exchange reserves ($ 17 rillion) and arrears on 
external payments ($ 49 million) at the end of February 1986, the 
projected reserve growth is less than optimal, and recurring external
 
payment crises, as were evident in 1984 and 1985, are likely to continue
 
in 1986.
 

The 1986 Monetary Program. According to the Central Bank's 1986
 
monetary program, net domestic assets of the banking system are projected 
to expand by 020.4 billion in 1986, that is, 10.5 % (see Table V). This
 
is in line with the approximate 10 % inflation postulate set by the
 
Central Bank for 1986. Within net domestic assets, net credit to the 
nonfinancial public sector is not to expand at all; credit to the private 
sector is projected to increase by 10 percent; and the other assets 
accounts are projected to increase by 13 %. The expansion in other 
domestic assets by 014.3 billion in 1986 is strongly related to Central
 
Bank operational losses, which are projected at 09.5 billion. Net
 
international reserves of the banking system and net official
 
international reserves are projected to grow by 01.2 billion, i.e.
 
equivalent to US$ 20 million using an exchange rate of q60 to the US$ 1.
 
The monetary program assumes that the expansion in net domestic assets of 
the banking system and the build-up of net official reserves will be 
backed up by a 09.3 billion (US$ 155.5 million) increase in banking 
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system medium and long term foreign liabilities; a J4.7 billion (US$ 78.6
 
million) increase in the government trust fund (the government trust fund 
acount includes the colones counterpart of AID grants); and a 97.6 
billion (10.2 percent) increase in private sector holdings of money and 
quasimoney in the banking system. 

Central Bank officials havr anticipated that the growth in nominal 
credit for the economy as a whole would just match the increase in 
domestic prices, i.e., would result in zero growth of real credit to the
 
private sector. In February, the Central Bank altered the program limit
 
to allow banking system credit expansion at 12 % and Central Bank
 
technicians estimate that within this global limit, state-cwned banks 
will expand credit by 9.1 % and private coTmercial banks (which account
 
for about 12 % of credit to the private sector) by 31 %. The 1986 credit 
program continues the process of moving from cred:.t controls based on
 
detailed allocation to more reliance on orthodox instru-nents of monetary 
control. In particular, the scope for quarterly credit ceilings is
 
reduced to the portion of credit funded principally with demand
 
deposits. This change signifies that the credit resources available to 
the clients of each bank will be more directly related to the ability of
 
that bank to attract deposit resources. As a cautionary note, Central 
Bank officials have warned bank managers that its monetary and commercial 
bank crew(it programs will be reviewed during the year (1966) in the light 
of results of negotiations with international financial organizations on
 
external financial assistance and on the course of international coffee
 
prices.
 

Econoic Growth. Central Bank officials believe that the 
restrictive credit policy will produce econ, nic stagnation but that such 
is necessary due to low foreign exchange reserves and continuation of 
tight external resource evailability. We believe, however, that zero
 
economic growth for 1986 is not likely. Even though one might suppose 
that a credit program with zero real growth would lead to this result,
 
real disposable personal income will increase inCosta Rica in 1986. We
 
know less, however, about the possible dist.ibution of this higher income 
between consumpltion and saving, bjt undoubtedly both will increase. The 
amount of real income growth resulting from improved terms of trade in 
1986 is strongly dependent on the strength and -iuraticn of the upswing in 
coffee prices and on fiscal policy. Our early projection of GDP growth 
was 3.4 % (see Table I), and the more recent estimates of a leading 
economic consulting firm here is at 4.0 %. Apart from gro'.th of 
disposable income, the subsidence of world inflationary pressures in 1986 
and a ncxninal devaluation of the Colon on the order of 10 % could reduce 
domestic inflation to annual rates on the order of 6 to 8 %. This would 
also give rise to moderate growth of real credit and domestic demand. 
Moreover, fiscal policy also appears poised to enhance private sector 
demand through a redu-tion of the real tax burden, as is discussed 
below.
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Public Sector Financial Operations. Data released in early March 
by the Minister of Finance on central administration financial 
operations, presented in Table VI, indicate a 20.6 % increase in revenues 
and an 18.3 % increase in expenditures for 1986. In Table VI we project 
revenue and expenditure items for the rest of general government (of 
which the Social Security Institute is the largest element) and for the 
state enterprise sector as increasing by 10 percent. In regard to 
central adinistration revenues, the official projection for 1986 
includes . 2.5 billion of revenues increased coffee tax receipts and 
0 1.0 billion as a transfer from RECOPE (the state petrole--
enterprise). Exclusive of these windfall-related revenues, revenue 
growth amounts to 9.7 %. Apart from the prospect of a public sector wage 
increase costing 0 2.7 billion, no explanation has been given for the
 
hic' (18 %) increase in expenditures, but if this wage increase is
 
sutracted, expenditure growth would be more moderate (10.7 %). A public 
sector financial p~.ogram that reduces the projected central
 
administration deficit by 0.2 % (and according to our assLz-ptions the 
deficit of the nonfinancial public sector by the same amount) is 
unambitious. This is particularly the case when set against a total 
public sector deficit (including Central Bank losses) which amounted to 
7.1 % in 1985 and would approximate 6 % in 19b6. Moreover, a very modest
 
reduction in the central administration deficit can also be regarded 
unhealthy if viewed from its longer term consequences.
 

To illustrate this, we examine the co:sequences of reducing the 
central administration deficit as if there were no coffee-petroleum 
windfall. Without the 0 3.5 billion windfall included above, 1986 
revenues would amount to 0 35.2 billion and this is0 2.4 billion short
 
of holding the ratio of revenues to GDP constant (18.7 % of 1986 GDP is
 
0 37.6 billion). On the expenditure side, holding the ratio of 
expenditures to GDP constant (20.4 % of 1986 GDP is0 41.0 billion), and 
this is 0 0.8 billion short of proposed expenditures. Therefore, the 
cost of reTaining independenL of the windfall amounts to 0 3.2 billion in 
additional tax revenues, and reducing the deficit by 0.5 % of GDP would 
require an additional 0 1.0 b.illion in tax revenues or expenditure 
cuts. We understand that the required 0 4.2 billion in additional tax 
revenues approximates earlier projections of the 1986 fiscal gap made 
without reference to the coffee-petrclet. windfall. 

In a&dition, the public sector revenue windfall for 1986 as 
calculated by us to be compatible with our B/P projections is on the 
order of 0 6.0 to 7.0 billion (i.e. $ 105 to 123 million) out of a total 
amounting to S 305 million ($165 million from coffee, $ 38 million from 
other exports, and $ 101 million from price reduction of petroleum 
products). About 0 2.0 billion of this revenue windfall is increased 
profits of RECOPE as long as retail petroleun prices are maintained at 
present levels. The irplication of allowing increased fiscal 
expenditures and lagging fiscal revenues is sim-ply to transfer the 
windfall to the private sector in a manner which is likely to increase 
future burdens on the private sector. Along with this, the burden on 
monetary policy is also increased. A more judicious fiscal program wo4ld 
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orient the windfall to three uses: (a) a fiscal trarsfer to the Central 
Bank to reduce its monetized losses and facilitate open market operations 
to reign-in liquidity in 1986, (b) a program to pay-down external debt, 
and (c) alternative funding of tax relief, e.g. funding for the extant 
bill to reduce rates of the corporate incoe tax. 

In regard to monetary policy objectives, the relevant definition of 
the public sector necessary includes the Cpntral Bank. Present estimates 
of Central Bank losses set the magnitudes at ;0 9.6 billion for 1985 and 
and ? 9.5 billion for 1986 (see Table VII). For example, a 0 2.0 billion 
transfer to the Central Bank split evenly between covering losses on 
increased sales of stabilization bonds and covering existing losses would 
reduce the ratio of the Central Bank operating loss to GDP in 1986 from 
the projected 4.7 % to 4.2 %. The functional importance of Central Bank 
losses and rationale supporting a program to reduce these losses is 
examined further in section (6). 

Debt Service and Relief. Table VIII presents a recent IMF 
projection (S.M/85/223) of Costa Rica's medium term balance of payments 
and external debt service. Prior to debt relief, debt service as a ratio 
of export earnings (i.e., exports of goods and nonfactor services) 
exceeds 50% in 1986 and 1987. Actually-paid debt service averaged 36.8 % 
of exports earnings during the period 1983-1985. For the period 
1987-1990 the projection of public sector debt service as presently 
scheduled averages 50.6 % of export earnings. Rescheduling relief per
DIF assumptions lowers the average debt service ratio to a more realistic 
35.9 % for this period. The amounL of debt relief (and non-USG B/P
support) required per this projection for the four-year period 1986-1990 
amounts to $ 959 million, i. .. $ 240 million annually, and this 
approxi.ates 55 % of presently-scheduled principal payments. This 
projection confirms that further reschedulings of external piblic sector 
will be required to prevent default by reducing the debt service burden 
to a tolerable limit and that increments to debt service, ev.in in the 
form of long term loans, will most likely simply increa3e the size of 
near-future debt reschedulings. 

".,
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TABLE I: S EEN3MC INDICA7OS, 1982-1986 

1982 1983 1984 1985 1986
 

GDP in Current Prices (A) 

GDP in U.S. Dollar Equivalent ,B) 

GDP in Constant Prices 1977-100 

GDP Per Capita in Constant Prices; 

1977=100 (C) 


Growth of GDP (Percent Change) 

Gross Domestic Product 
Basic Productive Sectors 

--Agriculture 

-- Manufacturing 
--Construction 

Government 

Other Sectors 


Prices (Percent Change) 
GDP Deflator (Annual Average) 
Consumer Prices (Dec. to Dec.) 
%holesale Prices (Dec. to Dec.) 

Unemployment (Percent) (E) 

Employed Labor Force (thousands;
 

November of eech year) 


Real Average Wages (1977-100) 
Public Sector 
Private Sector 

Exchange Rate (Colones per US $) 
(Selling Price, Deceber 31) 

Official Market 
Banking or Unified Market 


97,505 126,337 151,304 176,420 200,942 
2,450 3,037 3,408 3,426 3,525 

102 104 11 113 116 

89 89 92 91 91
 

-7.3 2.3 6.3 1.6 3.4 

-10.8 2.5 7.4 1.3 4.3
 
-4.7 3.9 6.8 -1.0 3.5
 

-11.4 1.2 10.0 1.7 4.0 
31.9 2.7 18.3 9.7 10.0
 
-2.9 -1.6 0.5 1.0 1.0
 
-4.5 3.1 4.7 2.1 3.0
 

84.2 26.7 14.2 14.8 10.5
 
81.8 10.7 17.3 11.2(D) N/A
 
79.1 5.9 12.2 7.6 N/A 

9.5 9.0 7.8 6.2 N/A
 

826.4 827.3 839.7 872.1 N/A
 

73 86 98 102(F) N/A 
67 74 84 86(F) N/A 
74 90 102 108(F) N/A 

20.50 20.50 20.50 20.50 N/A 
40.50 43.65 48.00 53.95 N/A
 

Notes:
 
(A) Millions of Colones. 
(B)Millions of U.S. dollars.
 
(C)Per capita GDP was calculated based upon the population series from
 

the BZCR National Accounts 1974-1983, and a 2.67 growth rate for
 
population was used to obtain data for 1984, 1985, and 1986.
 

(D) NoveRber to Novenrber.
 
(E) March of each year.
 
(F)March 1985.
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TABLE II: BAIAC OF PAWMFS, 1981-1986 
(Millions of U.S. Dollars)
 

1981 1982 1983 1984 1985 1986 
Estim. Pro.. 

Exports, FOB 1,003 869 862 980 932 1,133 
Imports, CIF -1,213 -894 -993 -1,101 -1,109 -1,150 

Balance of Trade -211 -25 -131 -121 -177 - 17 

Nonfactor Services 77 96 122 118 108 115
 
Private Interest, Profit -11 -5 14 -9 -4 -7
 
Official Interest -308 -342 -328 -314 -326 -307
 

(Paid) (-160) (-106) (-275) (-210) (-303) (-301)
 
(Unpaid/Reschduled) (-148) (-236) (-52) (-104) (-23) (- 6)
 
Balance on Services -243 -251 -192 -206 -222 -199
 

Transfers 27 36 31 38 42 40
 
Balance on Current
 

Account -426 -241 -292 -288 -357 -176
 

Private Capital and E.+ 0. -69 16 68 71 129 70
 

Official Capital, Net 25 -89 275 108 291 149
 
Disbursements 335 191 350 296 378 346 

(Proiects) n.a. (171) (194) (166) (178) (186) 
(ESF) (20) (156) (130) (160) (120) 
(IBRD-SAL .. .. .. (40) (40)
 

Amortization -310 -280 -267 -341 -406 -365 
(Paid) (-99) (-63) (-93) (-112) (-152'- (-235) 
(Unpaid/Pescheduled) (-211) (-217) (-174) (-229) (-252) (-130) 

Amortization Relief .. .. 158 154 252 130 
(Commercial Banks) (167) (110) 
(Paris Club) (51) (14) 
(Other) (34) ( 6) 

Interest Relief (Paris Cl.) .. .. 34 -- 23 6 
Other 46 32 

Balance on Capital 
Acco '- -44 -73 343 179 420 219
 

Over-all Balance -470 -3J 4 51 -110 63 43 
Financing (+ is B/P deficit) 470 314 -51 110 -63 -43 

Accm-n. (+), Reduc. (-) 
of Arrea s 359 453 -321 174 - 112 -33 

Conversion of C1s .. .. 52 .. ... 
Revolver Credit Facility .. .. 152 50 75 0 
Valuation Adjustment 5 -11 8 0 --
Net Official Reserves 106 -129 58 -114 4 -10 

(Net Use IMF Resources (-10) (99) (-36) (21) (0) 

Source: Cable: CERP 0102 Balance of Payments Report: Costa Rica (March 1986)
 

J 
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TABLE II: (CONTINUED)
 

Balance of Payments Financial Gap Format for 1984-1986
 

(Millions of U.S. Dollars) 

1984 1985 1986 

Current Account Balance -288.4 -357.2 -176.0 

Plus 
Plus 
Plus 
Plus 

Private Capital and E. & 0. 
Official Amortization 
Other Officia. 
Project Loans 

70.5 
-341.4 

--
165.9 

129.0 
-406.3 

45.6 
177.5 

70.0 
-365.0 

32.0 
186.0 

Equals Basic Financial Gap -383.4 -411.4 -253.0 

Plus Reduction (-) 
of Arrears 

or Increase (+) 
174.0 -111.8 -32.6 

Equals Financial Gap (-) -219.4 -523.2 -285.6 

Less (Financial Inflows) 
ESF Loan & Grant 
Debt Relief 
Revolver Credit Facility and 
Net Change inTrade Credit 

IMF Net Resources 
IBRD Sructural Adjustment Loan 

(297.4) 
130.0 
153.7 

49.7 
-36.0 

--

(582.3) 
160.0 
274.6 

74.9 
32.8 
40.0 

(296.0) 
120.0 
136.0 

-0
-0
40.0 

Equals Over-all Balan.e 78.0 59.1 10.4 

Less Change in FX Reserves (-
an increase) 

is 
-78.0 -59.1 -10.4 

Equals Zero Per B/P Accounting 0 0 0 

Note: This table is a restatement of capital and coupensatory accounts 
shown above, but with enlarged detail. 
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TABLE III: EXPORTS BY PRINCIPAL PROCUCIS, 1982-1986
 
(Value in millions of U.S. dollars,
 

voltme in thousands of units,
 
and prices in U.S. dollars)
 

1982 	 1983 1984 1985 1986
 

Coffee
 
Value 236.9 230.1 267.3 315.1 480.0
 
Volume (46 Kg. sacks) 2,040 2,357 2,457 2,702 2,400
 
Price (per 46 Kg.) 116.13 97.63 108.8 116.6 200.0
 

Bananas 
Value 228.1 240.3 251.0 212.0 207.0
 
Volume (Metric tons) 1,013 1,012 1,020 855 910
 
Price (per Metric ton) 225.21 237.50 246.1 248.0 227..3
 

Beef
 
Value 53.1 31.9 43.5 52.9 55.7
 
Voltu e (Kilogram) 24,268 13,920 20,504 26,954 27,000
 
Price (Per kilogram) 2.19 2.29 2.12 1.96 2.20
 

Sugar
 
Value 16.6 23.9 35.5 10.5 15.4
 
VolLme (46 Kg. sacks) 1,191 1,173 2,231 697 925
 
Price (per 46 Kg.) 13.9 20.34 15.91 15.01 16.60
 

Sub-total:Traditional
 
Exports 534.7 526.2 597.3 590.5 758.1
 

Non-Traditional Exports 334.3 346.3 409.1 369.2 405.0 

To: Central American
 
Common Market 167.2 198.2 193.0 130.2 140.0
 

To: Rest of the World 167.1 148.2 216.1 239.0 265.0
 
(of which drawback)* n.a. n.a. (26.1) (28.0) (30.0)
 

rotal Exports, FOB* 869.0 872.6 1,006.4 959.7 1,163.1
 

Source: 	Central Bank of Costa Rica, February 21, 1986, for revised data for 
1984 and 1985; December 18, 1985, for forecast of 1986 except for 
coffee and composition of nonrradtional exports, which are per 
USAID/CR estimates. 

Note: *Total exports per Table III are larger than total exports (FOB) per 
Table II due to inclusion in Table III of value-added by drawback 
firms as export income. In Table II this value-added in included 
as a nonfactor service income. 
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TABLE IV:
 

Nr IMERUINAL REVES OF m CDTRAL BANK OF COSTA RICA, 1.982-1.985
 
(December 31 of each year; millions of U.S. dollars) 

1982 1983 1984 1985 

1. NEr OFFICIAL RESERVES -114.9 -92.8 -28.4 -77.0 

Assets 244.3 306.7 420.3 494.9 
Freely Disposable 133.9 58.6 95.7 113.9 
Gold 13.3 24.4 8.8 21.3 
Bank Deposits 83.9 32.7 20.2 81.7 
Foreign Exchange 36.7 1.3 1.3 0.9 
Securities -- -- 65.4 9.5 

Special Drawing Rights -- 0.6 -- 0.5 

Other Assets 110.4 248.1 324.6 381.0 
Time Deposits (CA Central 

Banks) 41.2 134.8 184.8 238.8 
Multilateral (CA clearing 

arrangements) 53.4 87.8 115.1 113.7 
Contribution to CA Stab. 

Fund) 15.8 17.8 19.2 19.2 
Other 7.7 5.5 9.3 

Liabilities 
Net Position with IMF 

-359.2 
-92.9 

-399.5 
-I9F. 

-448.7 
] -

-539.1 
-F 

Revolvino Credit Facility -- -152.3 -201.9 -276.8 
Other Short-Term -266.3 - 1.3- -7-7 

Drawing in CA Stab. Fund N.A. -32.0 -30.0 -30.0 
Banco de Mxico (and 
clearing) N.A. -5.0 -40.8 -3.2 

Banco Repdblica de 
Colombia N.A. -5.0 -5.0 -3.7 

Other N.A. -13.3 -1.5.2 -36.8 

Adjustment of Short-Term 
Liabilities (IMF) -- -- -32.8 

2. PAYbE2,'r ARREARS -1t095.0 -40.6 -144.4 -32.6 

Over 15 working days 
(imports) N.A. 40.6 26.0 --

Other N.A. -- 118.4 -32.6 

3. NET IN7TPNATIONAL RESEJvES 
(1+2) -1,209.9 -133.1 -172.8 -109.6 

Source: Central Bank of Costa Rica and IMF.
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TABLE V: MONWARY A0J01MS 1981-1986
 
(millions of colones;
 

December 31 of each year)
 

Estimate Program 
1981 1982 1983(a) 1984 1985 1986 

----------------------------------- Central bank -------------------------------

Net international reserves -32,755 -48,648 - 5,994 -11,886 - 4r680 -_3,480 
Official reserves - 7,457 - 2,682 - 4,180 - 1,890 - 4,680 - 3,480 
Payments Prrears rescheduling -25,298 -45,966 - 1,814 - 9,996 0 0 

Net domestic assets 37 181 55,585 14,942 23,353 17 580 17 695 
Net credit to public sector 
Net credit to banks 

9,651 
- 6,951 

11,881 
- 9,872 

28,985 
- 8,057 

35,649 
-12,907 

37,139 
-13,133 -15,503 

Government trust funds(b) .-... 1,098 - 4,478 -13,105 -17,820 
Stabilization bonds - 1,542 - 4,755 - 5,090 - 4,895 - 4,923 - 2,694 
Long-term foreign liabilit

ies 
Other assets net 
Counterpart arrears 

-21,498 
32,223 
25,298 

-25,271 
37,636 
45,966 

-68,127 
66,515 
1,814 

-93,578 -100,776 
95,126 112,378 
8,436 0 

-110,112 
126,685 

0 

Currency issue 4,426 6,937 8,948 11,467 12,900 14t215 

------------------------------------------Banking System-------------------------


Net international reserves(c) -32,294 -48,131 - 4r290 - 91918 - 4,086 - 2886
 

Net domestic assets 83,848 117,644 128,003 175,134 196,683 217f096
 
Net credit to public sector 9,294 11,620 26,697 30,721 30,798 30,798
 
Central Government (7,370) (6,592) (10,067) (11,400) (12,618) (12,618)

Rest of public sector (1,924) (5,028) (16,630) (19,321) (18,180) (18,180)


Credit to private sector 13,228 18,109 27,549 32,531 38,647 42,528
 
Other assets net 36,028 41,949 71,943 103,446 127,238 143,770
 
Counterpart arrears 25,298 45,966 1,814 8,436 0 0
 

Government trust funds(b) .... 
 1,098 4,478 13,105 17t820
 

Long-term foreign liabilities 24,732 29,56 69,998 97,145 105f283 114,612
 

'Liabilities to private sector 26,822 40,357 52,617 63,593 74,209 81,778
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TABLE V (C0NTINEtD) 

Percentage Change (d) 

Banking System 	 1982 1983 1984 1985 1986 

Net 	dorestic assets 33.9 13.3 12.0 12.3 10.5 

Net 	credit to public sector 25.3 3.3 -4.9 0.3 0
 

Credit to private sector 36.7 52.1 17.9 18.8 10.0
 

Liabilities to private sector 48.5 28.7 11.6 16.7 10.2
 

Source: Central Bank of Costa Rica, December 1985. 

Notes to Table V: 

Exchange rates utilized for conversion of foreign exchange to colones 
are 	as follows per U.S.$ 1.00: (1981) 038.50; (1982) 041.40; 
(1983) 045.00; (1984, 1985 and 1986) 060.00.
 

(a) Reflects the full effect of rescheduling of payments arrears.
 
(b) 	 Includes counterpart of grants to the government and to Central 

Bank. 

(c) Includes payments arrears only for net international reserves of the 
banking system. Other payments arrears, i.e., of Central Bank and 
of the banking system are not included as they were not known at the 
time of construction of this table. We are, however, of $ 32.6 
million of foreign exchange paymert arrearages. 

(d) 	 Percentage changes have been calculated using the same exchange rate 
for the conversion of foreign exchange to colones in each of the 
years coapared. 

/ 
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TABLE VI: WATIOS OF THE NOWFINACIAL PM:LIC SIOR, 1982-1986 (A) 

(In millions of colones) 

1982 1983 1984 1985 1986 

Central administration 
Revenue 
Expenditure 
Current 
Capital 

-3,258 -4f627 -4,517 
14,026 21,417 27,012 
17,284 26,044 31,529 
(15,072) (20,953) (26,137) 
( 2,212) ( 5,091) ( 5,392) 

-3,225 
32,100 
35,325 
N/A 
N/A 

-3100 
38,700(B) 
41,800(B) 

N/A 
N/A 

Rest of general government 
Revenue 
Expenditure 
Current 
Capital and net lending 

184 2,412 1,668 
10,782 17,555 15,176 
10,598 15,143 13,508 
( 9,085) (13,806) (11,916) 
( 1,513) ( 1,337) ( 1,592) 

2,500 
20,200 
17,700 
N/A 
N/A 

2,700 
22,200(C) 
19,500(C) 
N/A 
N/A 

State enterprises 
Revenue 
Expenditure 
Current 
Capital and net lending 

-5,696 -1,737 7 
18,374 29,545 34,152 
24,070 31,282 34,145 
(20,653) (26,826) (30,217) 
(3,417) ( 4,456) ( 4,328) 

-2,400 
37,200 
39,600 
N/A 
N/A 

-2,700 
40,900(C) 
43,600(C) 
N/A 
N/A 

Public sector current account 
deficit (-) 

General government 
State enterprises 

-2 431 
-7 

-2,414 

5,020 
2,97-
2,123 

7,510 
3,867 
3,643 

N/A N/A 

Public sector overall 
deficit (-) 

External (net) 
Domestic 
Banking system 
Other 

External arrears 

-8,770 -3,952 -2,842 
-1,505 - 324 - 384 
2,697 14,766 159 

(1,872) (13,889) (-1,122) 
( 825) ( 877) ( 1,281) 
7,578 -13,767 3,067 

-2,100 
N/A 
N/A 
N/A 
N/A 
N/A 

-3,100 

Central administration items 
as percent of GDP-
----Deficit (-): 
----Revenue: 
----Expenditure 
Nonfinancial public sector 
deficit (-) as percent of GDP 

3.4 
14.4 
17.7 

-9.0 

-3.6 
17.0 
20.6 

-3.1 

-3.0 
17.9 
20.9 

-1.9 

-1.7 
18.7 
20.4 

-1.7 

-1.5 
19.3 
20.8 

-1.5 

Central Bank operating deficit 
(-) as percent of GDP -5.6 -5.0 -4.7 -5.4 -4.7 

Total Public Sector deficit 

(-) as percent of GDP -14.6 -8.1 -6.6 -7.1 -6.2 

Notes: See Table VII. 

IIA
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TABLE VII:
 
ESTIMATED NET I OF THE CENTRAL BANK, 1985 - 1986
 

(Inmilions of colones)
 

1985 Proj. 1986
 
(060u l) (sz
6OUSsl)
 

I; Interest Earned 7,277 5,863
 
1. Rescheduling - Tranche I 1,734 1,734
 

- Tranche II 750 678
 
- Revolver 600 390
 

2. Interest received 4,193 3,061
 

II. Interest paid 15,840 14,410
 
1. External Debt 11,568 ,40
 
2. Bank deposits F/E 1,074 1,020
 
3. Stabilization bonds 800 600
 
4. ESF trust account 1,000 550
 
5. Other 1,398 --

III. DIFFEE2UZE (I-II) -8f563 -8,547
 

IV. OTHER NET OPERATING LCSSES - 990 - 990 

V. TOTAL LOSSES (III+IV -9t553 -9t537
 

Source: Central Bank of Costa Rica (01/14/86)
 

Note: According to Central Bank staff, accounting for this table
 
is on a cash-flow basis, i.e., receipts and payments received
 
in currency rather than on accruals basis.
 

Notes to Table VI: Source: Ministry of Finance. (A) Data for 
1984-1986 reduce coverage of public sector operations to include the
 
19 largest decentralized institutions and state enterprises. (B)
 
Data on central administration operation for 1985 and projection for
 
1986 were released by Minister of Finance on March 4, 1986. The
 
revenues projection for 1986 includes 02.5 billion from higher
 
revenues due to higher prices of coffee and 01.0 billion as a
 
transfer from RECOPE (i.e., would continue same practice as 1985 and
 

also hold retail petroleum product prices at present levels).
 
(C) Assumes growth of revenues and expenditures of 10 % in 1986 for
 
the rest of general goverrnent and the state enterprise sector.
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TABLE VIII: PR3ECTM BALANCE OF PA 9m21TS AND DEBT SERVICE, 1984-1990 

(Data in millions of U.S. dollars and percent) 

1984 1985 1986 1987 1988 1989 1990 

B/P Current Account Balance -327 -310 -258 -210 -213 -229 -246 
Net Private Capital 95 42 73 76 83 132 140 
Net Public Sector 89 138 31 -237 -62 -85 -64 
Disbursements to Public Sector 201 293 263 348 353 305 300 
Amortization of Public Sector -412 -406 -361 -585 -415 -390 -364 
Refinancing (Existing Agreements) 154 278 135 -- .. .. 
Official Transfers (Inc. ESF grants) 109 212 172 120 65 65 60 
Financial Gap (Req. B/P assistance) .. .. 56 330 212 209 208 
Over-all Balance (Inc. Net. Int. Res.) -110 105 80 79 85 92 98 

Public Sector Debt Service 	 426 481 576 931 767 750 732 
--Amortization 112 155 232 585 415 390 364
 
--Interest 314 326 344 346 352 360 368
 

Debt Service as Ratio of Exports 
of Goods and Nonfactor Services 

-- Before Debt Relief (Percent) 58.7 60.5 55.0 67.2 50.7 44.8 39.5 
-- After Debt Rescheduling (Percent) 35.2 38.4 45.0 44.6 37.4 32.9 28.7 

Source: 	 See text; based upon IBMD Debt Reporting Service; information of GOCR, 
and IMF staff estimates. 

Note: Estimates for the years 1984, 1985, and 1986 included in this table do
 
not necessarily conform to B/P estimates presented in Tables II and III
 
due to the fact that this estimate was prepared in July-August 1985.
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4. Economic Transformation 

In recent years writers on political economy have come to 
distinguish and separate analysis of a country's economic problems into 
stabilization and structural categories. Within this dichotomy the term 
stabilization connotes a programmatic remedy for an economy de-stabilized 
by temporary foreign exchange scarcity and accelerating inflation. 
Structural reform or adjustment connotes that there are chronic, if not 
acute, problems with the country's economic structure and that these 
problems are susceptible to correction only during a longer time period. 
From the viewpoint of results, an economy can be stabilized in a 
relatively short period of time, such as two or three years, with a 
coherent monetary, fiscal, and exchange rate program, and one can see the 
evidence of stabilization in a strongly reduced rate of inflation and 
public sector deficit. Structural ceform is more elusive in regard to 
evidence of success and the relevant time period in which to find that 
success. Moreover, the country-specific economic topology may posit 
inportant differences for structural reform. For Costa Rica, a small 
open economy, export growth is the lifeline to higher standards of living 
and evidence of successful economic transformation. Attainment of this 
goal and restoration of Costa Rica's external creditworthiness, for which 
evidence of success is very recent and only partial, requires also the 
avoidance of sharp declines in real income, sharp increases in 
unemployment, as these are very likely to discredit sound but longer-term 
economic programs, i.e., economic programs that improve the mobilization 
of domestic savings, increase investment in export expansion, reduce 
waste in the public sector, and also reduce waste in the private 
sector--which may necessarily include curbing areas of high profitability 
obtained solely from tariff protection.
 

Even though IMF programs are commonly identified as focussed on 
stabilization objectives and World Bank balance of payments support 
operations bear the title of Structural Adjustment Loans, at this 
juncture in Costa Rica .e believe that these programs should be judged 
from the optic of longer term economic transformation. Even though Costa 
Rica attained general compliance with the two formal IMF Standbys in the
 
period 1983-1985, and the evidence indicates increasing economic
 
stability, the country has not yet restored its external creditworthiness
 
sufficiently to obviate the need for new LkT arrangements and further 
rescheduling of external debt. In addition, certain policy instruments 
that have been governed in the case of Costa Rica principally through IMF 
arrangements, notably the exchange rate and the public sector deficit, 
are key elements in any coherent program of longer-term economic 
transformation. The World Bank and AID programs are more obviously aimed 
at economic transformation and recovery over a medium to long-term time 
horizon (5-10 years) and aimed at improved economic efficiency in both 
the public and private sectors. 
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5. Transformation of Trade Structure 

The structure of Costa Rica's existing trade arrangements within 
the heavily proteced Central American Common Market (CACM) has produced a 
structure of production oriented to the small domestic and regional 
narkets rather than for markets outside the region. At present, the CACM 
is in crisis, and slow growth of this market must be assumed under the 
beat of circumstances. Moreover, a recent study shows that the net 
effect of Costa Rica's exports to the CACM is not large. In the most 
prosperous years of the CAC)I, Costa Rica's exports of manufactured goods 
to the region represented about 12 % of the gross value of industrial 
production and that about 80 % of industrial output was consumed 
internally. D.'en in the late 1970s and early 1980s, when exports of 
manufactured goods to the CAO4 equaled one-fifth of all comnodity 
exports, the value added of these goods approximated only 1.6 % of GDP. 
Apart from low impact, the CACV, Comon External Tariff (CET) has imparted 
a high degree of effective protection to final consimer goods 
industries. Consequently, consrmer goods industries avoid the 
competition from imported goods that would help them to become price 
competitive in third country markets. 

Costa Rica's trade with Central America has declined in real terms 
since 1979, and in 1985 the crisis of the CACM Clearing House produced a 
$ 62 million decline in Costa Rica's exports to the CAM (i.e., from 
$ 193 million in 1984 to $ 130.2 million according to preliminary 1985 
data; see Table III). The clearing house crisis began in the period 
1980-1982 with the Nicaraguan freeloading off other CAC(M merbers, and 
Nicaragua now owes $ 400 million to other CAC?4 countries, and about half 
of that to Costa Rica. As a result of imitation -s well as through 
retention of over-valued exchange rates, the other three CACM countries 
have also run up significant net debit baslances with Costa Rica, which 
totalled $ 131 million by mid-1985. In May 1985, the Central Bank of 
Costa Rica imposed a limit on its exports to each of the other CACM 
countries, allowing exports only to the extent of its imports from each 
country for all payments processed through the Clearing House. In July 
the Central Bank of Costa Rica obtained agreements with the central banks
 
of Honduras and El Salvador which provide credit terms to them in regard 
to new trade arrearages and the one-to-one limit on exports to those 
countries was dropped. However, approximately equivalent credit terms 
were imposed on Costa Rican exporters by the Central Bank of Costa Rica, 
who are paid in a combination of cash and Central Bank certificates of 
deposit. Inasmuch as the CDs were readily negotiable at the San Jose 
stock exchange, the discount from the unified colon exchange rate was not
 
large--less than 10 %. However, in February 1986 the Central Bank 
enacted new regulations governing trade with El Salvador and Honduras 
that, in effect, enforce payment for exports to these countries in 
convertible foreign exchange (and eliminate payment through the CACM 
Clearing House) and i..-ports from these courtries are now subject to the 
same prior deposits as apply to other third countries. 

Adoption of a tougher collection policy by Costa Rican authorities 
on CACM trade debt is a direct consequence of the fact that Costa Rican 
exports to the CACM have an average 50 %imported component and that 

yI 
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Costa Rica has to pay for those inports with convertible foreign 
exchange. Thus, if one assLmes that the CAOM trade debt to Costa Rica 
would continue to grow to the point where credit balances become de facto 
gifts, then a reduction in Costa Rica's exports to the CACM would save 
foreign exchange. We suspect that the impact of these new measures will 
signify stagnation of Costa Rican trade with Central America in 1986 even 
with a coffee boom. In the case of Guatemala, after several months of 
export paralization under the one-to-one rule, a settlement was reached 
in regard to payment and in early 1986 Costa Rica resarned unrestricted
 
trade with Guatemala. In the case of Nicaragua, with the exception of 
electric power (which is paid with Nicaraguan exports to Costa Rica), all 
other Costa Rican exports to that country have to be paid in advance in 
convertible foreign exchange. 

Beginning in 1983 the Menge administration undertook several
 
actions to rake exporting more attractive. These included suppression
 
of a tax on the exchange rate differential, retoval of an ad valorem
 
export tax on nontraditional ..
xports to outside of the CACM, removal of
 
income tax on nontraditional exports to outside of the CA04, creation of
 
a ministry of exports, and the unification of exchange rates. Costa
 
Rica's nororaditional exports (i.e., excluding coffee, bananas, sugar,
 
and beef) to third country markets, i.e. non-CACM, increased by $ 90.8 
million in the two-year period 1984-1985. Available data indicate 
significant increases in exports of shrimp, alcohol, furniture, clothing 
and undergarment items, cut flowers and ornamental plants, cacao, and 
chocolate. The increase in nontraditional export earnings cited here is 
less inpressive than shown by U.S. data on imports from Costa Rica
 
because the U.S. data is on a gross value basis while the Costa Rican
 
data include only value-added for drawback industries. The Cental Bank
 
estimates drawback value-added at $ 25 million for 1985. Further
 
increases in nontraditional exports, particularly ornamental plants and
 
flowers, and selected fruits and vegetables, macademia nuts, cacao, and
 
pineapple are possible in coming years if specific market problem and
 
infrastructure problems are solved and if additional investment takes
 
place.
 

Good exchange rate rranagment is a key necessary condition for the
 
expansion of Costa Rica's nontraoitional exports and also for the health
 
of her traditional exports. In particular, nontraditional exports will
 
not expand unless they are sufficiently profitable because potential
 
investors avoid activities of low profitability and because the already
 
committed investors would lack the profits to plow back into expansion of
 
their export operations. Given the practical limits to export
 
subsidies, i.e., the impact on fiscal expenditures and foreign coapetitor
 
legal retaliation, good exchange rate management is the retaining most
 
effective policy tool for increasing export profitability. Recourse to
 
this tool may be necessary even if, for distributional reasons, increased
 
profits for certain other exports are captured via increased taxes. 
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Given the relative openness of the Costa Rican econc-y, which 
entails a high ir.flation pass-through from devaluation, real effective 
devaluation on the order of 5 % per annum is probably a politically 
feasible limit due to the adverse effect on real incomes from stronger 
devaluation. For example, in nominal terms such devaluation would outrun 
domestic intlation by about 5 percentage points, e.g. a devaluation of
 

15% in the context of 10% inflation (assuming trading partner inflation
 

at zero). Given the inauspicious medium-term outlook for Costa Rica's
 

balance of payments, the existing trade deficit, and the size of the B/P
 

current account deficit, it is not inconsistent to press for continuing
 

real devaluation while eschewing the stronger devaluations which are
 
quickly eroded by accelerating inflation. The Colon is still overvalued
 

in the sense that the market clearing exchange rate without substantial 
external balance Gf payments assistance would be much higher (and with 
lower real incomes in Costa Rica). 

Costa Rica's exchange rate management has improved in recent years. 
In 1983 the Central Bank unifed the "free" bank and inter-bank exchange
 

rates and reduced the percentage of export proceeds that had to be
 

liquidated at the lower official rate (0 20 per U.S. dollar). In 1984 
the colon was devalued from 0 43.65 to 0 48.00 (nominally by 10.0 %) in 
four mini-devaluations, and in 1985 the colon was devalued from 0 48.00 
to 0 53.95 (nominally by 12.4 %) in twenty-one mini-devaluations. 

According to the purchasing power parity concept and taking September 
1982 as the base period, as of October 1985 the real devaluation of the 

Colon for this three-year period amounted to 5.0 % according the 
trading-partner weighted index prepared by the Central Bank. 

Apart from exchange rate, excessive levels of tariff protection
 
incorporated in the Comron External Tariff (CET) of the CKY has also 
been an important source of anti-export bias and of economic waste. High
 

levels of effective protection encouraged businessmen to invest in
 

production for the domestic and Central American markets rather than in
 
production for the world market. CACM member countries agreed in
 

December 1984 to a reform of the CET to reduce the level of effective
 
protection (i.e., the percentage by which the domestic value-added can
 

exceed the internationally co.Tpetitive value-added) to a range of 50 % to
 
150 %. This reform was ratified by CACM4 governments in early 1985; the
 

specific tariffs were agreed upon in S'-rte'rber 1985; and the new tariffs
 

and custom ,'iluation system were irple-rented on January 1, 1986. Related
 

to this reform, Costa Rica negotiated with the World Bank for a 
Structural Adjustment Loan (S 80 million) and tariff reform was also a 
key condition of this prograT.. The tariff reform must be viewed as a 
first step toward the rationalization of Costa Rican manufacturing
 

industry inasr-uch as it will discourage investment in the production of 
goods which require excessive protection, that is production where costs 
are strikingly higher than those in the world economy. Thus, the 
benefits are mainly in the form of directing new investment resources to 
creas of higher social (as well as private) profitability.
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6. Reform of the Financial Sector
 

A significant reform process led by the Central Bank has reduced
 
the scope of administrative allocation of bank credit and to increased
 
the role of interest rates in allocating credit and mobilizing domestic
 
savings. The Central Bank's 1986 credit and interest rate programs
 
incoporate precepts formrulated and agreed upon in policy disucssior.s
 
between personnel of the AID Mission and the Bank during the second half
 
of 1983. Beginning in 1984 the Central Bank took steps toward
 
eliminating "topes", i.e., the numerous allocative credit categories,
 
that had been for many years its principal tool of credit allocation and
 
albeit a non-price allocative instrL'oet. As recently as 1983, its
 
credit program contained quarterly ceilings tor each of the four
 
state-owned co.,mrcial banks for eight broad economic categories and,
 
within these, there were 53 specific "topes" defined by activity or
 
crop. The 1984 program contained five broad allocative categories and a
 
total of 23 "topes". T _ 1985 credit program continued the movement away
 
from credit allocaction and consisted of only quarterly global credit
 
ceilings for each of the four state-owned banks with a breakdown by three
 
broad economic categories. The 1986 credit program continues the process
 
of moving from credit controls based on detailed allocation to reliance
 
on orthodox instruments of monetary policy and market determined interest
 
rates.
 

Prior to 1983, interest rates on loans were used in conjunction 
with the system of detailed credit allocation as a means of subsidizing 
activities that the government wanted to promote. Moreover, interest 
rates on both deposits and loans (also set by the Central Bank) were 
frequently negative in real terms. Interest rates on bank term deposits 
were seldom set at levels to attract savings but rather as a me3ns to 
keep the cost of credit low. With the decline of inflation and in line 
with the policy goal of the Monge administration, positive real interest 
rates emerged in late 1983. Beginning in 1984, subsidized ci-dit has 
been extended only to small producers and the total amount has been 
limited to less 16 % of the total credit portfolio of state-owned 
banks. In December 1984, the Central Bank allowed banks more 
flecibility in the setting of interest rates, and, at present, each bank 
is allowed to charge on loans and to pay on deposits up to 3 percentage 
points above or below the respective rates set by the Central Bank. 
However, for the unsubsidized credit portfolio bank interest charges are 
still set by four defined economic activities, with base rates ranging 
frcm 20 % to 28 % per annum and r-flecting a political bias favoring 
agriculturalists and manufacturors with less costly credit than merchants 
and considers. 

The state-owned commercial banks represent the predominant share of
 
financial intermediation activities in Costa Rica, accounting to about
 
95 % of deposits and 85 % of loans in all banks and finance companies. 
This market dominance is explained by the monopolistic privilege on 
demand deposits granted to the state-owned banks since 1948. However, 
due to lack of competition and overegulation, state banks have cumbersome 
operating procedures, suffer political interference in the granting of 
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credit, and have high operating costs and low portfolio turnover. 
Poor service and the need to make repeat trips to the bank also 
impose high transaction costs to savers and borrowers. For example, 
a recent study based on a sample of 394 loans made in 1983 at 
selected rural branches of a leading state bank indicated that the 
non-interest costs of obtaining and presenting the required 
loan-related doctrents as well as visits to push the approval 
process amounted to 11.5 % on an annualized basis. 

A fair comparison of the state-wrned banks of Costa Rica with 
banks of the same size in other Western countries would conclude, we 
believe, that the former are overly bureaucratic in procedural form 
and operations and are overstaffed. This otviously translates into 
lower returns to savers and higher costs to borrowers. Rough 
estimates indicate that the spread between the average rate charged 
on loans and the average rate paid on deposits at the state banks is 
about ten percentage points. However, despite this high spread, 
their profitability is low when corpared with private banks 
operating in Costa Rica. In 1984, profitability expressed as an 
average return on equity was 3.7 % for state banks and 21.9 % for 
private banks, and as an average return on total assets itwas 0.2 % 
for state banks and 4.5 % for private banks. 

Any worthwhile reform of the Costa Rican banking system
 
should aim at improving its efficiency. We recognize that the
 
specifics of any reform of the financial sector would generate
 
political controversy. However, the inefficiencies of the Costa
 
Rican financial sector are too large to be easily reduced in the
 
absence of a substantial reform effort. In our view, a genuine,
 
worthwhile reform must include (a) the ability of all cormercial 
banks, state and private, to deposit accounts on equal ters, (b)
 
the powers of bank top rran-agment should be increased and those of
 
directors should be decreased (in practice this would apply more to 
the state-owned banks), and (c) the powers of the Superintendency of 
Banks, particularly to audit banks and impose sanctions, should be 
increased. In regard to the state-owned banks, laws and regulations 
should be adopted to give bank administrators and lower level loan 
corwittees more amnle attributions to approve loans, to simplify 
bank proceedures, to rt.uce processing bottlenecks, thereby reducing 
the presently high transac'ions costs. In regard to private banks 
and finance coripanies, the i:is and regulations that limit their 
scope and activities should be removed. The recent reform of 
interest rate structure to positive real rates, to market 
determination of interest rates, and away from negative real rates 
of interest and fram the non-price directed allocation of credit 
should be retained. We judge that the existing dispersion in 
interest rate structure is high, largely due to administrative 
determination, ard would be lower with a more market determined 
structure, that is, in accordance with the term, cost, and risk 
associated with different types of deposits, borrowers, and 
activities.
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7. Transformation of Public Sector Finances 

The public sector deficit has been reduced in recent years, 
in total from 14.6 % of GDP in 1982 to about 7.1% of GIP in 19851 
see Table VI. The latter is still too high for price stability 
and a goal of 3.0 % of GDP by 1990 would be in line with stronger 
price stability and a B/P current account deficit or the order of
 
5.3 % of GDP. Hor.'ver, the method of achieving this longer-term 
goal also impacts on other economic objectives. In recent years, 
particularly since the economic crisis of 1980-1962, reduction of 
the public sector deficit has been accomplished through increasing 
tax revenues ard the charges of state enterprises rather than 
through containment of public sector expenditures. In addition, 
public sector and central goverrnment current account savings are 
small, and this fact plus the goals of reducing the over-all public 
se:tor deficit impact against capital formation in the public 
se-tor. Moreover, a higher tax burden also reduces private sector 
d.sposable income and this can ifp. ct negatively upon czpital 
formation in the private sector. The Monge administration has 
relied primarily onon stop-gat revenue measures to reduce the 
deficit of Costa R i's nonfinancial public sector and not upon 
measures to reduce current expenditures in real terms and public 
sector employment. The importance of an early reduction of deficit 
to price stability obviously tilted Costa Rican policymakers toward
 
revenue enhancement. However, the consequences of that tilt are
 
unfavorable to longer-tern economic grakh and external donors have 
sought to counter public sector expansion. In particular, the 1985
 
IT Standby set a cumulative limit on central administration
 
expenditures (which was impleTented) and the World Bank SAL
 
requested a freeze on public sector employment (which was not 
entirely effective, public sector exployment increased by 3,000 
positions from March 1984 to the end of 1985). 

During the past decade the tax burden in Costa Rica has 
increased. Central administ-ation tax revenues grew from 12.5 %of 
GDP in 1975 to 17.9 % of M)P in 1984, and available data indic te 
that the total tax burden including social security charges 
in.reased from 16.7 % of GDP in 1976 to 25.6 % of GDP in 1984. The 
large public sector deficits of the late 1970s plus economic
 
stagnation after 1980 accounts for these higher ratios. Even though 
one might suspect that the growing tax burden caused the recent 
economic crisis and stagnation, evidence supporting this hypothesis 
is not impressive, at least for the period 1975-1984. As noted in 
San Jose cable (85) 9857, a recent Mission-sponsored study of the 
evidence on saving, investment, and economic growth as linked to the 
tax burden, failed to find a significant causal linkage. That 
study cited, however, the i-portance ot three noteworthy non-tax 
economic policies, as follows: (a)interest rates set at levels that
 
made then negative in real terms and which produced a low ratio of 
domestic savings to GDP and also a generally low qality of private
 
sector investment activity, (b)heavy1 public sector external
 
borrowing used mainly to defending a fixed ex.change rate 
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held at substantially overvalued levelr, which stimulated the 
consumrption of imported goods and decreased the profitability of 
exports, and (c) a highly protectionist tariff, which favored 
domestic manufacturing and oriented investment toward expansion 
based mainly upon the domestic market. This study also noted that 
the relative burden of the income and profits tax was low until 
after 1982 and indirect taxes were relatively high and that from 
this point of view the tax structure had been favorable to saving 
and investment. However, the study does not rule cut a possible 
future negative impact from a higher tax burden after 1982. As a 
signal of public awareness of the heavy burden of these taxes, 
during the 1986 election campaign both of Costa Rica's major 
political parties advocated reduction of the personal and corporate 
income tax rates. In San Jose 9857 we concluded that due to changes 
enacted in 1984 the personal incowe tax in Costa Rica is not now as 
onerous due to the broadening of brackets, increased tax credits, 
and preferential treatment of capital income. However evasion is
 
serious, suggesting that further rate reductions should be
 
undertaken alona with improved aduinistration. In regard to the 
corporate income tax, the dominant marginal rate is high (50 %), and 
this encourages evasion and discourages investment. 

The deficit of the nonfinancial public sector has been
 
reduced in successive stages in recent years from 9.0 % of GDP in
 
1982 to 1.7 % of GDP estimated for 1985. However, as is indicated 
in Table VII, the Central Bank net operational losses account for a
 
sizeable portion of Costa Rica's public sector deficit, and these
 
losses have been on the order of 5 % of GDP in recent years.
Inclusive of these losses, the over-a.l public sector deficit has 
been reduced from 14.6 % of GDP in 1922 to 6.2 % a' a preliminary 
estimated for 1985. The economic significance of Central Bank 
financial losses consists in the fact that these losses require 
money creation in the form of an expansion of Central Ban- currency 
issue and this has the s&.oe irpact as monetizatio; of a delicit of 
the nonfinancial public sector. The effect is also identical, 
other things equal, less banking system credit is then available to 
the private sector. Tn broad perspec'.ive, IMF-format monetary 
tables (see Table V) demonstrate the more usual elements creating 
and extinguishing money. For example, a balance of payments surplus 
(i.e., increase in net international reserves) or an increase in 
banking system credit to the public (private) sectors or Central 
Bank losses increase money in circulation, and a balance of payments
 
deficit (i.e., decrease in net international reserves) or a decrease
 
in banking system credit to the public (private) sectors or a
 
reduction in Central Bank losses reduce money in circulation.
 

As is confirmed inTable V (see net domestic assets, "other 
assets, net"), the major source of monetary expansion in Costa Rica 
arises from losses of the Central Bank, and these losses arise 
mainly from the irbalance between the size of its interest-earning 
assets and of its interest-paying liabilities. Regarding the 
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latter, the largest element is interest on external debt accumulated
 
in the late 1970s to defend the Colon. Other interest-paying
 
liabilities include Central Bank interest payments on stabilization
 
bonds and its interest payments on dollar-denominated deposits of
 
the Costa Rican cowercial banks. At present, and due to low
 
interest-earning assets, Central Bank interest incoe is low. Even
 
though cited in Table VII, interest payments on ESF local currency
 
deposits are not properly judged as a Central Bank loss item as long
 
as the demonetization of such deposits exceeds the amount of
 
interest paid.
 

The Central Bank has to make heavy interest payments on
 
medium and long term external debt, of which 0 9.4 billion are on
 
its "own" external debt. Unfortunately, the measures that can be
 
taken by the Central Bank to reduce its losses are quite limited.
 
In 1985 the Central Bank redeemed most of its stabilization bonds,
 
which reduced interest payments, and over the longer term the
 
Central Bank could atte,-pt to increase interest ear-i.-qs through
 
expanding rediscount operations. However, rapid inplenentation of
 
that solution is obviated by the existing size of Central Bank
 
losses as well as prudent limits to monetary expansion. The heart
 
of the issue is that Central Bank losses are presently so high that
 
given due exercise of monetary prudence the Central Bank is unable
 
to purchase other domestic assets so as to gain the additional
 
earnings needed to re,4uce its losses. In effect, there is no way
 
out of this vicious circle without a fiscal subsidy. We are
 
informed that central government is cons'idering a subsidy of the
 
Central Bar" in 1986 on the order of V 1.0 billion.
 

The usual, standard case argumrent concerning central
 
bank losses is that such losses are only transitory and hence not to
 
be viewed with the same abhorrence as the deficits on the
 
nonfinancial public sector. The argument goes as follows: Central
 
Bank losses are usually reduced strongly during the surplus phase of
 
the balance of payments cycle. That is, foreign exchange reserves
 
are built up and placed in interest bearing securities outside the
 
country and the earnings of these securities comee to offset the
 
losses. Obviously, if Costa Rica were able to build up net
 
international reserves to about $1.5 billion, its Central Bank
 
losses would disappear.
 

Apart from the consequences of public sector expenditures on
 
inflation, the size and complexity of the public sector in Costa
 
Rica raises the question of efficiency of public sector operations.
 
The COCESA divestiture program is justified as a method of reducing
 
the drain of financial sector credit resources to an allocation
 
which is unable to pay interest and to make those resources
 
available not only to private sector borrowers but also to users who
 
are willing and able to pay interests rates well in excess of 20 %
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per annum. Even though OX3ESA is an exceptional case of intrusion 
of the public sector into an operation better left to private sector
 
and possibilities of liquidation through bankruptcy, an honest
 
examination of public sector operations would likely uncover several 
areas where public services could be provided in more efficiently,
 
that is, at lower cost and with fewer public sector enployees. 

Over-staffing in the public sector is suggested by the fact 
that public sector employment has been growing faster than private 
sector efployment. During the past two decades the share of public 
sector enployment in total employment has gone from 13.3 % (1963) to 
19.0 % (1983). Costa Rica's relatively low open unefrployment rate
 
is explained in part by high public sector employment. As is noted
 
in a recent study (Gary S. Fields, Employment and Economric Growth in
 
Costa Rica, December 1985) expansion of public sector epployment 
poses a potential problem for two reasons. One is that public 
sector enployment expansion may or may not proceed in accordance 
with labor productivity, and we know of no systematic studies
 
addressing the question of whether employment in the public sector 
at the margin is more or less productive than in the private sector 
in Costa Rica. However, what is clear is that public sector wages
 
are on the average about 70 % higher than private sector wages, and
 
that these wage differentials stand up even after standarizing for
 
differences in workers' education and experience. Consequently,
 
private sector workers in Costa Rica on the whole aspire to jobs in 
the public sector, and this in turn leacs to shortages in private
 
sector o-cupations which require the highest amounts of education. 
We suspect that income distribution consequences of abundant public 
sector employment are unfavorable, i.e., low income taxpayers 
support higher income public sector workers, and perhaps for a 
volume of public sector employent ti~at is higher than necessary. 
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L ISH TRANSLATION 

March 17, 1986 

Mr. Lewis Tarnts 
Arbassador 
BTbassy of the United States
 

of Anerica 
San Jose 

Dear Mr. Arntassador: 

It is a pleasure to write to you at this time to convey rny regards and to 
acquaint you with a series of deliberations that I have pursuing since my 
election to the Presidency of the Republic on February 2 of this year. 

Various policies and program developed by the adninistration of
 
President Monge involve obligations which will extend into the period
 
during which I must preside over the Government of Costa Rica. In
 
reviewing these programs, I am particularly interested in beconing 
acquainted with the agreenents reached with various international 
entities. 

I have begun a careful study of the economic support arrangenents that 
this country has obtained from friendly countries and financial
 
institutions. A.I.D. financial assistance to the Goverrment of Costa
 
Rica has received my special attention: I cannot fail to express the
 
gratitude we feel towards the Governent of the United States for this 
assistance.
 

In a recent visit with Messrs. Daniel Chaij, Richard Archi and Rodolfo 
Cortis, as well as Messrs. Jorge Rossi, Jorge Manuel Dengo and Rodrigo 
Arias, I was informed of progress in irplrnenting various programs 
supported by A.I.D., including especially the divestiture of the CXDESA 
enterprises, the organization of the Housing Mortgage Bank, and the 
International Agricultural School for the Iiurnid Tropics.
 

r/
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At that time, Mr. Chaij expressed his concern about some aspects of the 
abcve-mentioned programs. In the case of 0DDESA he indicated that, with 
the change of government, there might be doubts on the par of the U.S. 
Government as to whether the new Government of Costa Rica would alter the 
present course of action. In the case of the International Agricultural 
School for the turnid Tropics, there has been concern about the delay in 
the process and some confusion about its status as an international 
institution, about the exonerations which have been requested, and about 
its relationship with the Costa Rican Council of Rectors. Finally 
several very specific points were raised in connection with the progress 
of the Housing Mortgage Bank bill, and the financing the Bank would 
receive from A.I.D.
 

With respect to XX)ESA, allow me to reaffirm the determination of my
 
Government to continue and accelerate the program which was established 
in accordance with (our) agreement and in corpliance with Executive
 
Decree No. 16007-E-NIEC. We do not conterplate any change in the process
 
which has been initiated; my goal is the strengthening of the private
 
sector action as the main dynamic element of the economny of Costa Rica.
 

The function of the State, in the view of the Liberaci6n Nacional party,
 
will continue to be one of promting and regulIatigwithout
 
contemrplating the participation of the Government and its institutions in
 
the processes of production (after the model of the "Entreprenurial
 
State").
 

I do not consider it opportune to detail here what inmy opinion would be 
a repetition of elements of the agreements now in force concerning (XIESA 
or other programs; but I have asked the First Vice President of the 
Republic, Ing. Jorge Manuel Dengo and the Minister of the Presidency, 
Lic. Rodrigo Arias, to formulate a complementary merorandum to this 
letter, based on the reaffirmation of the intentions of my Government to 
go forward with the processes initiated by the present administration. 
The above-mentioned document will treat in an specific way the different 
aspects that could be subjects of concern or uncertain.y for the 
Goverrynent of the United States. 

Sincerely, 

Oscar Arias Sinchez
 
President-elect of Costa Rica
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ENGLISH TRANSLATION
 

San 	Jost, March 25, 1986
 

Mr. Lewis Tambs
 
Ambassador
 
United States Embassy
 
San 	Jost
 

Dear Mr. Ambassador:
 

I am pleased to write to you, at the instructions of the President-elect,
 

to confirm in detailed form the willingness of the new Government to
 

maintain the agreements relating to the sale of CODESA's subsidiaries,
 

and also to define the necessary conditions to establish a Central
 

Housing Mortgage Bank.
 

Execution of the CODESA program
 

In regard to the first point mentioned above, there are certain decrees
 

and agreements which establish the basis for the sale or transfer of
 

CODESA's susbsidiaries. Among these, the most important are: a) Law No.
 

6811 dated Septecber 10, 1982; b) Law No. 6955 dated February 24, 1984;
 

c) Decrees Nos. 16007-P-HEC and 16520-P-HEC; as well as various Cabinet
 

agreements related to the sale of shares and extension of the program's
 

deadline. Finally there is a Memorandum of Understanding between the
 

Go'ernment of Costa Rica and the Agency for International Development
 
(AID), where terms of financial support of the program are defined.
 

In the Memorandum of Understanding, the Government through its President
 

and 	Cabinet, agreed on February 6, 1985, that CODESA woufd have to:
 

A. 	 imediately sell its subsidiaries;
 

B. 	neither make new investments nor participate in the creation of new
 

subsidiaries;
 

C. 	 incur no new obligations, nor give any guarantee to finance
 

investments, except for existing commitments that have been ratified
 

by the Cabinet. The parties have agreed on A.I.D. financial support,
 

up to an amount of t140 million in local currency under the Grant
 

Agreement for Economic Stabilization and Recovery of Costa Rica, to
 
help in selling CODESA's subsidiaries.
 

(There are other relevant items which we need not mention here).
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In accordance with the above-mentioned documents and with the
 
President-elect's letter of March 17, 1986, I am pleased to inform you of
 
the firm intention of the new Government to issue a Decree, and to make
 
any additional arrangements which may be required, to extend the mandate
 
of the National Corission for the reorganization of CODESA as long as
 
is necessary in order to comply fully with the established program.
 

A. 	For the purposes of selling the shares or liquidating the investments
 
of CODESA in its subsidiaries or enterprises, as well as of
 
liquidating the subsidiaries' assets, the Government of Costa Rica
 
relies on the AID financial support conferred by means of the
 
following grants:
 

a) 	Original grant: an amount equivalent in colones of up to
 
U.S.$140 million, minus the amounts of the investments made and
 
costs incurred in connection with ALUNASA.
 

b) Additional grant: for the amount necessary, if the amount 
indicated in the previous paragraph is not sufficient for 
carrying out the provisions of this document. 

In addition, A.I.D. shall finance the operating costs of the National
 
Commisoicn for the Reorganization of CODESA, as well as the studies,
 
preparatory work, and technical assistance required to comply with
 
what is specified in this document.
 

B. 	Along with the ratification of the comitment related to the sale or
 
liquidation of CODESA subsidiaries, we propose to extend the mandate
 
of the National Comission for the Reorganization of CODESA, and to
 
charge the Commission, as well as CODESA's Administrative Council and
 
Executive Presidency, with the following activities and
 
implementation schedule:
 

a) 	To approve the necessary changes in the articles of Cementos del
 
Pacifico, S.A. (CEMPASA) and Fertilizantes de Centroamtrica
 
(FERTICA), in order to include in their text guarantees
 
sufficient to protect those who acquire the forty percent (40%)
 
of the shares of such enterprises, including a management
 
contract which assures the enterprise's efficiency and
 
productivity.
 

b) 	During 1986, CODESA shall sell or liquidate its shares or
 
investments in the following enterprises: ALCORSA, Atunes de
 
Costa Rica, SANSA, LACSA, STABAPARI, HACASA, MULTIFER, NAMUCAR,
 
TEMPISQUE FERRY BOAT, FLEMAR, Cementos del Valle and any other
 
enterprise not mentioned by name, in which COrESA is a majority
 
or minority shareholder, except the shares in the National
 
Securities Exchange and in CODESA's seat on this Exchange.
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c) 	The following CODESA subsidiaries shall be sold or liquidated
 

during the first nine months of the calendar year 1987: CATSA,
 
CEXPASA and FERTICA. During the remaining months of 1986, the
 

National Comnission for the Reorganization of CODESA shall have
 

total power to carry out the studies and preparatory work needed
 

prior to the sale of these enterprises' shares.
 

d) 	The National Commission for the Reorganization of CODESA shall
 

complete the transfer of the operations and shareb (including all
 

the assets and liabilities) of the following enterprises:
 

(1) 	Transportes Metropolitanos, S.A. (TRANSMESA) to the Ministry
 

of Public Works and Transportation (MOPT), which shall
 

maintain it as a decentralized unit. TRANSYESA debt,
 

consolidated in CODESA's debt with the Central Bank of Costa
 

Rica, shall be cancelled by the Ministry of Finance with
 

Government Bonds in favor of the Central Bank to be credited
 

to CODESA's existing debt. The value of TRANSMESA shares
 

shall receive the same treatment.
 

(2) 	Corporaci6n de la Zona Franca to the Cenatro pars Is
 

Promoci6n de las Exportaciones y las Inversiones (CENPRO).
 

The value of the shares transferred to CENPRO, as well as
 

the debts of the Corporaci6n de la Zona Franca consolidated
 

in CODESA's debt to the Central Bank of Costa Rica, shall be
 

cancelled by the Ministry of Finance with Government Bonds
 

in favor of the Central Bank to be credited to CODESA's
 

existing debt.
 

(3) 	KINASA shall be transferred to the Ministry of Industry,
 

Energy and Mines (MIEM). The value of the shares
 

transferred to MIEM as well as MINASA's debts consolidated
 

in CODESA's debt to the Central Bank of Costa Rica shall be
 

cancelled by the Ministry of Finance with .Government Bonds
 

in favor of the Central Bank of Costa Rica to be credited to
 

CODESA's existing debt.
 

C. 	To extend to the first nine months of 1987, the term for
 

accomplishing of the policies indicating ordinary and future CODESA
 

activity to be fulfilled in cooperation with the general Public
 

Administration, the Central Bank of Costa Rica, and the Comptroller
 

General of the Republic, as well as the financial support of A.I.D.,
 

comprised in the following binding directives:
 

a) 	The sale, liquidation or transfer of CODESA enterprises in
 

accordance with what is being agreed in this document;
 

b) 	The prohibition to effect any new, majority or minority,
 

investments, or to participate in the formation of new
 

enterprises; and
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c) 	The prohibition to incur new obligations or provide guarantees to
 
finance investments or provide new financing to any enterpris
 
except for operating costs or payment of liabilities with third
 
parties which its subsidiaries might have and that will be
 
cancelled prior to the sale of such subsidiary; in both cases
 
with the authorization of the National Commission.
 

D. 	To delegate to the First Vice-Presidency of the Republic, with the
 
support of the National Commission for the Reorganization of CODESA,
 
the obtaining of an agreement with the General Comptroller of the
 
Republic, and AID, of a formula which makes the participation of
 
FINTRA feasible in those cases where there is a difference between
 
the value of an enterprise as determined by the Comptroller and the
 
real market cost of such enterprises. This formula shall be agreed
 
upon before June 30, 1986.
 

E. 	Simultaneously with the above mentioned actions, to delegate to the
 
First Vice-Presidency of the Republic, in order to contract, jointly
 
with the Central Bank of Costa Rica and the National rommission for
 
the Reorganization of CODESA, the studies and reports which are
 
considered necessary and advisable, utilizing national and foreign
 
technical resource., to define Lhe possible fusion of CODESA and its
 
original development objectives in one cf th! government commercial
 
banks, or any other institution, provided that 1*ODESA c,nnot create,
 
finance or operate any new subsidiary. Th( maxinum term for
 
finishing and submitting this report with as much Jetail as necessary
 
to take required executive actions shall be September 30, 1986.
 

F. 	In order to comply promptly with the contents of this document, the
 
Administration Council of CODESA, the National Commission for the
 
Reorganization of CODESA, the Central Bank of Costa Rica, the
 
Ministry of Finance and the Comptroller General of the Republic, will
 
duly coordinate activities; for the same purposes, A.I.D. shall give
 
instructions to both FINTRA and the consortium contracted to provide
 
it financial support to coordinate activities.
 

Mr. Ambassador, the policies stated in this document are considered
 
adequate to accomplish the economic objectives as-ociated with the
 
determination to carry out the sale, transfer or liquidation of the
 
various CODESA subsidiaries, preserving at the same time the promotional
 
function for which CODESA was created.
 

Housing Sector
 

With respect to the housing area, the Government of the President Arias
 
Sinchez will incorporate the following elements within its programs
 
related to this sector:
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A. 	The execution of structural and political reforms within the
 
institutional framework, which shall result in the consolidation and
 
specialization of the public institutions involved in housing
 
construction or financial activities related to housing.
 

B. 	To carry out studies and research activities to support the
 
formulation of national housing policies and to carry out strategies
 
to guide and manage development initiatives raised by the private
 
sector and the public sector.
 

C. 	The approval of a new law by the Legislative Assembly establishing a
 
Caja Central Hipotecaria (Central Mortgage Bank) as a second level
 
financial institution with the main purpose of mobilizing local and
 
foreign capital for mortgage investments, mortgage rediscounts in
 
secondary markets, and other financial activities related to housing
 
finance. The new Central Mortgage Bank shall include:
 

a) 	The separation of DECAP from the Banco Cr6dito Agrfcola de
 
Cartago and the transfer of ius assets, liabilities and personnel
 
to the new Bank.
 

b) 	A Board of Directors with equal representation from the private
 
sector. This Board shall be responsible for defining Bank
 
policies and, with respect to the technical and general
 
administration of the Fund, the Board of Directors shall name a
 
General Manager, who shall be responsible for such activities.
 

c) 	The policy that the funds mobilized by the B&nk shall be lent
 
only to the members of the Housing National Financial System and
 
the National Banking System, who specialize in housing finance
 
and banking and comply with the financial and legal requirements
 
to be established in the Bank's statutes.
 

d) 	The policy to maintain interest rates of all loans at a level
 
which reflects the market rate, in order to maintain the
 
financial feasibility of the investments without needing
 
subsidies or transfers from the Government. In addition, the
 
Bank shall maintain the value of the mortages by means of a
 
policy of variable interest rates.
 

D. 	In order for the Central Mortgage Bank to reach -all sectors, it is
 
necessary that it bc able to receive and transfer soft funds, such as
 
those that would come from Asignaciones Familiares and those in the
 
future which might come from the retirement plan or additional
 
payroll charges. These resources would serve as a one time to
 
subsidy for housing (in the cost), and not for subsidizing interest
 
rates.
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E. 	The policies stated in this document are considered adequate to 
accomplish the objectives of establishing a Central Morgage Bank, to 
resolve the sale, transfer and liquidation of the Corporaci6n 
Costarricense de Desarrollo (CODESA) subsidiaries and to define the 
future of CODESA and its development purposes.
 

I hope that by this means we are complying with the instructions of the 
President Elect rnd I remain at your service for any explanation or 
extension of the points stated in this document. 

Sincerely,
 

Ing. Jorge Maauel Dengo
 
First Vice President Elect
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Sa,r. Joal, 25 de wAzo de 1986 

Leia Thanb4 
Embajudo4 
Embajoada de &46 Ea6adoA UrnidoA 
de Amf'ic~a 
Su Ve,6paciw 

E~timdo 4eilo4 Einbajado4: 

Mle a~ muyg 9'.Ut d.Z'z4.uwie a m~ted en %Laci6ncon 4n6tAuccionez qu~e he 
4ecAibido del ue.io' P,%e~zdente EtecLo, pa~'u 4aiiat en 6o~~rn deta.La
da La d :zo,6ci6n en que 4e encuent'u et nuevo Gobie,no de manteneA ta 
vigencia de &o6 co'ivenio.6 itetacionado.6 con La veitta de Lah6 ernp'le~A de 
COVESAR a~d' coma dc concvc-&a. La condici.onlez nece,6aAiaA6 paw~ ehtabteeeA 
una Caja Cen4'wIt flipotewoiva poA.a ta Vivienda. 

Ejecuci6n det p.'io taii de COVESA 

Cott kapecto at p44nreA' puntu, exaen va~'io, decAeto.6 y conve.Aioa que 
,6entan t baheh pa,-a ttevaA a cabo et puguAm de venta o I &O.~pa4o
de t". emp'L4a. de COVESA. De uta, to,6 de may04i 4eevancia pawa abe
9wuAaL La continuad del ptoceuo en que atz empeiiado et GobietnO de Co6.ta 
P.ca, baon Lo6i guientu: a) La Leg No.6811 dct 10 de aetiembL de 1982; 
b) La Leg No.6955 del 24 de 6eb'~v' de 1984; c) Po6 deu~eZo6 016007-P-MEC 
y 016520-P-AiEC; a.z corro dztintoz aeuevdoi del Cop.5cj0 de Gob.Zcmno %eta
tivos tanto a La venta de W~ accion.. como a La ampL*.acr4:n de Lob plAzo,6 
de vigencia det pogamaz. Fiatmente eztd et inemou.ndwn de eittepudim4ento 
enC~e et Gobie/Lno de Cozta Ri~ca y La Agencia Inteiacionat pa~a et VeuawM-
LUo (AID), er que be dc~ineii Lo4 tftuno4 del apoyo d6,uznciwe~ del pwgum. 

Et mnmo'anwii de entendiinto con La A.I.V. ind.ica que: - . Et 
Gobi.elan o% ndio det Pe.idente y et Conhejo de GobieAno, 6 deme et d.Za 
6eb4e'zo de 1985, aco'td6 que COVESA debeAA: 

A. v.ende'L bw6 enmp.tbuL inneatirente; 
B. no haceA nue'-ui. nveC. onez ni pa~t4cipOA en La 6o~maci6n de nuevaA 

C. no contPaeA obL..qacioptez nuevazb nic do- gmuuanaa. pa~a 6inanciaA 4.nveA6.Lo
neil, 601 vo Loz compu'tnzoz ya adquividob y 'Aati6icado4 po4 et Conmejo de 
GobieWmo. Lo..6 pa'ztez han cornveni~do en La as-6 
tenci.a 6.nanczu de La A.I.V. pa-ta ayuda,- a La venta de Wa cmpoteza,6 de 
CGVESA, hai6ta poAi un rorfto de $140 rniJJonez en rrinteda LocaL, geneAada 
bajo et Convenio de Donaci6n poAa La Etabitido4 y RccupeAac-i6n Econdmi
c,a dL Cota Rica. Exizteit Ofjwb con~ideAandoa que no ezb del ca,6o ca.'L 
aqL.. 
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De condo'unidd con to4 docunientoA mencionadoa ante io'uente y con La mani
6eztacZ6n de La ca4ta det, aehio Ptaidente Etecto det 17 de ma~zo de I9M, 
m~e e,6 g4atD manideaA.' a u.6zed, La 6i~me intenzZ5n det nuevo Gob.LeAno de 
emit-WL un Vec~eto y taz dJ.~pozic-one adicionatez det ca-6o, que extienda 
el mandato de ta Conmi5,i Nacionat pavza ta Reeztwct.ww.ci6n de COVESA poi%
eLt tiempo necuw~~'.4o paw. pe rZtiL et cupiLentD cavat del p7~ogu~ma e.6ta
btecido. 

A. 	Paw'u La ven-ta de ac&..one46 o £ quida&.n de invv ione,6 de COVESA en au.6 
aub,6ia~iA y 6iL.atue, to mizmo que pa"u La tiquidaci6n de activoA de 
Lah WimieA"., et GobieAw de Co6a Rcea euen-ta con La ua.(tenc41 6nan
c..w~a de ta A.I.D. oto4gada me4~atc Wagwienteu donacLoneA: 

a) 	Donaci.6n o'z.g.cna.: unia .6wra eqauvoJtente atZ vaoiL ent cotonez de hua.ta 
U.S.$ 140 n,.ZWon:ez, menoz et rr.onto de Wa. i(nvvC one y 9aao,6 AeatL42a
do4 en ALUNASA. 

b) 	Vonacia6,i adici4onu1L: p0% ta .6wnh que 6ea nIecu4ia, 6i et batdo .Zndi
codo en et p6AAado ojteAio.%Aezcdta~'a inudici~ente pa~a tteva a cabo 
Lo etiputodo en cute docwnento. 
Adem64, La A.1.VD. 6ianc.tA et co,6to det 6uncionamiegto de La Comi~idn 
Ncr-onat pa9a La Ree tuctuacZ6n de COVESA, adt como et de £06 ezudA4,
tabaja,6 p'Lep aato'ioa y asiLaencia Uenica qcse ae 4eqLL4.en poA/a cumptiA 
con Lo cupeci~cado en ezte docwnento. 

B. Con La ,watidicaci6n det, covrpwomi~o tacionodo con ti ventU o !Jqu14ez,6n
de Wa.6u~bidiaiiaz de COVESA, se puo ne extende.' et umzndato a la Co
,n*..i6 Nac.iona£ pa~a ta Rek uclwuaci6n de CODE.SA y encomenda'ite a. tata y
atL Cow.ejo de Ad iulz6tac,,6n y Pc.4Zdencia Ejec'Ltiva de COVESA tau Aiguien
teA accionuz y catendatvio de ejecucicdn: 

a) 	Apwba4 tau ite opiraz necesAvl.& en £04 Etatutoa Sociatle6 de Cementoa 
det, Pa.-.d'co, S.A. (CEMPASA) y FvtitiULzate.4 de Cent oabLica (FERTICA), 
con et p-wp6zito de que en .6u texto ae inct&ian ga~antZa4 z6ciente4 
de puoteccidn pvaw quZene.6 adquie/un el cuvtenCa poit c. en-to (40t) de tas 
accic~ne6 de tatez emp-teza., pzctuyenido wt conttato de adnin-taci6n qcue
ga~anLtice La e'icencia y La p'wductvdad de ta emp~tC.6a. 

b) Vu~tn.e ei a,o M96 CCOPESA vetndcv.4 o bzqudat4 .6u.6 accA.0nCu 0 iWCA~zi
nc6 en Wu -6Lguent~ ef.p,.a,: ALCORSA, AtunuC de Coata R.-ca, SAJJSA,
LACSA, STA&APARI, AUACA.SA, M.ILT1FER, NAMUCAR, TEMPISQJE FERRY &)AT,FLEMAR,
Cementoz det Vaite y cua~ue. otta nio mencionoda )otL nonibte pltapico, en 
La cuaL CCOESA .tenga unia posic-6n accioanaia mayoitaa o rnino'izv~taa, 
excepto Wa.a,cione. en ia &Ltza Nac.Zonal de Vao.ez y en el pueblto que
COVESA tiene en La rrnZ6ma Bot.6a. 

c) 	La-6 4igmientea aub6idioa .4 de COVE.SA .6e vendeAA~z o LiquidaA4n dwtante 
Lo6 ptune~'o,6 nueve ,neue del ahio co.Lendoaio 1987: CATSA,CEAIPASA yiFERTICA. 

http:AUACA.SA
http:emp~tC.6a
http:4eqLL4.en
http:6ianc.tA
http:Donaci.6n
http:necuw~~'.4o
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Puuwtte Lo,6 muu 4eatanteh de, 1986, ta Comidi5n NacionaL pwia ta, 
Reetcutme6n de COVESA tiene potu tad totat paaa Utev.' a cabo 
106 euawLio4 y tLbajo,6 p4ep awto4io,6 nece.64A p7.Lew.o, a ta venta 
de LAh acciore.6 de e4Laz empue4u. 

d)La CorricA6pt Nacionat paw'~ La Reeutctwuac4n de COVESA comptetA 
et, tAw~pao de Wa ac-tivdadeA y acc-ioneA, in.Luyendo todo,6 1086 ac
tivoz y pazivob, de Wa .5.(.wenteh6 CnpJea46: 

(1) 	T'tawpwtezb Maewpotitano,6, S.A. (TRA)JOIESA) ai htinztexio de 
Ob'w.z PdbL~caz y T4aptpo'te4 (MO PT) D que La nantend'tA como una 
unidad deucepatiLzadal. La deuda de TRANSM~ESA, conb6otidada en 
&- que COVESA adeuda at Banco Centwi de Co6a Ri.'ca, La cance-
taA'A et Aiitei de Hiacienda en Bonwb deL GobieAno a 6avoL 
det Banco Centa paLa abonivue a La deuda pendienite de COVESA. 
Iguaf.m7ente 6e Ia"&coot et monto deL vaLo4 de Lab6 accicane de 
TRANSMESA. 

(2) CoApo~aci6n de La Zona Fu~nca at CentVw pa~a La Puornoci6n de Lah6 
Expo~takione46 y tA.u InveuZo,1ez (CEMPRO) . EL vatoL de tah6 ac
conez tA.wpa,-ada4 at CEtIPRO itjuatmntte que La.6 deudab6 de La Co,%

poui6n de La Zona F'invca conboL44adaa en Lo que COVESA adeuda 
atL Banco Centw.L de Coaa Rica La canceta'i4 etL (inzteo de 
Hacienda con &,woz deL, Gobie~no a 6avo4 deL Banco Cent'wl pa'La 
abona.ue a La deuda pciulicitte de CC'VESA. 

(3) 	MINASA 6e tupawud at knexco de lndwzt&.a, EneAgta y MAinaa 
(MlEM). EL vato4 de Lab aecci.nes t wpahada.6 at MIEM igutaznente 
que La.6 deudab6 de MINA.SA con.~otiada4 en to que COVESA oadeuda at 
Banco Cent'wi de Cob6ta Rica Lab6 canee.LwiA et Mini~tLo de H~acienda 
con Ba no,6 det GobileLn a 6avo4 del Garnco Cent'w2 de Cob 4ta Ri~ca paa
abonaue a La deudo. pendiente de COVESA. 

C. AnptioA a 10.5 p ime.'o.5 neve mezsez de 1987, et ptaza pau. et cumptimiento de 
La 	 poLWtca.5 6ehatadaz coma activiad o~di.-4Apa y dutwma de CO~cSA, que. t6a 
hai 	debido acat cost et cotcuo due La Adrr4izbtLaci6n Ptlbtica en genvean, deL 
Banco Centwt de Co,6ta Ri~ca y de La Cont4O10JmJ4 Gene~aL de La RepdbLca, y ta, 
uiaencia 6,iacew de La A. 1.D. , compuendi4 en Lab biguienate4 di~ectbLZ

ceA v.Zncutieb: 

a) 	La venta, tquidaci6n o tuupazo de,Lab emp'tezaz de COVESA condou'e a to 
acotdado en et,p~'Leente docwnento; 

b) 	La pwhibi~ci6n de edecILLWL cuateb6qwuea PuLeva.6 imnue44.0ne majoh.itoia4 0 
m*.wtLW&. o patcpaA en La 6o-'mraci6n due nueva.6 empxe.6a6; y 

c) 	Et inipedimn to de contu, nueva.6 obtigacionez1 o daA gaa 4t&5 pa~a 64iaA-
c-iAA' inve 4-ione o da4 nuevo 6injanc. azrnto a ,nnuna enplteha excepto pa~a 
Qa4Lob de opv~ac1Z6n y pagcvA pazvob6 con teAcemu peA~bopub qw! tengcln aub 
aubb6i .JIa y que ze vagan a tiquidoa.- pievio a La ventta due tatL 6ub-6idia
&4l; en amrbob ca~uo6 can La ato.Zzaci6n de La Comn Ai6n Nacionut. 

D. 	De.Lega en La P'wie'u Vice PuzidenCiuz de La Repclbtic1 La cudL conta~4 con et 
apoyio de La Coiin Naci4~onat pahA4 La Reebtutuci~&n tie CCOVESA, La obtemcin 

http:abona.ue
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de wn acue&do con IA Cont'raLo'a Gene~al de ta.Rep4dbLca, y ta AID, 
p'aw topmW una. 66hjrLa que haga. viabte La pawticipaci5n de FINTR en a.
quettoz cA.~o4 en que haya. dieen en.t~e et vato't d.Lctamnado poatLa 
Cot aooda y et co~to ,4eat de me~cado de dichaz emxe6aA. &ULa66hmulta 
,6edebe'i4 acoLdaA antez det 30 de junZo de 1986. 

E. S.imwutneamente con tas accionez aehioe4, dceegA en La F't.memt Vice
 
Puezadencia de La RepdbtZc~a pata que conjurtaiente con el Banco Cent~at de
 
Coaa Rica y La Cornizi6n Naciont pwaa La Reutauctw'iac16n de COVESA con
tznten to4 utucio4 y t"w.baja.6 que e.4men necu.a/Li~o.5 y co~nnintez, va
t~ido.~e de 'Lecua6 c-'nicoz nacionate4 o ext~anjeva.z, pa~a de~iniA ta
 
po~ibte 6uzi5n de CO)VESA y de 4.6 abjetivos o~~igez de dc5avwUo en
 
wia de toa banca6 come~citu det e41.ado, o cuatquieA oAtL cwttui6n,
 

ainmpJe qLue Gta no pueda c~'ea,4, 6alncal u opu=a/ u 6ub,6idia.Pia wLeva. 
EL ptazo rrfx.o pva compietA. y pe)nt&'L ut~e V~abajo en .todo cit delatte 
nece6auo pa~a torua't a,6 acc&0nc4 ejecutivaZ Aeque4Zda-6.Aetc 30 de 4e
tienbuL de 1916. 

F. 	Et Conheja de Adm Vi~taci5n de COVESA, La. Cornki6n Nacioao pa~a La Ree.6
tsctuaci6n de COVESA, et Banco Cent'ut de Co6a Rica, et Mii~eLio de 
Hacienda y La Cotntio.lov~i Genemt de ta, Repdbtica, 6e cao'odin.A'n debida
mente pa~a et punuatL cuptmento de todo to e,6pecid~Zcado en ate dacumen
to; ccn iguat 6in La A.I.V. do.t6 ihtucci.4one4 tcut a F1P4TRA carro at con
,604&o contwatado pa.a zu.)iV azi6tencica 6inanciem a £tata attma. 

Seiio4 Embajado4%, t"4 po~tica5 exp.4ada en e.6te dociimento 6e con,6deAan ade-
cuLada.6 paza togyw4 Lo. objetL'o ec~ndmico.6 buzcao.6 con La dec.4i6n de A'eaL4.
za.4 La venta, tu.ozp~a o tiqu.idaciiin de taz di tntaa 6ub,6idiaiu de COVESA, 
p~ezeMvanda at mi.ino ticmpo, La 6unci~6n de caA'~cteA pwmociono.L que 044.q1416
e,6ta J'attua6n. 

Secto4 Vicvienda 

En cuanto at &'Lea de La vivienda, et GobiLe.'no dci Pte6dente Aki~a6 SdicJe 
incoatpo4aP4 dentwo de Lau medidaA y pwogtaA keacionado4.~ on eAte 6ectoA4, 
Loa aiguieteh a6per-to4: 

A. La ejecw 6n de 4e6ojL'r4 taJtto de etAuctuta coma de potLLica en et maico 
in.Z~cioato, to cuat %ezuttaL4en ta comso~daci6,i y eh6peciatzaci5n de 

Wa Ainttucionc4 plbticg6 invotuc~az en La cou6tltucci6n de vivienda46 o 
activdadez 6iancic.S Aetciau con 66taz. 

B. 	LtevaAt a cabo uudioz, e invut.acione4 pawui apzujx.. LA, 'ywidacipln de Po
".tcatunacioai~e de vicvienda y cjecuwcaA utiateg..." pa~a giaA y mane jaL

inictivah de dezav~tto ptanteoada po4 ci 46ectop. p~ivado y ci. 4ect04 pdbtico. 

C. 	La apltobac16n de una nueva. tey po4 La A.6ambtea Legi,zLttia etabteciendo 
una. Caja Cent t t1ipoteca~ia coma una intiuc16n Linanc-e.'L de 6egundo n.icit 
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con et pwp6aito, pinciat de mobitizaA capi.tat dom~btico y extAanjeiw pwaa 
inveA~iDneA en hipoteca&6, 4ede.6cuento,6 de hipotecaA en meAcadob ze~wldatioA 
y otta4 actividade46 6incie'z= 4e.Laci4..nada46 con et 6inanciamiento de u.vicen
da,6. La nueva Caja Cen.t-'wl Hipotecai iLu&A: 

a) 	La Aepa.acicdn de VECAP det Banco C'-.diZto Ag'tZcota de Ca~~lago y La twmn
6eLencica de suz activoa, pa44.vo.6 y petsonat a ta nuev.a Caja. 
UnWa Junta Viytectiva con 4epte~seitaci6n pa iata det AecU4O'L iuado. Ea, 
Juntza tep"~ ta kepom~abiLidad de ded~cni&t LAz po~tcah6 de La Caja y en 
to que %u~epecta a ta adini.'taci6p tecnZca y geneia de La Caja, ta Junta 
VZ'tectiva nonib~aAzA a wi Ge~.ente Geeim , quidn tend'~4 a 4u ca~qo dichae 
6unc40 feA. 

c) 	 La poU.ca de que toa6dondoa mobitizados poL La r ia 6eA~n pJ'estOdo,6 60-
Lamcnte a Cos~ ,nembtob det Sis5tera Fiancime.' Nacicona.L de Viienda. y det 
SiZsteia P.wuca..0 Naciotat, quiene.6 6e e.6pcciatizan en 6nancianento de 
vcukepda y banca yjcurip~tn con to4 'tequisaoz dnancimaO y Legal£6 a 
uabecv'ce en to.6 c tattoz de La Caja. 

d) 	La po~ca de mantteneA L ta Wa de iteA'& de .todo,6 Los pA4btamroa a un 
n.ivet que 4e~teje La tasa de me-mcado paw'u aa6 man.LenvL La viabitdad 6i 
nancieta de Laz ivu.sonez .in La necehidad de aub.5idios o twmn~eAen
ci"~ po4' pa.'xe deL GobieAno. Aden4s, La Caja martendL6 et vato4 de Wa 
k.ipotecta. a twv~s de una pot~ca de taha.6 de intez& vw~bteA. 

D. 	Pa.'u que La Caja Centmla Hipotecatia pueda ttegWL a todo~s toa aect0'L£, e.6 
nece~a~iD que pueda %tecibi'ty tuzhpaz4 6ondo4 btando,conw .6e.Zan Loa W4
venientea de A.incioneu Famd~n't y Lo.z que en et 6utiv pwvengan de La 
ce6antta o %eca~goz adicionate,6 a La ptwiLM. Esto.6 4ecUiAo-6 4e,%vJ.AZ-n paw'u 
,6ub.~2d&' vi.vienda de uia,sota ve: (en et co.sLo), yj no pata aub6idi.A a6 

E. 	 Wa poL~tca6 exp'te~adaz en e.6te docw'nento ae conside'ian adecuadas paw~ Lo-
9'LaA .Coz objetc'oa de e.~tabteceA una Caja Centi~o. Hipoteca'~i, A4otveA tLa 
venta, tfo.ao y Liqu.*.dac6n de La.6 zubaidiatiah6 de La Co~tpouncik6 Coa
cenae de PehavwLto (CGVESA) y etL 6utuwto dedinr&.Wvo de COVESA y 4uz 6ine4 de 
deaavwtto. 

E-ape~'w en e6a douw~daA cumptmiento a Wain-zt/ccione4 del seiiot P-tedente 
Eeecto y quedo a au. 6iuene4 pata cuaitqwieA adctawei6n o arnptiaci6n de Lo46 pun
toz exp'teado,6 en e.te docwnento. 

Atentamnte, 

Ing. Jo4%ge Manuel Dengo 
P'zimeA ViePhewdente Ee 

JiMD mtg 


