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I. S1 AND R34ENTI
 

A. 	Surmary
 

by its daewcratic

has long been distinguished
Costa Rica 
 and its
'ms abolished in 1949, 


tradition and peaceful nature. Its arny 
During the quarter century
 

humn rights perforrrhnce has been exemplary. 

to be a nodel developing country,

In the mid-197
0's it appeared
ending 	 and pursuing growth with
of econanic growth


enjoying substantial rates 

on *a policy .of inrport
based
however, was
equity. Such growth 


substitution and on overreliance on traditional 
agricultural ccffnxidities.
 

a market econay,
Rica moved away frcon

In addition, Costa 	 to
enploynent


its banking system, increasing public 
sector 


nationalizing 	 state run
In inefficient

labor force, and investing heavily


201 of the 	 Development Corporation
Costa Rican

enterprises operated by the 


The losses of these subsidiaries, and the Central Bank credit
 
(0X)ESA). 
 the national econoy.
a serious drain on 
required to finance then, becaTem 


in the late
turned against Costa Rica 

%ben the terrms of trade 


a declining and
CaTrn fzrket became 

1970's and the Central American 


unreliable trading partner, the country resorted to external borrowing 
to
 

in the value
the fall
to ccrpensate for 

maintain a fixed exchange rate, 

Its balance of payments deficit. By 1981,
 
of Its exports, and to cover 


an overwhelming debt 
in state of crisis and faced with

the econamy was a 
service burden.
 

Since the acninistration of President Luis Alberto Nonge took
 

the economy has been stabilized with 
the help of
 

In hby of 1982, 	 and
office 	 bank creditors,
Bank, calrrercial
the %orld
A.I.D., the IMF, 	
signed four prior Economic
 

debt. A.I.D. has
foreign
rescheduling of 	 in the years
(ESR) with Costa Rica 

Stabilization and Recovery Progras 	 of enphasis from
a shift
program marked
1982-1985. The .1984 ESR III 	

changes required to
structural
to policy reform and

stabilization 	 reforms in
progran, rmjor


econanic growth. Under this 

re-establish 


rate policies were effected, along with
 and exchange
credit, interest, 

changes to improve the role of the private banking sector and to 

pramote
 

only continued progress on the
 
The ESR IV program for 1985 not 


exports. on the privatization of
 
prior years' agenda, but also added 

a rnsjor focus 
built up
In the Central Bank debt 


OXCSA's subsidiaries and a reduction 


by past operating losses of those 
subsidiaries.
 

a
for 1986 is proposed at level of
 
V program
The ESR 	 Funds (ESF), to be 

of grant funding fron Economic Support
$120,582,000 	 Rica's balance of 

as a cash transfer. Analysis of Costa 
provided 	 inflows frao the 

even after reflecting
for 1986 Indicates that,payments 
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World Bank and from debt relief, the propos,-d level of ESF assistance 
will be necessary to prevent strong liort empression and growth of
 

payrent arrearages to such high levels ar to Irmpede orderly debt 
rescheduling.
 

7he Mission proposes to obligate the entire $120,582,000 in a 
June 1986 agre~nent with the newly inaugurated Arias goverment, after 
final negotiation of specific covenants 'elating to the O A 

to housing issues.! / Funds under the agreenent woulddivestiture and 
be tranched in three instalrrents, to rmaintain rn even and rational flow 
of foreign exchange, and to protect the Mission's negotiating leyerage in 

assuring covenant canpi lance.
 

As under previous ESR agreements, the Government of Cbsta Rica 
(GOC) will be required to provide an arnour.t of foreign exchange
 

sale to private, productive
equivalent to the dollar cash transfers, for 

It will also be required to show that it has importedenterprises. 


eligible goods fran the United States within a specified tirTe period, in 
an anunt at least equal to the cash transfers. 

The COM will provide the local currency equivalent of the 

Grant for activities consistent with the objectives of the ESR V 
areprogran. Arnong the presently progranned uses of this local currency 

assistance for the 03)ESA divestiture, an addition to the Special Credit 

Line for the productive private sector, and initial funding of a 

secondary mortgage bank. 

B. Recaonenda t Ions 

1. That this PAAD be approved, and that obligation of a rant 
of up to $120,582,000 in Econcmic 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 
revise anyAuthorization as msy be required to subsequently 

Covenants or Special Provisions.
 

3. That the Mission be authorized to vary the disbursenent
 
plan contained in Section IV.C.2.a as required to rmintain 
an even and rational flow of foreign exchange into Costa 
Rica, but with the provision that the Mission will consult
 

with AA/LAC 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 then President-elect and his First Vice
 
and I1.
President-elect, attached as Annexes 1I 
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11. ! ]q3q
 

A. Historical Conditions Through 1982
 

Wring the quarter century ending in the mid-1970'., Costa Rica 

appeared to be a nodel developing country. It operated as a true
 

democracy, pursued a progressive social prograf, and experienced 

substantial rates of econcomic growth. Its Gross Domestic Product (GOP) 

grew by 7.0 percent per annuiZ frm 1966-1970, 6.0 percent per annum from 

and 5.3 percent per annrn from 1976-1980. Social development1971-1975, 
vas as Imnressive as econcmic performance: adult literacy reached 90 

20 per -thousand,
percent, infant mortality declined sharply to under 

3.5 to 2.6 percent per annum, and openpopulation growth dropped frm 
and 6 percent of

uneTployment and underemploymTent were held to 5 percent 
of security


the labor force, respectively. A national system social 


(including near-universal health care), 'wrlqnen's compensation, 
and other
 

housing

similar measures were institutiona!ized. Progress in meeting 


needs was less. spectacular, but satisfactory. Incane distribution was
 

quite equitable in ccnparison with most developing countries. Such
 

substantial public sector investrment.
based on
achievements were 

roads, electricity, and

Schools, health facilities, water and sewerage, 
facilities were widely distributed.
cmmunications 

a strong
The progress during this period was financed by 

related to (1) the creation of the

expansion of the Costa Rican economy, 
expansion of 

Central American CaTmn Market (CACh ) and (2) the 
coffee, bananas, sugar, and beef.
 

traditional agricultural exports: 

During the 1960's, private entrepreneurs rapidly expanded manufacturing
 

market and the GQ%1 under protectionist,

to supply the domestic 

inport-substItution policies.
 

in this inport-substitutionThe structural problem inherent 
growth model were not well appreciated. By the early 1970's, growth 

the slowed and the economy began to pay the
generated through CADi 

the decade progressed, Interest rates
 
hidden costs of overprotection. As 


and the exchange ratemore overvalued. These
became more subsidized 

heavy imported inputs, to the creation
forces contributed to reliance on 

The country

of excess capacity and to misallocation of foreign exchange. 


and social services, financed by
continued its expansion of industry 
inflows of external capital by earnings generated from
private and 


expanding traditional exports.
 

to move away frm a private sector marketCosta Rica began 
econory as regards prices,towards a state-acknilsteredecononmy and 

wages, and control over production. The Costa Rica Development
 
to promote Industrial
 

Corporation (CU)ESA) was established in 1972 

with the private sector. Unfortunately, the 

development In cooperation 
Central credit,access to Bank

law which established A allowed it 
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support to unprofitable
Which in turn has permitted continued 
sectorit Increasingly bought out private

enterprises. In the process, 
the development of 

Interests in Joint enterprises. Thus, the 1970's saw 

rmny Inefficient state-owned businesses.
 

together with !expansion ofTheze state camnrcial enterprises, 
public bureaucracy


social services and public utilities, Increased the 

1950 to over 20 percent by tbe 

from about 6 percent of the labor force in 
private
was thus growing faster than the 


1980's. The public sector 

It was dependent for financial support.sector upon vtIch 

the terrm of trade turned against Costa Rica as coffee
In 1979, 

and the price of petroleum
prices fell shtrply frm their 1977 high 

on which Costa Rica had depended so heavily,.beCxm 
a
 

doubled. The CAl, 

Costa Ricans were, collectively,


contracting and unreliable market. 


living beyond their means.
 

Econonic g.-owt'l and ,*V-velopment achievemnents contributed to a 

false sense of Invulner't.!y; Costa Ricans were unprepared 
to deal with
 
in the late


Irpact of the world econcnic recession

the devastating 


of domestic econcmic policies.limitations1970's, as well as with the 
to the d:fficulties of
 

In the period 1978-1981, in order ovoid 


the Costa Rican Government engaged in substantial external
 
adjustnent, 


a fixed exchange rate, to compensate for the fall 
borrowing to maintain 

balance of payments deficit. 
in the value of exports, and to cover 

gave Costa 
the 

Rica the dubious distinction of 
This heavy external borrcwing 
being one of the most indebted nations in the world, on a per capita 

strong monetary expansion In an 
basis. The authorities also permitted 

to maintain existing levels of public and private 
consurmption.


atterTpt 


were exhausted and the
 
By 1981, foreign exchange reserves 


attempt to maintain real inccre collapsed with a de facto oratorilum on 

foreign debt. GDP declined by 2.3 percent in 1981, and by
 
servicing the rates rose by 1982

Unemployment and underompioyrInt7.3 percent in 1982. 
to 9 percent and 14 percent respectively. Inflation exceeded 100 percent
 

by the end of 1981".
 

standard ofhad a drastic Impact on theThe econconic crisis 
Real wages declined strongly in 1981 

living of the average Costa Rican. the 
1982; even after soe recovery in 1983 they were at only 74% of 

and 
1979 le'el. 

than worldcan be attributed to much more
The economic decline 

in Central A/mrIca.
recession and the escalation of political turmoil 

The magnitude of the crisis resulted fran failure 
of specific elements of
 

most its Central AmericanRica and of
the development policy which Costa on
1950'ss overreliance
late
neighbors had followed since the 

the
for foreign exchange generation,
camroditles
traditional export 
 state-run
the creation of Inefficient 

volley of Import-substitution, 
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enterprises, and heavy public sector'borrowing all wrought havoc with the 

econany, and signaled the need for re-structuring. By the timt the 
1982,Luis Alberto Monge took office in ftyadininistration of President 

were aware of the -deterioratingmost elenents of Costa Rican society 
alarmed to make possible the


econcnic situation and sufficiently 
of the discipline of a stabilization program. SubsequentIrposition 

recovery is discussed in the two
 
progress towards stabilization and 


sections Irnnediately following.
 

B. Current Econcnic Situation
 

recent history and an
A detailed discussion of econcmic 

econarw has been prepared .for this

analysis of the current Costa Rican 
PAAD and isattached as Annex 1. 

the econcxmic analysis in Annex I dairnstrates C
In general, 


to reduce Inflation and its ensuing

efforts to curb.fiscal deficits, and 


and fiscal restraint. The period
exchange rate instability by monetary 

of recovery of econrmic stability. The stabilization1982-1985 was one 
program has had several positive results.
 

fiscal and mDnetary discipline resulted in a

?Maintenance of 


reduction of inflation (as measured by the wholesale price Index) frM 

to only 10% by the end of 1985.
100% in 1982 


period, and the
Real wages increased by 34% over the 1982-1984 

a further increase of
 
latest data for 1985 (through March) indicate 


4.5%. (Despite these increases, real ages in bbrch 1985 were still 12%
 

below the 1979 level.)
 

The deficit of the nonfinancial public sector was reduced frm 

of C in 1981 to 1.7% of CDP in 1985. Concurrently, central 
14% 

fran 13.5% of GDP in 1982 to 18.7% inincreasedadministration revenues 
1985.
 

to make
Further, the lMonge acdninistrstion took steps 

with the result thatactivities attractive,Investmrents In export more 
bananas

Costa Rica's non-traditional exports (excluding coffee, sugar, 

and beef) to non--CM countries increased by $)0.8 million in the period 
are anticipated, particularly for
 

1984-85. Additional increases 

fruits vegetables, given


ornamental plants, flowers, tropical and 

problems and continued
marketing infra-'tructure
resolution of and 


investment.
 

succeeded in achieving compliance with

The =I also 


Standby arrangeents for 1983 and 1985,

International Monetary Fund (4) In
 
In addition to rescheduling Costa Rican debt with external creditors. 
foreign
early 1985, the COCR obtainaed debt relief fran the Paris Club and 



eamrclal banks and also reached agreerent with the World Bank for a 
Structural Adjustment Loan (SAL). The Paris Club agreement covered 901
 
of debt service in arrears as of Decwrter 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 IMF
 
amounted to $33 million. After the disbursement of $160 million in
 
Economic Support Funds (ESF), the 1985 balance of payrntnts support 
package to Costa Rica ipproxiated $580 million.
 

On the negative side of the ledge'r, Costa Rica's balance of 
payments situation has re'mined weak: freely disposable reserves have 
rarely had monthly balances of ss much as $40 million. 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 mray be irore than offset by declines In foreign 
exchange inflows from caTrercial banks, ESF disbursements and debt 
service relief. (See Annex 1,pp 7-8; Tables II and VIII.) 

Another factor influencing Costa Rica's external accounts Is 
the deterioration cf Central Amrican trade. Continuing their decline
 
since 1979, Costa Rica's export,: to Central Arnerica dropped frm $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 problen lies in the failure of the CAN menrers to pay their trade 
debts prcrmptly,. and thus is largely beyond Costa Rica's control. At
 
present, the decline in CAC, trade appears to have bottcred out, and the
 
Mission projects a slight irrprovonent in 1986. (See Annex I,Table I1.)
 

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

The Costa Rican public sector Is a drain on private sector 
development. On the financial side, Central Bank annual losses are
 
estirated at about 09.5 billion ($175 million) annually for both 1985 and
 
1986. I's losses are presently so high that, given monetary restraint,
 
the Central Bank is unable to purchase incomre producing daestic assets
 
to reduce its losses. Certain public sector Institutions - the national
 
ecm'xrdity rrnrketing board (Qh), the national railvy (FBCXA), the 
University of Costa Rica, and CIXSA -- continue to run large deficits 
and to be overly bureaucratic and overstaffed. In the financial sector, 
the state-owned banks In Costa Rica have lower efficiency than private 
banks, irmplying lower returns for savers and higher costs to borrowers. 
CA, which is a rmajor target of the ESR IV and V program, Is the most 
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obvious ease of public sector intrusion into an operation better left to
 

The operations of CCDESA and its subsidiaries have
the 	private sector. 

the 	Central Bank
accumulated over ill billion ($200 million) in debts to 

in lost economnic
since 1972, representing significant opportunity costs 


growth potential.
 

C. 	Cb)ectives and Status of A.I.D.Is Prior Economic Stabilization
 

and Recovery -Programs (ESR's) inCosta Rica
 

The ESF resources administered by A.I.D. have played a decisive
 

role in the progress toward stabilization and recovery described In
 

A.I.D. has signed four previous ESR Agreements with
Section lI.P above. 

all 	of which have been fully disbursed, for a *total of


Costa Rica, 

$465,735,000.
 

ASSISTANC UHDM ESR I - IV ($000) 

Total
FY Signatory 	 Loan Grant 


ESR 	I 1982 BOO (Central Bank) $15,000 $5,000 $20,000
 

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

35,000
ESR 11 1984 B 

95,000 130,000
GXR 


20,000
ESR 	IV 1985 BO 
-	

140,000 160,000 

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

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

progras %s aimed at supporting Costa Rica's international balance of
 
the
 

payments and Increasing the aTount of foreign exchange available to 

focussed on
 

private, productive sector. The earliest ESR program 


irnediate economic stabilization of Costa Rica, while subsequent programs
 
sustained


have moved tovard a heavier emphasis on laying the basis for 


growth, reflecting the reccrmxendatIons of the National

econcmic 


America (Mt-A -- the "Kissingeron
Bipartisan Comnission Central 


Camniss ion").
 

1. 	ESR I and 11
 

for 	 FY 1982 and 1983 were structured toThe ESR prograws 
canplanent an IhF Stand-by Arrangaeent. The colon vas stabilized, and 

http:A.I.D.Is


substantial anmunts of local currency credit were nude available to the 

private sector -- Including the equivalent of same $45 million which "s 
Most of these fundschannelled through a new Central Bank credit line. 


a
were earnmrked for retailing through private banks, tq provide 


ecmpetitive alternative to the Inefficient state-run banking systen. In
 
"A Strategy for Export Vrcrotion and
addition, the CCM developed 


Investmrent", which is being Implemented with A.I.D. support. (A more
 

detailed description of acccrplishrnents under ESR I and II was provided
 

in the PAAD for ESR Ill.)
 

2. ESR III
 

The FY 1984 program continued the effort to consolidate the
 

stabilization of the econany, but also reflected a shift towards greater
 

emphasis by A.I.D. on structural reform. The Mission's priorities under
 

ESR III includeds
 

(I) 	Improvements in the systen for financial internediation, including
 

credit, interest rates, the role of the private banking systen, and
 
of free zone regulations to
exchange rate policyl and easing 


encourage exports.
 

(2) 	Removal of taxes which were disincentives to exports and
 
to decrease public sector
production; and the enacting of rmeasures 


expenditures.
 

use of A.I.D.
The Mission's policy dialogue and its 


leverage over ISR Ill disburswents resulted in significant revisions in
 

the Monetary Law of Costa Rica (Ley de Ia Nkrneda) and in the Organic Law
 

The former ended the ability of debtors to pay off
of the Central Bank. 

hard-currency loans in Costa Rican currency at an official exchange rate
 

which ms 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 Impossible for Costa Rican private financial
 
loans.) The modification to the
Institutions to "ake hard currency 


Organic Law of the Central Bank permitted the BC3R to discount (i.e.
 
to private sector
loan) funds, financed from external sources, directly 


banks. Before this policy change, private banks could not obtain
 
Thus, this change significantly
loanable funds through the Central Bank. 


Increased the ccmpetitiveness of the the banking system In Costa Rica.
 

The ESR Ill agreemnt Included major conditions with
 

respect to credit and Interest rates In an effort to simplify and
 
Limits were Imposed
rationalize the Central Bank's management of credit. 


1984; 	all other credit operations undertaken by
on subsidized credit for 

required to be made at real positive Interest
the banking systrn were 

the Mission, the BLXf continued its transition,
rates. In dialogue with 


begun under earlier ESR progrars, away frm acdninistratively controlled
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credit allocations, and tovmrd market allocation. The local currency 

equivalent of $25 million ms channelled through the Special Credit Line 
(Further details on 	the objectives
for the productive private sector. 


IV, as well as Inand results of ESR III can be found in the PAAD for ESR 

Annex I to this PAAD.) 

3. ESR IV
 

a) CQ A Divestiture_.
 

In FY 1985, the centerpiece of the-Mission's 9trategic 

agenda under ESR IV ves to prcmote the privatization of the various 

crpanies owned by the Costa Rican Developnent Corporation .(CODESA). 

This process has been driven by parallel objectivest (1) to reduce, and 

possibly eliminate, inefficient-public sector participation in carmercial 

and (2) to reduce the burden of Central Bank debt

enterprises; 


losses. Achievement
accumulated over. the years by QXDSA operations and 

for credit in the
of these objectives will decrease deficits and demand 


resources for the economically productive
public sector, thereby freeing 

private sector. The actual privatization process has been designed in
 

light of a further objectives to limit the monetization of local
the 

currency made available under ESR programs (see Section IIl.C, pp. 20-21
 

belo..
 

0 History. The GOCR created CU)ESA in 1972 to serve as a
 

bank and venture capital partner, cooperating with the

development 

private sector to bring new businesses into existence. According to Its
 

charter, CXESA was intended to play a short-term role in each

original over
were expected to be turned to the

enterprise. Its Investments 

private sector when the enterprises became financially viable.
 

In actual experience, however, CX)ESA (which Is owned
 

the 	 a majority or sole ovmershlpalmost entirely by GIXR) has taken 

position In rrany enterprises. The public sector has thus becure
 

a range of comnercial activitiesresponsible for the management of 
cottonaluminum milling, cement production, sugar refining,including 

processing, woodworking, and others.
 

oftenNon-ccnmercial and non-economic factors 

the and 	 staffing of these subsidiaries of
predcminated In rmanagement 
• S. Thus, it is not surprising that their Inefficient operation has 

generated 	 significant financial losses over the years. To keep its 

CUDA tapped its access to credit at the
enterprises running, repeatedly 

since 1979,
Central Bank. CODESA's borrowings have increased five-fold 

of all credit to the country's
consistently accounting for one-third 
public sector.
 

C A and the design of the divestiture
IT A detailed discussion of 

process has been provided InAnnex III to the PAAD for ESt IV (1985).
 

x/I . 
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By mld-1985, ( A had acewulated debt at the Central 

Bank on the order 	 of 1l1billion. Calculated at a prevailing rate of 
about 251, Interest alone on this debt represented a drain on the econay
 

of around 02.75 billion ($51 million) per year. 

Despi te the magnitude of the resources 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 GDP. QLESA was 

siphoning off substantial resources which should have been devoted to
 

rmre efficient activities.
 

Political Situation. Costa Rica has been governed 

since 1982 by the Liberacibn Nacional party, which retained power in the 

February, 1986 presidential and legislative elections. T.e major 

expansion of CODESA occurred a decade ago under the aegis of a former 
to be a faction 	 in the
Liberaci6n administration. There continues 

incunbent party which has constituted an obstacle to reform of that 

corporation. However, with support from A.I.D., the administration of 
in 1982) began to address the
President Luis Alberto Nonge (elected 


were
problen. OcDESA's debt was consolidated, and budgetary limits 

placed on CDXESA's borrowing power at the Central Bank. 

The :egislature passed a Financial Equilibrium Law (No. 

6955) in February of 1984, providing the legal mandate and procedures for 

the sale by CIIESA of the stock it owned in its subsidiaries. Article 55 

of this law provides that shares of CIDESA subsidiaries will be sold 
through public bid, 	subject to the following stipulations:
 

Certain subsidiaries are treated as "public utilities" which are to
 
other 	 entities.
be transferred out of CODESA to government 


7RA1ESA (a bus ccnpany), FBCDSA (a railroad),and the Free Zone 
Corporation are included in this category.
 

Only 40% of the shares of FMICA (fertilizer) and CLPASA (emient)
 

may be sold to private interests, although a later cabinet decree 
along with a managernentprovides that these shares may be sold 

contract which assures the private buyer's right to manage the 
cnpanles.
 

toCA (sugar refining) and CIVASA (cement) may be sold only 
Costa Rican cooperatives.
 

In August of 1984, 	 (XUSA vas charged with developing a 
1984, a letter from President blongeplan of divestiture. On October 5, 


to U.S. Aibassador Curtin Winsor requested USAID assistance In carrying
 
out the divestiture.
 

In February of 1985, regulations were published 

providing specific guidelines under which C)ESA's subsidiaries were to 



be sold. An Important provision of'these regulations was that proceeds 

fromn the sale of any subsidies were to be deposited directly with the 
for purpose of reducing CA'SCentral Bank, and to be used only the 

with Central Bank. This debt reduction will help
consolidated debt the 

sow of the pest damage done by CESA's operations, Just as 
to repair 
divestiture of CODESA's subsidiaries will prevent recurrence of such
 

dwmge In the future.
 

The National Comnission. To assure that the
 

in conforrnence with the the new
 
divestiture process would be carried out 


for the Divestiture of W)ESA was established
law, a National COrnmission 

of Its -three prominent and
 
by Cabinet resolution In February 1985. 


to bring about the salenecessary powersrespected rwtbers were given the 
attack by CIDESA nmnageent
or liquidation of the subsidiaries. A legal 


in the fall of 1985 ageinst the authority of the CmTnission resulted in a 
the Attorney

vigorous reaffirrratlon of the .cLnssion's powers by both 

General and the Controller General of the republic.
 

The National Cannission requests the Controller General 
areporting to the legislature) to establish

(an Independent official 
on that valuation, the
 

valuation of each subsidiary. Based
minimin 
 The

National CnTnlssion then puts the subsidiary up for public bid. 

analysis of the

has based his valuation on a technical
Controller 


Such an analysis will typically
replaceTnent cost of each enterprise. 

ca pany can
yield a valuation which is higher than the price at which the 


be sold on the open rrarket.
 

The swe February 1985 Cabinet resolution mndated the 

of CODESA's holdings. In corpliance with covenants 
prnpt divestiture 

to In ESR IV, this Cabinet resolution also precluded C1EA frm
agreed forand fron borrowing additional funds
acquiring new investnents, 
anything bu~t short-term, self-liquidating working capital.
 

The Trust. In Septerber of 1985, pursuant to a ?&y 
wasand the OOCR, a private sector Trust 

agreenent between .A..D. 
to bid on CODESA subsidiaries as *they are put up for sale
 

established (1) 

take such actions as are necessary to 

by the National Conmission, (2) to 
purchasers or 

prepare each subsidiary for ultirate resale to private 
out such resale or liquidation. (The(3) carryliquidation, and to 

funded by local currency provided under the ESR 
Trust's activities are an 

was that an entity was needed to play such
program.) It concluded 

the CODESA subsidiaries would typically be
 
Intermediary role because 


It difficult to accomplish awhich would rakesubject to various problem 
bid process established by Low 6955)

prompt sale (within the thirty day 
was believed that potential 

it easy to deal rith CODESA as a seller. purchasers 
to a private 

might 
cam-ercial 

not find 
purchaser. Also, It 

It 

the voy accomplish an expeditious
Ws therefore concluded that best to 

to rnake quickto a private sector Trust a
divestiture would be establish 

as necessary for
 
to restructure the subsidiary
purchase, and then 


ultirate resale to a private operator, or for liquidation.
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The two principal purposes of the Mission's initiative
 
have been to eliminate a drain on the Costa Rican econony Py divesting 
CCEA's Inefficient subsidiaries, and also to relieve part of the 
continuing burden created by CODESA's past borrowings from the Central 

Bank. The two-stage divestiture mechanisn, with the Trust as an 
intermediary, serves b.Qth purposes. The Trust is designed to get the 
subsidiaries out of CO3DE&A's possession more expeditiously than would be 
possible in a direct sale to private comercial buyers. And the Trust's 
purchase of a subsidiary accomplishes an imnediate reduction of the 
Central Bank's debt burden, since the purchase price Is deposited 
directly with tfie Central Bank in order to cancel part of CODESA's past 

provide technical assistance to 

debt to the Bank. 

Five prominent Costa Rican businessmen" of Irrpeccable 
reputation 
preparing 

are serving 
subsidiaries 

as 
for 

Trustees. 
resale and 

Recognizing 
then rmrketing 

the corplexity of 
then effectively, 

the Mission contracted a tean to expert 
the Trust. A reqtiest for proposals published in June of 1985 attracted 
high quality bids from several groups. A contract was signed inOctober 
-to retain a xean conposed of Price Waterhouse, First Boston, and 
Internationa' Resources Group. This team began its work In Noverber, 
;hortly before the first CXXISA subsidiary (ALU SA, an aluminrn milling 
concern) was put up for public bid by the National Corfmission.
 

0 Divestitures. The Trust bid on ALURSA and bought that 
subsidiary at the end of 1985. It imrediately proceeded to rationalize 
the management, staffing, and operations of the company. Preparations 
were nade for a marketing effort, which began In March, 1985. It is 
expected that AUNAM will be sold to a private operator by mid-1986. 

AI SA, a cotton processing capany, was put up for 
bid by the National Carrmission in Decerber of 1985. Technical Issues 
have delayed the *successful conclusion of this bid process, which Is 
expected to move f6rward again in 1986. 

CXDESA announced in March of 1986 that NANM , a 
rnulti-million dollar shipping ccpany in which It held shares, would be 
liquidated. This process will be carried out directly, without the
 
necessity of any Interiediat)on 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 PAAD for E 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 £SR IVObjectIves
 

Econarnic Stabilization. The $160,000,000 of ESF dollar 
in 1935 were an essential caTnent In the funds provided to Costa Rica 


success of the country's continued stabilization. This contitued success
 

In stabilization has been reflected on several fronts. l/ Further
 
were achieved.
to an annual level of about 10%,
reductions in inflation, 


to a
 
Mission estimates for- 1985 indicate that Costa Rica returned 


positive overall balance of payments posture. The Central Bank vas able
 
the
its program of controlled "mini-devaluations" of 
to continue with 
 a
 

colons the fact that black rrmrket trading 	of the colon took ploce at 

rate an
reTatively smellpremniurm over the official is indication of the
 

Central Bank's progress inmaintaining a real stic exchange rate policy.
 

These successes were achieved only with the support of 
It is clear that


substantial external balance-6f-pa)yments suppoit. 


further structur*1 irprovement of the economy will be necessary over the
 

coming years In order to sustain this stabilization.
 

fer Self-Sustaining Growth.
Laying the Basis 

beyond Costa Rica's control limit the prospects for
Constraints 


as well as its exports to other

inprovement in Its traditional exports, 


Therefore, the
 
countries of the Central American Carn Market (CACM). 


to non-CA ,Irmrkets
Mission views the growth of non-traditional exports 

to Costa Rica's economic recovery. Such exports showed
 as being critical 


in 1984 and 1985. The Mission
 
an encouraging growth of some $90 million 


expects this growth to continue in 1986. (See Section JI.B, pp. 5-6
 

abovel and Annex I, Table III.)
 

in Costa Rica will require
Long-term econmic recovery 


a general revitalization of the country's private sector, which vas
 
of the early
econonic
seriously decapitalized during the dislocations 


one of the major. thrusts of ES- programs in recent years

1980's. Thus, 


to inprove the

has been the use of counterpart local currency 

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

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

Special Credit Line for the prod.ictive private sector. The demnd for 

has strong, and the rechanisn for its allocation - a
this credit been 

the Central Bank - has functioned efficiently.
rediscount facility at 
The credit has been quickly and fully disbursed to over 200 private 

the total rmunt, over 70% has been earmarked for 
businesses. Of 

the Mission's continuing
private reflecting
retailing through b.nks, 
camitent to build up the country's private banking sector.
 

_/ See econanic data In Annex I .for details. 
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The Special Credit Line has had a significant Inct In 
In Costa Rica. It not only allows privatestrengthening private banking 

but It also provides an
banks to Increase 	 their loanable assets, 

equity capital, In order to-meet reserveincentive for then to raise more 

of privaterequirements for obtaining access to 	 the line. Total equlfy 

banks in Costa Rica was 01.18 billion 	at the end of 1985, an increase of 

211 over the prior year.
 

On the dollar side, a major inpact of the ESF
 

support has been to inprove access by privatebalance-of-payments 
business to the Irmports which are essential to Its productivity. 

* 	 Other specific initiatives have been Incorporated into 
which are discussed In the followingESF agreements by mans of covenants 

section.
 

4. Status of ompl iance with ESF Covenants 

Over the course of four ESF progra'rns 	 from 1982 to 1985, the 
embracing a wide rangeGOC has agreed to eighty-seven separate covenants 


of policy and reporting requirements. Corrpliance with these agreements 

has generally been quite satisfactory. A detailed discussion of covenant
 

status has been forwarded to lasbington as a separate cable (San Jose 

02668).
 

Credit and Interest Policy. The Central Bank has
 
sector. Insubstantially increased credit availability to the private 

to allocate large arounts of
particular, It has complied with agreements 

to the Special Credit Line for productive private
ESF counterpart funds 

It has established separate credit lines


enterprises (discussed above). 

for small Industry 	 and for low incone mortgages. Because of legal 

the Bank ha. failed to Irplement an ESR 11 covenant
problems, 
for private business;
establishing a $10 million equivalent 	guaranty fund 
 Line, end

half of this amiouni has been reallocated to the Special Credit 
balance to a successfulnegotiations are In progress to allocate the 

existing credit fund 	 for small industry. 

the the
In caipliance with its agreements with Mission, 

Central Bank In 1985 continued its earlier progress awmy from 

toward a market-driven
ad'ninistrative allocation of credit, and 


has culminated in a 1986 credit progr-n which
allocation. (This progress 

of the retraining specific credit allocations.) 'The Bank
dismantles most 
has coaplied with its agreements to maintain interest rates which are 

positive after adjusting f6r inflation, as well as with agreements to 
through the nationallimit the total arunt of subsidized credit extended 

to ccmply with covenants under ESR
banking system. The 	 Bank has failed 

provided to cover
III and IV requiring (1) that credit should not be 

losses caused by subsidization of basic food ccrmtrdltles by the National 
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and (2) that at 'least 50% of all subsidized credit 
Production Council, 

than those captured from the general
should be financed by funds other 

banks. These latter problem are under review and 
public by ec~rrercial 
negot Iat Ion. 

The Central Bank
Foreign Exchange Availability and Rates. 
exchange rate,realistic unifnedcontinued In 1985 to mintain a 

of 5% against Septerber 1982 levels
 
real devaluation
achieving a andindex). This unification 

(according to a trading-partner-weighted to export
serious disincentive 

devaluation reroves what had been a 


activities.
 

equal to total 1SF disbursenents were provided for 
Ar ounts 

and for inports of
 
of productive private sector,


import needs the 

eligible U.S. canl-odities.
 

Export and Invesltent Prootion. Corrpliance %s achieved 
investmnt
 

with various covenants calling for ifnprovwennts In export and 


of free zone inechanisgTs. Costa Rica's 
policy, including, establishmnt 


exports to world narkets has been
 
success In Increasing non-traditional IJ).also Annex Table p. 5-6 above (see I,
discussed in Section If.B, 


progress in rationalizing port

Because of unsatisfactory to the
 

tarriffs, funds originally intended to provide a one-time*transfer 


from the new tariff structure are being

O to cover lost revenues 

to. finance other Mission development activities.
reprogramrned 


The Central Bank has
Infrastructure.Housing and Related 
for the creation of a
 

agreed to support statutory changes necessary 


secondary nortgage bank, and a draft statute 
acceptable to the Mission is
 

to derfnstrate

in the legislature. A project the
 

being debated by private
water and sewage
of residential
efficiency of provision 


contractors is In progress and on schedule.
 

A. As discussed above, the'.(OCR has complied with 
0 


covenants In 1984 and 1985 by
 

(I) limiting credit to CXEA, 

froml undertaking new Investnents, 11 
(2) precludingCCIDESA 

Involvenent in the adi.inistration 'of the 
(3) ending O A 


Special Credit Line,
 

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

is in
to the effect that CD)MS

by CODESA's Internal Auditor 


with these credit and investmnt covenants. Wille the 
coTpliance theseInstances of non-ccmpliance with 
Mission Is not aware of 

to obtain Independent
It is considering steps
covenants, 


verification of conpliance. 

V2V 
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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 ALLNASA divestiture to
 
reduce OA debt to the Central Bank, and
 

(6) reducing the public sector credit ceiling by the amount 
of the proceeds of the AU.HASA divestiture. 

Policy Reform Studies. Because of contracting delays, the 
GOM has been late in executing studies on pramtion of meat -and sugar 
exports, and "on pricing policy; ccrrpletion of these studies is 
anticipated InJune of 1986, after which action plans are to be prepared. 

Policy Reform Projects. A project demnstrating the
 
advantages of private sector road maintenance has been carried out, with
 
excellent -esults. Almost all road rintenance in the country is
 
presently done by the Ministry of Public Transport (FT) and other
 
governmental bodies. The demonstration project convincingly displayed
 
the advantages oT road maintenance by private contractors: the quality,
 
speed, and cost of their work ccrapared very favorably with the
 
performance of goverrrnent bodies doing similar work. Expanded use of
 
such private contracting would allow significant reductions in the size 
of the public sector. Based on the results of the A.I.D. de'monstration 
project, the World Bank and the Inter-American Development Bank are both 
considering tnclusion of private sector contracting, as well as 
structural changes in MNcIT, as requiremnents under new loans for road 
maintenance and rehabilitation. The Mission and the G3CR plan to 
allocate further local currency under ESR V as counterpart funds for 
these loans. 

The Central Bank has established a unit to check the prices
 
of inport and export transactions, in order to control fraud and capital
 
flight. Mile substantial progress has been made in data gathering, the
 
unit has not yet begun actual monitoring of transactions. This situation
 
is not acceptable to the Mission: a covenant in the E-R V agreements will
 
require irmediate Irrple6entation of the price-checking process (see
 
Section IV. E, p. 35 below).
 

In accordance. with a covenant under .SR ill, the Central
 
Bank erbarked in 1985 on a major effort to irprove its data system;
 
ccrpletion of this work, 'ith technical assistance provided by Price
 
Waterhouse, is expected in 1987.
 

elporting. 'he Central Bank's compliance with the
 
extensive repoFing requirements under the four previous ESF agreements
 
has been uneven. The Mission has concluded that this situation arose in
 
part because these reporting covenants were negotiated with Central Bank
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staff who would besenior management, without sufficieni Input from the 

responsible for ccrrpilation of these reports. The Mission plans to 

review the entire range of information requirements with Central Bank 

staff, and to reduce these diffuse requirements to a single riporting 
consonant both with the Mission's needs and withschedule which is rmre 

to has a reportingthe capabilities of uf the Bank caTrly. In no case 
problem entailed substantive damage to the Mission's progran. 

I I I . U.S. INTR~ETS,_ STE1TB3Y AND RATI 

A. U.S. Interests
 

tradition and.peacefulCosta Rica's long-standing derocratic 
in Central America. Its army was abolished in 1949,nature are unique 

and Costa Rica prides itself on-having more teachers than policemen. Its 

respect for humn rights is outstanding, at a time when many of its 

are major violators of such standards. Both citizen and
neighbors 

visitor alike travel freely and safely throughout the land, and refugees 

from the conflict' and oppression in neighboring countries continue to 

seek its safety. Sae 25,000 persons have officially entered Costa Rica 

fran other Central Arnrican countries between 1974 and 1985;as refugees 
60,000estimates of the nurber of unregistered imnigrants range between 

and 250,000.
 

on Ce, t ra I knericaThe .National Bipartisan Crmni ss ion 
in its report to President Reagan, the(Kissinger Carnmission) errphasized, 

high degree to which Central Arerica is both vital to U.S. interests, and 
time. The Kissinger Canmlssion
particularly vulnerable at the present 

theclearly articulated how national interests are served by advancing 

cause of derocracy within the henisphere. As historically the ,nost 
is In a unique
successful social democracy in Latin Arrerica, Costa Rica 


to garner support for U.S. policy In Central America. Theposition 
country serves as a paradigm of peaceful and democratic development for 

the region.
 

political turmoil in neighboringThe recent econmic crisis and 
have severely tested Costa 'Rican institutions and ingrained-countries 

far, to withstand
democratic traditions; the country has been able, thus 

undertakethe challenges, and, as described In Section I, C above, to 

soe of the difficult policy and structural changes required to
 
changesre-establish growth and prosperity. It is significant that such 

a

have taken place within a democratic process, and have been accepted 

in 


peaceful manner. However, many of the policy and structural changes 

since the beginhing of the ?Wnge administration In My of
undertaken 
1982, and others which are required, represent a radical shift In outlook 

Rica, and quite naturally engender public andand philosophy for Costa 
concern. Thus, changes have sometimes appeared to us to occur

official 
slowly, and nay continue to do so. Wbreover, they have scmetimes been 



hard won, with resistence and skeptical attitudes still reraining to 
these and further changes. Thus, any serious deterioration in the 
econcnic 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. 
comitnent to Costa Rica, its democratic process, and peaceful tradition. 

B. 	 Multi-year ESF Assistance Strategy InCosta Rica 

Econric recovery in Costa Rica requires that the courtry nove 
aey from an lriort-substitution rmdel and statist attitudes, towards 
export-led growth in a more rmrket-oriented econary. This transition can 
best be obtained by encouraging revitalization of the nore efficient 
private sector and by reducing the role of the public se.ctor, which has
 

contributed to the current econcnic crisis. The goals and objectives 
which irnplement this policy have been articulated in the Mission's Action 

Plans.
 

The 	 goals of the progrwn are: 

--	 To help re-establish dynanic growth in the Costa Rican 
econaWl 

To assist in reorientation of the econany frm its present 
Igport substitution bias, to one in which the industrial 
sector contributes to export-led growth. 

Objectives being pursued in support of these goals Include: 

- Econmic Stabilization and Recovery - To relieve Costa 
Rica's econanic crisis and inprove its balance of paynents 
situation by alleviating the shortages of inported goods 
requi*red 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
 

carpisment the economic stabilization and recovery airs of, 
the INT and %orld Bank progra in Costa Rica. 

-- Strengthening of the Financial Systen -- TO assist in the 
development of a strong private banking sector in Costa 
Rica. The direct effect of this developrent will be that 
the productive private sector will have access to credit 
which is both 'expanded in wnount and more responsive in Its 
delivery. Indirectly, the nationalized banks will be 
forced by carpetition to Inprove the quality and efficiency 
of their services.
 

2/ 
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Expansion of Exports arid Investment -- To Increase exports, 
products for non-traditional
particularly Don-traditional 


mrkets, and to increase foreign and dcnestic investment In 

enterprises which engage insuch production. Costa Rica
 
on a rore

will need to export at a higher level, and 
If Is recover its former standarddiversified basis, It to 

of living and reinitiate long term, dynwnic econonic 

growth. -

Improved Public-Private Sector Coordination -- To develop 

Improved means of collaboration between the public and 

In order to contain the current crisis,
ptivate sectors 

a basis tor long term


stabilize the econcmy, and establish 

investment.econoilc growth through export and 

-- To
Iproved Policy F6rnulatioh and Ackinistrative Reform 


attitudes, laws, procedures, and practices

establish the 


facilitate exports and Invesbnents and a more stable.wtrich 
Among the policies which the


and idiversified economy. 

as rmst desirable are a camitrnent to a
 

Mission sees 

greater role for the private sector in the econorny, an 

exchange rate regime favorable to exports, the reduction of 

export quotas and controls, decreased incentives for Irrport 
broader cmrmitnent to free

substitution industries, a 

in general in order to foster more efficient
narkets 


and fiscal policies

resource allocation, and monetary 


designed to foster greater internal capital forrmtion.
 

-Improvement of Shelter Availability -- To expand production 
for low
residential infrastructure, mainly
of shelter and 


The Mission is focusing on
and moderate incae families. 

In the housing finance systan, wbichstructural reforms are 

discussed below in connection with ESR V.
 

C. Strategy for the ESR V Progrwn 

key objectiveEcononic stabilization remins aStabilization. 
of Costa Rica's stabilizationsuccessof the Mission's progran. The 

sizable levels of external balance of payments
efforts has depended on 

until policy reformscontinue requiredsupport. Such support will to be 
long term effects in the structural 

dgronstrate their mediumn and 
6-8, Tables II 

revitalization of the domestic econry. (See Annex 1, pp. 

and VIII.)
 

V will focus on expanding
Policy and Structural Reform. E 

programs. Continuing exchange rate 
the progress made under earlier 

will be necessary. Further efforts will 
adjustment (Nminl-devaluations") 
be exerted to restrict the amount 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 econanic resources for the =ore 
productive private sector. 

On December 26, 1985, the Central Bank announced Its credit 
program for 1986. The Mission objected to a provision of this program 
which limited private-banks to a 2% expansion of credit in 1986. The 
Central Bank remnoved this restriction when it published a revised program 
on February 25, 1986. The ESR V agreements will contain a covenant
 
requiring the Central Bank to maintain the provisions of thi; revised 
program. A recent cable (San Jose 2601) discusses the substantial
 
structural progress which Is reflected in the 1986 credit program. 

An expansion of private sector credit will be accacrplished
 
through the allocation of up fo $20 million through private Costa Rican 
banks. A specific covenant will accelerate full inplenentation of the 
Central Bank's price-checking unit. Further local currency resources 
will be committed to the expansion of a successful existing project to 
demonstrate the fficiency of private sector construction and maintenance 
of roads (see Section II.C.4, p. 16 above). 

OfDESA. As discussed in Section IV.D.2.a, p. 28-30 below, a 
centerpiece--TESR V strategy will be continuation of the process of 
divesting the subsidiaries of cODESA, and reduction of the Central Bank 
debt burden created by the operations of ODE..A and its subsidiaries. 
Key elements will include (1) a reaffirmation of the process by the new 
goverrrnent taking ofice In May; (2) satisfactory progress in carrying 
out actual divestitures; and (3) reaching agreement with the GOC such 
that OCDESA will be precluded frm owning or operating corrmercial
 
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 O fi;cal deficits and high inflation rates. Infusion of ESF 
dollars addresses the foreign exchange problem; but the local currency 
provided by -the GCCR under its ER agreements must be managed in a manner 
which does not exacerbate the deficit and inflation problem, as well as 
fueling excessive irport demnd. No matter how meritorious individual 
uses of these local currency funds may be, it must always be borne In 
mind that each additional colon which the GOC spends under ESR programs 
has an impact cn the domestic deficit, and also tends to fuel inflation 
and import demand by increasing the domestic money supply. Thus, all 
decisions about uses of these local currency funds require a careful 
weighing of thbse factors. '-

By 1984-1985, U.S. dollar assistance to Costa Rica had reached 
levels at which monetization (i.e. spending) of the full anount of local 
currency provided under each year's ESR agreement could not be permitted 
during that year without unacceptable consequences to the economy. 
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Therefore it was agreed with the IM that limits would be placed on the 

annual monetization of colones jrede available under ]ES Ill and IV. In 
1984, no more than $60 mllion (out of a total ESR grant of _$95 million) 
was to be monetized. The monetization limit for 1985 .vas,'$80 million 
equivalent (as against a total EP -rant of $160 million).
 

These concerns reain t .ly applicable to the ESR V program 
for 1986, and are fundamental tc .de design of the CC)ESA divestiture 

process. When ESR counterpart fur..;s are used to reduce CODESA debt at 

the Central Bank, these funds are not monetizedt only a book transaction
 

occurs, In which parallel reductions are rnade In the.ESR Special. Account 
and in the CCDESA debt account. (E:actly the same result occurs whether
 

the reduction of CODE debt is accarplished by a direct transfer of 
the Central Bank, or whether it Is achieved through the
local currency to 

of a_ a. localIntermediate step "buying" C3ESA subsidiary with currency
 

"purchase price" which is irmnediately transferred to the Central Bank to
 

reduce OIDESA debt.) The process makes it possible to take advatitage of
 
ldverage of these funds without the fiscal, inflationary,the political 


and Inport-expansipn consequences of having them infused into the money
 

economy.
 

Shelter Strateg. Costa Rica's serious shortage of low- and 
middle-Inc6eiiousing is exacerbated by inadequate financial system and
 

by the absence of a well-organized national shelter policy. 

Arajoer gap in the country's financial systen Is the absence of
 

an effective facility for rediscounting hore rrrtgages; therefore, the
 
area passageMission's first priority In the housing will be the of 

legislation creating a Central Housing Mortgage 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
 
is needed to coordinateclear lines of authority from the President 

out ministries
shelter activities- presently carried by. numerous and
 

senJ-autoncmus agencies.
 

A third priority will be the formulation of a bipartisan
 

national housing policy and irrplementation strategy. This policy and 

strategy nust be consistent-with principles of affordability, financial 
and sustainable
self-sufficiency, prlvate .soctor participation, 


production/delivery systems.
 

Export Prrmtion. Exchange rate stabilization and increase of
 

private sector productive credit are ESR V program components which will
 

contribute directly to export perforrmance, as will the allocation of
 

rodest amounts of local currency to export-oriented agricultural
 

The bulk of the Mission's export prorotion activities have
activities. 

been funded through Its Development Assistance dollar portfolio and
 

through local currency rmde available under previous ESR programs.
 

°"i.c 
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Tranching. Continuing Its practice from prior years, the
 
Mission proposes to tranche the disbursements under ESR V to provide an
 

even and rational flow of foreign exchange, and to maintairt leverage for
 

assuring conpliance with the covenants of this and previous ESR program.
 

IV. P0M DESCRIFINCN AM RkTICALE
 

A. Progrwn Ca nents 

The ESR V progra&n consists of a grant of $120,582,000 to Costa
 

RIca. The Mission proposes to obligate this amount In a single
 
agreement, as indicated below.
 

The adninistration o? President Oscar-Arias was Inaugurated on
 

May 8, 1986. While negotiation1 with representatives of the new
 
!_ final details are being actively
goverment have -already started, 


worked out with he newly installed government representatives.
 

Therefore, following obligation of the full $120,582,000 under
 

-ESR V and capletion of negotiations with the Arias government, the
 
Mission proposes to disburse a first tranche of $40,582,000, likely in
 
June. Funds will be tranched in three disbursements, as detailed in
 
Section IV.C.2.a, p. 24 below, In order to maintain an even and rational
 
flow of foreign exchange, and to preserve the Mission's negotiating
 

leverage in assuring ccnpliance with the conditionality attached to this
 
and prior ESR progrmas.
 

The funds obligated under the agreement will be disbursed as a
 

cash transfer. The uses of the local currency counterpart funds
 
generated under the E V progran are described In Section IV.D.2, p.
 
26-31 below.
 

B. Justification for the Grant
 

The Mission 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 from 1986-1990. Reducing the burden of this projected debt
 
service to a politically and economically more rmnageable 35% requires
 
annual debt relief averaging $240 million for this period (down fro the
 
$270 million required for 1985-1989 under last year's projections). 

2
 

l/ See Section IV.E., p. 31 and Annexes 11 and III below.
 

T/ *See Annex I, pages 8 "and l1t and Tables II and VIII.
 

p2 
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rmaxlmZT grant financing Is 
Given Costa Rica's high debt servicing burden, 

In Costa Rica. Grant rather than loan 
with U.S. interestsconsistent and the rate of debt
service burden
financing reduces the debt 


and recovery
our stabilization
thereby supporting
accumulation, 

objectives.
 

funding provides the necessary flexibility

In addition, grant 


The Central Bank 
for nmy of the proposed local currency uses.

required 	 funds, orfran granting borrowedthe Bankenabling legislation prohibits 
to any other entity.
their local currency equivalent, 


C. U.S. DDllar Resources
 

for Dollar Resources1. 	 Pur[ose and Terms 

the Centralwill be provided to
A total of $120,582,000 

as balance of payments support to 
the form of cash transfers"Bank In 	

11 and VIII) shows a $286 million 
Annex I (pp 7-8; TablesCosta Rica. in 1986. Even after
for Costa Rica 


projected balance-of-paynfents gap 

World TEank Structural Adjustmentfrom thereflecting financial Inflows 	 abovelevel of ESF assistance proposed

Loan and from'debt relief, the 
Costa Rica's foreign exchange


In order to rmaintain
rerains necessary 	 rrre 
damaging
to growth of arrearages to 

reserve position and prevent 
levels.
 

previous ESR programs, the ESR V
 
As under the four 


Bank to make an equivalent emount of 
agreements will require the Central 	

in Costa Rica.private enterprises
for sale to
available
dollars goods fron 	 the United States, in 
private irrports of productionEligible will *be 	required and monitored 

equal to ESR V disbursements,an mrount 
The Costa Rican private sector will be
 (see Section IV.E., p. 34 below). 


V in the time frame provided for the
of ESRabsorb resoureasable to The latest available 

assistance (through the end of calendar year 1986). 
that Costanine months of 1985, indicate

Bank data, for the firstCentral 	 the U.S. has been running atgoods framirportation of qualifyingRica's 	
million per year. Separate figures for 

an annual level of about $330 	
even rmking the

imports are not available. But 

public and private sector 


of the public sector corrponent of those 
liberal possible estimatesmost 

it retains clear that private sector demnd for qualifying U.S.
 
imports, 	 level
million assistance


Is well in excess of the $120
comndities 

proposed here.
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2. Disburserent of U.S. Dollar Resources
 

a. Disbursenent Plan
 

Tne initial tranche of $40,582,000 wilt be disbursed 

following successful negotiation of ESR conditionality with the Arias 
above) and ccrrpliance withadministration (See Section IV. A, p. 22 


The funds remaining after
conditions precedent (Section IV. E, p. 31). 

June will be disbursed in two incrgemnts of $40 million each in.order to 

provide an ever and rational flow of foreign exchange, and to enforce 

conditionality. The second tranche of $40 million wil! be made once the
 

GXC presents to USAID an acceptable economic end financial program to
 

close the 1986 balance of psmrents gap. The third and final tranche for
 
be rmde upon satisfactory progress by the
the remnining $40 million will 

G in negotiations with its external creditors and in tne inpleaen

tation of its financial/economic program referred to in the second 

tranche. 

Thus, the disbursement plan to be Incorporated into both 

-assistance agreenents isas follows:
 

ESR V DISBURSL,4T PLAN 

Grant Funds
Disbursements (projected) 


(U.S. dollars) 

40,582,000
First 


40,000,000
Second 


40,000,000
Third 


TorAl, 120,582,000
 

The Mission requested, and was given, authorization to vary 
MR II - IV as required tc assure goodthe disbursonent plans under 

nanagenent and regular availability of foreign exchange resources. 

Likewise, the Mission requests P.uthorization to include in the assistance 

agreerent under ESR V a plan for the disbursement ef funds as detailed 

above, but with the provision that the Mission may vary this plan as 

required to maintain an eveh and rational flow of foreign exchange. 
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to the disbursanent 	pla.p which would
.However, any variation 

on prioror all of a disbursanent vould be kased 
involve witholdilni part 
consultation with AMLAC. 

b. Dlsbursements Procedures
 

will be used.transfer 	 proceduresStandard A.I.D. cash 
be made into a special ac'.-ountwillthat disbursementsIt Is anticipated 	 tc 

the Central Bank, through electronic.transfer of. funds 
designated by 

in this method will 	 Le by

Bank. Any deviationthe U.S. Federal Reserve 
of the Mission Controller.written approval 

c. Justification for Cash Transfer
 

previous ESR progranm, 
. As was the case 	 in each of the 

than a CaTrmodity Inport Progren) is 
use of a cash .transfer (rather 

several reasons. First, the cash 
ESR V program forproposed 	 for L;. 

transfer progrTrfmaximizes the quick and flexible disbursemnt capability
 
the Costa Rican econora 

to move foreign exchange into
which is 	 required flow needs. Second,

meet balence of payments and cash
in order to 	 a are not needed, since there has been

capittl flightneasures to limit 
positive flow of private capital into Costa Rica since 1982.
 

1980-1985
0 -Net private capital inflows to Costa Rica for 

were as followsl/ 

1980 	 -$240.0 million
 
-$ 69.0 million
1981 

+$ 16.0 million
1982 

*$ 68.0 million
1983 

+$ 70.5 million
1984 

+$ 67.5 million 2/ (preliminary)1985 


inflows are conbined 
, '-tbleI d(net private capital 	 with 

11 See Annex 	 arewhen final 1985 figuresand nay 	 changeerrors and cmissions 
published).
 

errors and onIsslons in Annex I, Table II 
2/ Net private capital plus 	 to an

by $61.5 million, 	 which corresponds 
was adjusted downward 

placed in state-ownedexchange term depositsincrease 	 In foreign 
banks as a result of higher than competitive interest rates in Costa 

Rica.-


I 
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This trend to~erd a reflow of private capital to Costa 
Rica reflects the stabilization of the econany and Inprovenents In 
interest and exchange rate structures. ,
 

Finally, Costa Rica is using the A.I.D. funds to 
ccnpensate for foreign exchange inflows lost as a result of factors 
leading to the curr.nt economic crisis. It normelly trades with the U.S. 
well in excess of the dollar arunts provided under ESR Agreae'nts. 
Total Inports from the U.S. anounted 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 Ccrnmdity lrnport Program.
 

D. Local Currency Resources
 

1. Provision of Local Currency Equivalent 

Imnediately following each dollar disbursernent, the Central
 
Bank will depositJan equivalent a.mrunt of local currency into a Special
 
Account, as specified in the text of the Special Account covenant in
 

Section IY.E., p. 34 below. This local currency equivalent will be
 
Balculated at the highest rate of exchange for purchase which Is not
 
unlawful as of each disbursement date.
 

2. Prpose and Terms for Local Currency Resources
 

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

ESR V WCAL CLEOzY ALLATION 

Activl ty • Amunt
 
(•T=I on
 
equivalent)
 

CODESA Divestiture and Central
 
Bank Debt Reduction 50.0
 

Special CredI t"Line For Private Sector 20.0
 
Housing Bank 10.0
 
Agricultural School 16.0
 
Private Sector Road Maintenance 5.0
 

Counterpart to Mission Profects and Programs 4.0
 
Agribusiness Programs 5.25
 
Central Arnerican Peace Scholarships 0.75
 

9.582
Other 


7OAL 120.582
 

The Mission tries to fund Its programs fron current 
availabilities to the greatest extent possible, and thus to limit 
"imrtgages" of futu.-e years' funding. The local currency* program set 
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forth In the Mission's Action Plan anticipates future year funding of the
 

Agricultural School ($16 million equivalent in 1987), C A Divestiture 

and Debt Reduction (up to $50 million equivalent in 198"7), and the 

Housing Bank (up to $40 million equivalent in 1987 and 1988).t 

a. Assistance to the GOR in the Divestiture of Parastatal
 
Enterprises and Reduction of Public Sector Debt
 

In addition to the $14-n million equivalent In local 

currency already allocated under E:R IV, another $50 million will be 

devoted to the process of sale or liquidation of Ct)M subsidiaries and 

reduction of the accumulated Central Bank debt burden created by past 

operations of CSA and its subsidiaries. Progress under ESR IV for 
Further1985 has been discussed in Section II.C.3.a, -p. 9-13 'above. 

detail on the history and financial condition of C ,,as well as the 

design and constraints of the divestiture process, has been provided in 

Annex III to last year's PAAD for ESR IV. 

Objectives. This year's program will continue to
 

.pursue the objectives set out under ESR IV:
 

To move towmrd the elimination of public sector
 

participation in the operation of cnamercial
 
enterprises; and
 

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

In addition to these earlier objectives, the ESR V
 

to address the status of the CFSA holding corrpany
program will move on 

itself. To prevent, the recurrence of similar problemn with the growth of
 

parastatal enterprises, it is essential that agreement be reached with
 

the GXR so as to effectively preclude OXDSA fron acquisition or
 

operation of comnercial enterprises in the future.
 

Finally, the above objectives must be achieved through
 
foreign exchange, and inflationary
a mechanis n which avoids the fiscal, 


&cnounts of local currency resources (see
irpact of monetizing: large 

discussion of monetization issues inSection IIl.C, p. 20-21 above).
 

/.
 

The progrwn for achieving these objectives in 1986-1987
 

has been laid out in letters of intent signed by then President-elect
 

Arias on March 17, 1986, and by Vice-President-elect Jorge Manuel Dengo
 

on March 25,' 1986. Annexes II and III to this PAAD contain copies of
 

these documnents, along with English translations. Prior to the June,
 

1986 signing of the ESR V grant agreement (see Section IV.A., p. 22
 

k "
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above), the Mission will negotiate specific conditionality with the new 
government, within the following framework provided by the letters of 
Intent. 

Reaffirmation of the Process. Success In'.carrying out 
the carplex and politically delicate divestiture process Is obviously
 

dependent on the political will of the OCI. The new government will 
issue a cabinet decree publicly reaffirming Its ccrnittment to the 
irrplnentation of this'process as a condition precedent to disbursenent 
of the first tranche of funding (See Section IV.E).
 

Divestiture of SmIler Subsidiaries. The GO7 will
 

camit itself to the sale or liquidation of CODESA's Interest In all of
 

Its smaller subsidiaries by the end of calendar year 1986 (see Annex 1lI, 
pp. 2, 8 ). Arnong these ccapanies are: 

Atunes de Costa Rica (a fishing operation)
 
CVAA (a cenent producer) 
TUD R (a shipping agency)
 
JiASA (the national airline, a smll minority
 

of whose shares is owned by CIDESA) 
MCA (a wood processing firm) 
NWLCAR (a shipping carpany whose liquidation 
is already underway)
 

SANSA (a dcnestic airline In which CESA Is a 
minority shareholder)
 

StabaparI, S.A. (awood milling ecrpany)
 
Tenpisque Ferry Boat
 

The Mission will treat seriously the GOCR's caTrniment to curplete these 
the end of 1986, and will rmake every effort to encouragedivestitures by 

timely crpliance. At the same time, experience of the legal and 
operational ccrplexities which have energed In previous divestitures 

rrmkes it prudent to recognize the possibility that conclusion of same of 

these transactions. may slip over into the following year, despite good 
faith Irplenentatlon by the OCC. 

Larger Subsidiaries. The GXC will comnit itself to 
"divesting the following assets of D by no later than Septetber of 
1987 (see Annex I1, pp. 3, 8 ): 

ALCORSA (a cotton processor)
 
CATSA (a sugar refinery) 

.CIPAS.A (a cement producer) 
FERTICA (a. fertilizer ccnpany) 

"Forty-percent" Divestitures. Law 6955 of 1984, the 
no mre
statute authorizing the .WESA divestiture process, provides that 


than 40% of the shares of CMPAS, and FEUI'ICA my be sold to the private 
sector, because of the "strategic" Irnportance of these businesses. Wile
 
the Mission does not view this as an Ideal arrangernent, It believes that 
It is a workable one provided that the eventual private buyer Is assured
 



- 29 

of a managent contract or a shareholders' agreenent which guarantees 

Its right to operate the business on a comnercial basis, free from 
The letters of IntenX accept this


inappropriate political interference. 

principle (see Annex 111, pp. 2, 8 ). i
 

Non-Private-Sector Divestitures. Law 6955 also
 

of the a:PESA subsidiaries, because they were

provided that certain 


were to be
viewed as "public utilities", were not to be privatized, but 

other GOXM agencies (See Section ]l.C.3.a,transferred out of OOESA to 

pp. 10 above). The Mission is not satisfied with the progress mde by
 
these transfers. Therefore,
CODxE:, mrnnagenent during 1985 in effecting 

provides that the National Caomisslon (the
the Letter of Intent 

the privatization) will
independent GOfR agency established to adninister 


cor plete the transfer of these companies. (See Annex III pp. 3,9 .)
 

The CCDESA Holding Corrpany. Divesting CODESA's present 
if the holding company were free


subsidiaries would be of limited value 


to acquire or establish new corrmercial operations. An agreement with the
 

to preclude CODESA from doing so will be an essential part of the00CR 
of CO ,SAwould be a politically

_ESR V program. Outright dissolution 
As another approach, the OOM is considering the
 

difficult solution. 

possibility of restructuring CODESA as a ccrponent of one of the national
 

but its financial functions. (In addition
banks, but stripping it of all 

served as a conduitto its comercial operations, ODESA has in the past 

for certain 00M credit programs.) The Mission believes that this latter 

approach is acceptable, provided that ODDESA is explicitly and 

from financing, or operating new

effectively precluded creating, 


subsidiaries. (See Annex III, pp. 4, 10.)
 

b. The Special Credit Line and Private Sector Credit 

'2b date, $95 million equivalent in local currency has 
under earlier ESR agreements for the

been allocated to the Central Bank 
Line. (In addition to $90 million accumulated by

A.I.D. Special Credit 

the end of 1985, an additional $5 million was deposited in March, 1986,
 

(See Section
In partial satisfaction of a prior guaranty fund covenant. 

II. C. 4, p. 14 above.) 

banks had disbursed
As of DeceTber 31, 1985, local 

These funds were
funds frm the Special Credit Line to about 200 firms. 


efficiently. Operation of
 
disbursed to ultimate borrowers quickly and 


the Special Credit Line will be maintained via the present agreement. 

Under ESR V. credit will continue to be made available 

to private sector enterprises through the provision of up to $20 million
 

to private banks. Based on past experience, the Mission expects that 
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existing private sector deimnd will readily absorb another $20 million 
eouivalent while at the sane time Increasing loanable assets of private 

banks and providing Incentives to raise equity capital by meeting reserve 

requl remnts. 

c. Housing Bank
 

The colon equivalent of $10 million Is presently
 

earmarked for the Inlita-capitalization of a new secondary mortgage 

bank. Legislation creating this Central Housing Mortgage Bank (CENB) has 

been presented to the legislature.
 

The COI is modeled on similar Institutions in the
 
countries: it will be a second-tier financial
United States .and other 


institution specializing in mobilization of capital, mainly fram the
 

to finance long-term housing mortgages. The availability
private sector, 

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 maintain constant rotation of this
 
MI3 will operate in the national
capital In new:'shelter projects, 


(Bolsa de Valores) to discount the mortgages
securities exchhnge 

generated by approved erTrbers of the national housing finance systen. 
The Board of Directors of GM'B (primarily drawn from the private sector) 
will regulate uniform tern 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 

incrmental funding of local currency costs of the new Regional 
School. The budget in the approved Project Paper IncludesAgricultural 

local currency requirements of $89.6 million, of which $60 million has 

been program'ned from ESR Ill funds. With the funds under ESR V, the 

balance of future year requirerents is reduced and will be funded from FY 

1987 local currency availablIties. 

e. Private Sector Road ?&Intenance 

Under ESR 1ll, a local currency project to demonstrate
 

private sector road maInterlance and rehabllitiation was executed with the 

Ministry of Public Transportation. Based on the excellent results of 

this pilot project, both the World Bank and the Inter-Aerican 

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 GOCR
 

counterpart funds for these loans. 
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. Agribusiness Program., 

to $2 million is reserved for
Local currency equivalent 

export expansion
of the Mission's agribusiness
initial inplementation 


will focus on technical assistance for the 
strategy. This program 

nuTrrber of agribusiness products. The 
production and export of a small 
selection of these products is based on concrete market opportunities.
 

currency
An equiialent of $3.25 million in ESR V local Is 

of the Coffee Technification 

reserved for Incremental funding and
 

irrproved technologyprogram disseminatesDiversification program. This 
crop fron -rust. It 

to help small coffee producers avoid losses coffee 
to plant marginal land In rracadamia,

these growersalso assists small 
reduce the


other diversified production will cacao, cardaron, and crops: 

risk of reliance on coffee as a single crop.
 

g. Central Aerican Peace Scholarships (CAPS) 

of $750,000 Is earmarked for the CAPS 
Ani equivalent 


program, which 'is providing high school, undergraduate, graduate and
 

training in the United States for
 
short-term technical/leadership 
Individuals who would not otherwise have such 

an opportunity.
 

h. Other Local Currenc' Uses 

currency made available under ESR V,
The balance of local 

will be used for 
as well as interest earned in the Special Account, 

new
funds, property acquisition (including the 


trust
operating expense 

A.I.D. office building), program support, 

and other miscellaneous Item. 

E. Conditions and Covenants
 

ESR V.program will assure that 
Conditionality proposed for the 

directed towards achieving the balance of payments
 
dollars provided are 


there continued ccplIance
and policy objectives of the program, that is 

that additional efforts
 
with conditionality in existing ESR Agreements, prior ESR program


further policy initiatives started under 

required to to the Grant is

the- local currency equivalent
are undertaken, that identified


the basis for achievemnent of objectives

established, and that 

for the local currency corponent of the program 

is established.
 

by A.I.D., the Central
The Grant Agrevnlnt will be signed Bank 

Based discussions with President Arias
 
and the O likely In June. on 

to C A and 
a nurrber of provisions related 
prior to his inauguration, sentin of Intent 

sector accepted and included letters 
the housing were 

These provisions, along with 
to the Mission (see Annexes II and III). 

as in 
concerns, will be incorporated follows the 

other conditionality 

Grant Agreement,
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I. Conditions Precendent to First Disbursement
 

CWCESA
 

Reaffirmation of Process
 

The GM-wI1l issue a cabinet decree which extends the
 
existence and authority of the National Cnnrission for the
 
Reorganization of CU)ESA, and which reaffirms
 

(1)The requirenent that CXEA's subsidlaries be sold,
 
liquidated or transferred pranptly;
 

(2)The prohibition against CES making new invesbmnts
 
or otherwise -participating in"the for'mtion of new
 
businesses; and
 

(3)The prohibition against C incurring new
 
-liabilit!es 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.
 

Valuations by the Controller General
 

The G will issue a resolution which provides that the 
First Vice President of the Republic, assisted by the 
National Canmission, will be delegated to negotiate with 
the Controller General a formula which will permit the 
participation of FINRA (the private sector Trust) In cases 
where the adjusted book value method (used by the 
Controller In the public offering of earlier subsidiaries)
 
woula diverge from the real market value of a subsidiary
 
being put up for bid.
 

2. Covenants
 

The Grant Agreenent shall incorporate covenants requiring the 
Central Bank to provide the following: 

Foreign Exchange for Private Enterprise 

To provide during calendar year 1986 foreign exchange 
resources to the National Banking Systen and other 
authorized agents, for purchase by private enterprises, the 
total rount of which shall be not less than the amount of 
all cash transfers received by Costa Rica from the United 

4#2j 
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and
under the Economic Stabilization

States Governmert 
 three
to
Recovery Prograwn.V; and report to A.I.D. within 


or
 
months of the last disbursernent of these cash transfers, 


by March 31, 1987 (whichever is earlier),. Inforation
 
that such provisioni of foreign
indicate
sufficient to 


exchange resources has been aecorplished.
 

U.S. CAorvditV Inports 

To rake available during calendar year 1986 a dollar 
as cash transfers to 

arount equivalent to that disbursed 
and RecoveryEconomic StabilizationCosta Rica under the 

States by
Program V, for the Irnportation from the United 

Rica (including the
 
private enterprises In Costa 


of raw raterials, construction

agricultural sector) 


spare parts, and capital

raterials, intermediate goods, 


to report to A.I.D.
production; and
equipment required for 

of the last
1987, or within six months
b9 -June 30, 


distoursenent of these cash transfers (whichever is earlier)
 

that such transactions were acccnplished.
 

Special Credit Line 

To maintain the Special Credit Line in operation (including 

to it under this or previous Econcmic 
all funds added 


and Recovery agreenents, together with
 
Stabilization 
 received
and repayments of principal

payments of interest 


line), under the same
 
by the Central Bank from that credit 


until

and regulations presently In force,


conditions 
 agreed to 
Decermber 31, 1996, or such other date as may be 


between A.I.D. and the Central Bank.
 

Private Sector Credit.
 

th4
 
Toagree to an Increase in credf.t available through 


sector, in a:
 to productive private
private banks the 


armunt of local currency equivalent of up to twenty 
millioi
 

to increase loanable
dollars ($20,000,000),
United States 

assets of private banks and to provide incentives to raise
 

equity capital, by meeting reserve requirenents. 
This local
 

the highest rate of
be calculated at 
currency cnount shall 

the first
the date of 


exchange for purchase which, as of 

the Econcmic Stabilization and
funds under
disbursement of 


Recovery Program is not unlawful inCosta Rica.
 

Public Sector Credit
 

national
credit outstanding through the 

-- To restrict net 


sector during
the non-financial public

banking systen to 
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calendar year 1986 to levels no higher than those agreed to
 
Fund for calendar year
with the International Monetary 


to
1985, less the gimunt of any reductions in CCDESA debt 

or any preiious Economic
the Central Bank funded under this 


to A.I.D.
Stabilization and Recovery progran; and to report 

mnths of the end of each calendar quarter in
within three 


1986 inf-orntion sufficient to dmnonstrate conpliance with
 

this condition.
 

Subsidized Credit
 

-- To restrict outstanding balaisces of subsidized credit 
Is
during calendar year 1986 (defined as credit which 


bunking systen at interest
extended through the national 

rates lower than the basic Vassive rate) to levels
 

the end of calendar year
(measured in colones) which are at 
higher thaa the level of such credit outstanding as
1986 no 


31, 1984, and which do not exceed that DecaTberof .Decernber 
a purely seasonal basis311 1984 level by rmre than 5% on 

the course of 19861 and to report to A.I.D., withinduring 
three rmnths of the end of each calendar quarter of 1986,
 

information sufficient to demonstrate compliance with this
 

condition. 

Exchange Rate 

1986 a unified
 
- To rnaintain during calendar year 

and to review 'he appropriateness of the
exchange rate; 

exchange rate on a continuing basis, and revise It when
 

necessary, in accordance with :!e following factors, wnong
 

others: relationship of actual and anticipated daestic
 

prices to prices in the principal countries with which
 

Costa Rica has ccmnercial relations, the status of the
 
balance of payrnents,
curtent account transactions in the 


service of foreign debt, -and non-corrpensatory net capital
 

Inflows.
 

Positive Real Interest Rates
 

The basic passiVe rate during calendar yearTo maintain 
1986 (defined as the interest rate fixed by the Central 

a level
Bank for six-tnonth certificates of deposit) at 


higher than the prevailing rate of inflation.
 

National Credit Program
 

To maintain and luplerent during calendar year 1986 the 

credit program announced by the Central Bank's Board of 
In all of Its features.Directors on February 19, 1986, 
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Price Checking Unit
 

To provide evidence acceptable to A.I.D. no later than 30
 
days following the signature of this Agreement that the 
process of inport and export price verification by the 
Central Bank Price Checking Unit is fully operational; and 
thereafter to provide to A.I.D., at the end of each
 
calendar quarter through Decaber 31, 1988, repor'ts in a 
form acceptable to A.I.D. on the operations of the unit,
 
with particular aphasis on actual progress achieved in 
verifying intport and export prices. 

Wh Reports 

'To provide to A.I.D., from the signing of this agreement 
until the end of calendar year 1987, copies of all reports 
to the International N*netary Fund as required under
 
present or future agreements or programs with that Fund; 
and to provide each such report to A.I.D. at the same tine
 
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 
Ifer iod 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 agreenents under 
this -Econonic Stabilization and Recovery Program V, to
 

depos'it praTptly the equivalent in colones of each dollar
 

disbursement under this Program into the Special Account in 
the Central Bank originally established under Covenant
 
6.I(L) of the ESR 11 Assistance Agreenent, 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 disburserents at the highest rate of exchange for
 
purchase which, as of the date of the dollar disbursenent,
 
Is not unlawful in Costa Rica; and to make disbursu.,ats 
from this Speclal Account pursuant to A.1.D. lnpleientation 
Letters.
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Divestiture of Seller Sutsidiarles _/
 

--	 By Decerrber 31, 1986 at the latest, CIOOEA will have 
sold or liquidated Its interests In Atunes de Costa 
Rica, SANSA, 1ACSA, STABAPARI, M;CASk, NANLCMI, 
Tenpisque Ferry Boat, FLEI-R, CEWASA, and any other
 

conpany Inwhich ithas any interest (except its shares
 
In the national securities exchange and Its seat on 
that exchange, as well as the capranies nawed In the 
following covenant).
 

Divestiture of Raeilnrig Larger Subsidiaries _]/
 

- By Septaerber 30, 1987 at the latest, C A vill have 
sold or liquidated its interests In ALCCRSA, TSA, 
CEMPASA, and WTIC. 

- .By DeceTber 31, 1986 at the latest, the articles of 
;Incorporatlon and by-laws of CiPASA and FERTICA will 
have been anended as necessary to ensure the protection
 

of private purchasers of 40% of their shares, Including
 

an appropriate rmnagenent contract or its equivalent.
 

Non-Private-Sector Divestitures
 

r The National Caomission will be required to effect the 
transfer of the following O3DSA subsidiaries:
 
7RANMM (the bus caRpany) to the Ministry of Public 
%orks and Transport; FBXSA (the national railroad) to 
the National Railroad Institute; MINASA (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 

Investnent Pranmotion. These transfers will have been 
1986.
.Affectedno later than Dcerber 31, 


Restructuring of the C A Holding Ccrrpany 

The First Vice President, together with the Central 

Bank and the National CaTmission, will contract for
 

such studies or other work as they deen suitable to
 

work out a possible absorption of COD~EA by one of the 

state cormnercial banks or by sane other -institution,
 

providing.that CCDESA will be precluded frcn creating,
 

financing, or operating any new subsidiary. 

l/ For descriptions of Individual caupanies, see Section IV.D.2.A. p. 28 
above.
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The above work will be corpleted, along with all the 
detail necessary In advance of executiv" action, no
 
later than Septentber 30, 1986. Impleeritation plans
 
will be presented within sixty days of the crpletion
 
of this work.
 

b. Housing Sector Covenants
 

Public Agencies
 

The GOR will Implement polJcy and 
organizational reforrns leading to the 
consolidation and -specialikation of the 
public Institution; involved In housing 
construction and finance. 

Central 1.)'slng Mortgage Bank 

- The executive branch of the GOCR will exert Its 
best efforts to secure passage of a law 
establishing a Central Housing Mortgage Bank 
with the following characteristics: 

-- Its Board of Directors will have majority
 
representation frn the private sector;
 

Its General Mnager will have responsibility 
and authority for the technical and general
 
administration of the Bank;
 

It will lend only to housing finance 
institutions whichlmeet the Bank's legal and 
financial requireTents; 

It will finance loans at market rdtes of 
interest, without need of subsidies from the
 

.government; and
 

-It will finance mortgages with variable
 
interest rates, In order to maintain the
 
value of the mDrtgages.
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Prior Covenants 

- To carTply with the terms of all covenants iremaining In 
effect from earlier Economic Stabilization and Recovery
 
agreements between A.I.D. and the Goverrment of Costa 
Rica br agencies thereof. 

The grant agreenent will include the following special 
provision, giving A.I.D. the right to enforce ccrnpliance with'all ESR
 
covenants by suspension of disbursements, ifnecessary.
 

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

Mrch 20, 1985,
 
'January 28, 1985, 
August 1, 1984,
 
MVsy 7, 1984,
 
DeceTber 13, 1983, and
 
July 14, 1982,
 

ur any amendments thereof, between A.I.D. and the 
Goverrrnent of Costa Rica or the Central Bank of C.osta 
Rica, then in that event A.I.D. may suspend 
disbursements of the Grant until such time as
 
satisfactory ccrrpllance has been obtained.
 

The Mission also proposes to include In the grant agreement 
a provision that calls for AI.D. to notify the grantee when each 
disburseiment may be requested by the Central Bank. Conditioning each 
disbursenent on A.J.D. approval in this fashion nekes It easier for the 
Miosion to carry on an effective dialogue whenever a serious issue arises.
 

As indicated above, the Mission would consult with AA/LAC 
prior to taking any action to withhold all or part of any disbursement. 
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1980-19831. Economic Trends and Events 

to only 0.8%in 1980 and subsiquentlyFconandc growth amounted 
Gross Dcmstic Product (GP) declined by 2.3%in 1981 and 7.3%in 1982, 

a"d the 1983 stabilization program brought GIP growth in that year to 

2.3 %. Real incomes and consmrption also declined during this period. 
89 % of the 	1977 level and 

On a per capita basis, 1983 G per capita was 
35% of their respective 1977 

private consLZption was 79% and investment 
even after 

levels. Real wages declined strongly in 1981 and 1982 and 
at only 74% of the 1979 level. Inflation also 

sore recovery in 1983 were 
high rates in 1981 and 1982; for example, on an average annual 

reached 

basis the wholesale price index registered a 65 percent increase, in 1981
 

a 108 percent increase in 1982. The accelerating inflation was
and 
caused by strong exchange rate devaluation (319% in the 18-month period 

and by rapid growth of domestic credit, which
ending December 1981) 

rates of groth increasing fron 35 percent in 
registered 	ncifial annual i.e.rates of inflation before 1981,

to 105 percept in 1982. Lower1978 	
despite higher rates of credit expansion,

less than 25 percent per annLn., 
imports (fran S 1.02 billion in 1977 to 

are explained by rapid growtn of 
The Costa Rican experience of the late 1970s 

1 1.52 billion in 1980). 
case in which a destabilizing growth

to the usual open ecornxryconforms reserves and 
'of domestic credit enlarges irports until foreign exchange 

at which tire import compressionare exhausted,external creditworthiness 
to produce strong inflation.and devaluation corbine 

In the la.e 1970s Costa Rica borrowed heavily from foreign 
deficits and to forestall

ommercial 	banks to cover bala.ce of payment 
In the period 1979-1981 current account

exchange rate devaluaticn. 
financed by 	foreign coumercial

deficits amounting to S 1.6 billion were 
debt service payments,

bank loans, but with the sharp rise in 
a net inflow of external credit could not be 

particularly after 1980, 
debt service,In inid-1981 the LXR suspended externalmaintained. and at year-end

to maintain 	a reasonable level of iports,essentially to $ 1.1 billion. 7hearrears amfounted1982 the external debt service 
was caused 	by the rapid

balance of 	pay.nts/debt service crisis of 1981 
on thata sharp increase in interest payrents

increase in external debt, 
loss of Central American(rminly coffee) prices,debt, declining export 

(up to 1982) by inports increased byexport irarkets, and 
demand pressures.dogestically-generated 

In July 1982, shortly after coming to office, the Monge 
arrears,

resrred partial payments on external debt service
administration 

to over $40 	million in 1982. A one-year IMF 
and such payments amo-onted 

1982 which 	provided approximately
Standby was approved on Decerrber 20, 

ESF assistance amounted
$100 milion (SDR 92.5 million). in addition, US 

resoures to 
to $175.7 million in 1982-1983. Buttressed by fT and ESF 

by the end 	of 1983, the.
help closp 	the balance of payments gap, 


of Costa Rica had concluded cc nercil bank and Paris Club
 
Goverlrent 	 and Costa Rica was again current on contractual
rescheduling agreeretts, 

the GOCR- signed a debt
external debt &servloc.. ITn January 3.983, 
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on contractual
reschedulIng agreements, and Costa Rica was again current 

external debt service. On January 10, 1983 the (3CRsigned.a debt
 

reschedulIng agreenent under the aegis of the Paris Club with ten
 

creditor countries which rescheduled principal and Interest Inarrears
 

and falling due between July 1, 1982 and DeceTber 31, 1983 to a
 
On April 22, 1983, the GO0
seven-year period beginning Decenter 1985. 


signed a no, randrn 6f understanding with foreign ccmercial banks, 

covering all principal inarrears and falling due In 1984. These 

payments were rescheduled to a period beginning in 1987 and ending In 

1991. In addition, the agreerent provided a revolving credit fund In
 

favor of Costa Rica, but of self-liquidating and diminishing character,
 

ccnposed of fifty percent of interest payable and due In 1983.
 

Apart frrn external support via debt reschedulings and B/P support
 

assistance, Costa Rica's balance of payments improvement also rested upon
 

decreased Irprts which resulted from the reduction of real incomes and
 

aggregate demand. In this regard, Costa Rica's trade deficit declined
 

fran $527 millibn in 1980 to $25 million in 1982 and $131 million in 1983
 

with nominal dollar values imports (CIF) declining from $1,528 million in
 

1980 to $993 million in 1983 and with exports (FtB) declining fran $1,001
 
Related to reduction of the
million In 1980 to $862 million in 1983. 


trade- deficit, import volume (referring to Imports of goods and
 

non-factor services per national accounts) declined by about 50 percent
 

frcn 1980 to.1983. In contrast, the volire of 1983 exports of
 

camrdltles and non-factor services (fram national accounts) was nearly
 

the same as In 1980. Thus, the econany achieved a very substantial
 

corpression In irrports as related to exports. Reduction of domestic
 

demand through monetary restraint and reduction of the fiscal deficit
 

underlie this achievenent. However, the reduction in real imports Is
 

also related to low levels of danestic investnrnt.
 

The stabilization program supported by the Standby was
 

designed to reduce inflationary pressures, to prormte orderly exchange
 

markets, and to facilitate resuTption of public sector external debt
 

service and was broadly successful. IIF and ESF assistance provided
 

crictial support to Costa Rica's 1983 balance of payments enabling the
 

recovery of price and exchange rate stability. By the end of 1983 the
 

constrner 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" market exchange rates that'had
 

existed at the outset of 1983 was eliminated during the course of the
 

year. The bnge adninistration's major contribution to the stabilization
 

progran was a strong reduiction of the public sector deficit. This
 

deficit, which had increased fran 6.7% of GDP in 1977 to a high of 14.3%
 
The reduction of
In 1981 was reduced to 9.0% in 1982, and 3.4% in 1983. 


the deficit can be attributed Irn 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 taxes In general.
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2. 	Econmic Perforimnce in 1984 and 1985 

1983 econonic performance turned
Sam aspects of Costa Rica's 	 out 

better than expected and lulled policyrukers Into a preeture 
In particular, the larger-thanof the eonarMy.reactivation Irrpacted on the econoeny via
 

anticipated reduction in inflation 	of 1983 

credit and real dermnd. In real
 

the relationship between increased 	real 


to the private sector increased by 	about 40 percent in 1983
 
terns credit 

(see Table 11). Despite this high 	rate of expansion, private 

iector
 
about 20 percent in real terns, 

holdings of rney and quasi-Toney grew by 
flow to Costa Rica of 

this growth related strongly to a returnand Costa
 
financial assets previously held abroad by 

Costa Rican residents. 

Inflow of private


Rican policyrnakers judged that a substantial net 


capital as well as official project disbursemnts 
would continue In 1984,
 

thereby covering sane expansion of irq>orts, and they allowed banking
 

syste' credit t9 expand rapidly (an over 30% annual rate) 
through the
 

the foreign exchange position of the
However,
first half of the year. 

Central Bank deteriorated and by the second 
quarter of 1984 arrearages on 

external payments began to accumulate anew. Moreover, even though the 
it unablein March 1984, was 

= had negotiated a Standby with the IMF 

to ccmply prcrTptly with the "prior 	conditions" attached to that
 

arrangemrent. Most observers here 	judge that delays in
securing
 

Branch economic proposals vesto ExecutiveLegislative Asseftly approval 	 thein econmic affairs that followed
the lack of leadershipcaused by 

departure of the President of the Central Bank, and de facto leader of
 

in March.the Government's econozic team, 

were running about 20% higher than 	one year
By mid-1984, imports 

took corrective measures 
In June, the Monge administrationearlier, and 	

inports by tightening credit conditions 
to dawpen aggregate derind and 

tax and liscal measures to reduce the fiscal 
and enacting several 

President Monge restructured his economic teen, 
deficit. In August 1984, 
thus providing a basis for renewed 	negotiations with the BMF 

and the
 
for the Ley de
 

Goverrrent also obtained Legislative Assembly 
approval 


1984 ESF assistance, and in 
as was required forMoneda (Currency Law) for 

early Septerber the Goverrrnent obtained Legislative AsserTbly approval 

DI" to reopen Standby negotiations. By 
a fiscal packIge required ty the anhad obtained confirrned cormitments 	of $80 
January 1985, the Goverrynent $75 million 
million World Bank Structural Adjustment Loan (SAL) and a 

credit from foreign ccnrercial banks as 
were required for a npw IMI
 

At year-end 19Q4 external payment arrearages 
aLrunting to
 

Standby. 

$166.6 million are ex post evidence of 

an unfinanced R/P gap and can be
 

attributed to an unpTanned growth of 
irmports, delay until May 1985 of
 

(which had been promlsed since July 
receipt of the carnerclal bank credit 

other external credit shortfalls.
1984) and sane 

V 
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of thi .1985 Stanby 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 S 60 million for 1985. As with
 
the 1983 Standby, the 1985 Standcby was a key prior condition for the
 
rescheduling of debt with external creditors. As is usual to such
 
arrangements, specific quantitative ceiliryGs were att-ached qjarterly to 
cmulative central government expenditures, domestic banking systen net 
credit to the nonfinahcial public rectzr, net domestic assets (credit) of 
the Central Bank, the stock of external par.rent arrears, and a 
quantitative floor was attached to the Central Ba-nk's net international 
reserve position. The najor commitments included in the January 1985 
Letter of Intent were as follows: (1) a lijrit on the over-all deficit of 
the nonfinancial public sector of 1.5 %in 1985, (2) no recourse by the 
nonfinancial public sector to net financing by the domestic banking 
system or to a net increase in. bond placevrents outside the banking 
system, with the over-all fiscal deficit financed rrainly by the use of 
foreign long-term borrowing on concessional terms, (3) a S25 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 comnercial bank loan which is treated as a oompensatory 
inflow), (4) maintenance of positive real rates of interest in the 
domestic system of financial interrediation, (5) a flexible exchange rate 
policy which adjusts the exrhange rate to reflect changes in the balance 
of payments and dcrrestic and trading partner prices, (6) the elimination 
of foreign exeqhange payment arrears, other than those related to 
rescheduling agree.ents under negotiation, during the course of 1985 and 

-

under specific quarterly ceilings, (6) a pledge not to introduce or
 
intensify restriction-s on current (non-capital) international
 
transactions, (7) a pledge to limit price controls and subsidies to a
 
limited number of basic consamer products, mainly benefitting low inccme 
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 mininuir 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 coxn-ecial banks, 
wid with the World Bank or. a Structural Adjustment Loan. he Paris Club 
minute (April 22, 1985) covered 90 % of debt servic- (principal and 
interest) in arrears at the end of 1984 and through March 31, 1986 and 
rescheduled this a'ount (less 10 percent to be repaid in three 
instalirents in the period 1986-1988) to a repayirTent period of 5 years 
after a grace period of 5 years. The GOCR-Bank Steering Coamittee 
agreurent rescheduled all vaturities falling due to participating 
camercial banks in 1985 and 1986 to a seven year repayment period after 
a grace period of three years. In addition to the rescheduling, the 
crercial banks made a $ 75 million new credit facility available ar
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 repeynent 

slated for Deber 1986). In addition to these sources of B/Pro 

assistance, ESF amounted to S 160 million in 1985 and the World Bank 

in amount of $S0million (butprovided a Structural Adjustrent Loan (SAL) 
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 iTrong agreements coupled 
in necessary action by the GOCRwith four separate episodes of delays 

cast doubt, at times, on the fate of the programLegislative Assembly, 
and undermined credibility of the Monge adrinistration commitirent to 

For exaiple, in obtaining Legislative Asseublyeconomic recovery. 	 delay 
a projected June ratification to August 7)approval for the SAL (from 

delayed slated foreign exchange inflows (fron the first tranche of the 

SAL and from the second tranche of the com.ercial bank new creait 
at the end of June on the arrearagefacility) and caused nonccpliance 

review ofreduction test in the Standby. In addition, the mid-year IqF 

the Standby also suggested the need for a mid-course correction of the 
revision ofpublic sector financial program in the form of a doirward 

central administration revenues ard expenditures, and the I5F' required a 

Letter of Intent which also touched on several issuessupplementary 

including wage policy, exchange rate policy, and foreign exchange
 

DC- reached agreement on these modifications indeposits. The GCR and 
again in copliance with theearly October and the GOCR was once 

Standby. Even so, the revision of the Standby also delayed the marketing 

of the the cmnrercial bank S 75 million credit, and the second tranche 
($ 56.25 million) of this credit was not available until late Novefrber. 

reservesThus, during most of the year freely-disposable foreign exchange 

were uncomfortably low.
 

Production. In 1984 real Gross Domestic Product (GEP) grew by 

6.3 %acoording to official estimatesl see Table I. This contrasts with 

the low economic growth of ?383 and the absolute decline of G(P in 1981 

and 1982. The sectors leading the 1984 recovery were agriculture 
(18.3 %), and other(6.8 	%), manufacturing (10.0 %), construction 

reactivation of 1984 was due to favorableservices (4.7 %). The econcmic 
the upswing portion of the coffee productionclimatic conditions (and 

dcarestic demand fueled by expansionary monetary,cycle) and to a rise 
in late 1983 and early 1984. GDPfiscal, and wage policies pursued 

growth has been much ).owe; in 1985 due to more restrictive de3and
 
management and to weaker perfo:rance of the basic productive sectors.
 

% in 1985 due to reducedAgricultural output declined sharply to a -1.0 

coffee and banana prodction, and these sectors account for nearly half
 

of Costa Rican agricultural output. The manufacturing sector output
 
to 1.7 % in 1985.
growth also declined frcmwa rate of 10.0 %in 1984 

due to a sharp decline In manufactured exports to the
This stagnation was 

problems zfflicting theCental American region, related to the trade. ThSt 

and to a lower rate of increase in p, vat.c ;ecto: disposableregion, 

incoffe.
 

Emlo rment, and Real Irncoe. s .masurec- b; theInflation, 
consumer price index inflation was 17.3 1 ficm De --rber 1983 to December 

1984 and 11.2 %from Novenber 1984 to Novorber 19b. !*1Wages 
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increased by 13.2 a in 1984 and the 'latest data to March 1985 indicate an 
increase of 4.5 %. te rate of open uLmployffent averaged 6.4 %in 1984 
and 6.2 %in 1985, and the euployed labor force grew by 3.9 1 from 

Nvember 1984 to Novenber 1985. 
t 

Public Sector Finances. As is shown in Table VI, the nonfinancial 
public sector has moved tow-ard financial equilibrium with the deficit of 
the nonfinancial public sector declining from 14.1 %of CEP in 1981 to 
9.0 % in1982, 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 GD? 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 

werepublic utilities, and revenues of the Social Security InStitute also 
increased by a .sharp increase in the payroll charge in 1982.
 

Monetary Performance. Banking systeom 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 frm
 
foreign sources in response to higher-tVan-world market interest rates.
 
(Adjusting fot this effect in 1985 would reduce the increase in demand
 
for money to 10.9 1.) Monetary policy in Costa Rica is constrained by
 
the general openness of the econcxy, by high real interest rates
 
prevailing throughout world money markets, and by the existing 
mini-devaluation (crawling peg) exchange rate progrmn. These constraints 
produce interest rates in Costa Rica's organized financial markets that 
are effectively in the range of 25 to 35 % per a-nrm and thus strongly 
positive in real terns. Credit users complain frequently concerning high 
positive real interest rates and from tine to time about the general lack 
of credit. However, with the 12.4 % devaluation (12-month basis to 
Decembr) registered in 1985 we doubt that 23.0 % six-month deposit rate 
is a strong inducerent for holding local currency as coapared with 

run
Sdollars, and we note that lower local currency deposit rates would 

the risk of inducing capital flight and dollarizing the Costa Rican
 
econom.
 

Balance of Payments. 'As is shown in Table II,after strong import 
ccapression reduced inport expenditures from $1.5 billion in 1980 to less 
'vmn $0.9 billion in 1982, by 1984 inports had risen to $1.1 billion. In 

"Aton, from an average 6f S 865 million in 1982-1983, exports rose to 
$ *"" llion in 1984, but fell back to $932 million in 1985. As a 
res . .'he trade aocount deficit increased from S 25 illion in 1982 to 
an estimated S 177 million in 1985. The growing trade deficit was 
reflected also in a $ 116 million increase in the deficit on current
 

bcoumt of Costa Rica's balance of paynents from 1982 to 1985, and in
 

1985 this deficit amounts to about 11 1 of GEP. The over-all 
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in recent years also reflect balance of 
(or caopensatory) outcomes 
payment weakness. The oderate surpluses of 1983 (S51 million) and 1985
 

($63 million) were offset by the 1984 deficit 
(Sll0 million).- Direct
 

balance of payments assistance operations, defined as disbursenents of 

plus Paris Club and cczyrrrcial bank
the World Bank SAL,funds from ESF, and net 

debt service relief (including the Revolving 
Credit Facility), 

DC-resources arounted to $ 599 million in
1983, S 297 million in 1984, 

Clearly, in absence of B/P assistance Costa
 and S582 million in 1985. 

Rica would have to cut back on imports and/or 

reduce interest payments on 

The weakness of Costa Rica's external accounts 
is 

external debt. 

illustrated by the fact that it would have to reduce imports to live
 

By this we mean that ifCosta Rica cut all 
debt
 

solely on cash flow. 
 consequence, inports

service and had to forego all capital inflows 

as a 

would still have to be reducdd even if capital flight did not 

Taking 1985 as an example, imports would have 
to be cut by 

accelerate. 

$51 million, which is the shortfall in cash flow calculated by excluding. 

payment of official interest fran the current account balance. 

3. The Outlook)for 1986 and the Medir Term
 

econcrmy in 1986 is bound up with 
- The outlook for the Costa Rican 

surrounding the new goverrm-ent elect and the price of 
uncertainties now selected its economic tem, 
coffee. The Arias govermrent elect has 

andand fiscal programs now exist,
the outlines of the 1986 monetary 

team and the f 
initial conversations between goverloet-elect economic 

the course of coffee
19-20. Uncertainties concerningtook place on March 

1986 necessarily reduce the certainty that 
and petroleum prices during 
can be attached to projections of Costa Rica's balance of payments and 

in the following discussion, we
 public sector financial operations. 


assume an average 1986 coffee price (FOB) 
at $2.00, an average inport
 

cost saving of S 
cost of petroleum products at S 16.00 per barrel (for a 

15.0 per barrel over the average CIF cost to Costa Rica for 1984 and 
for balane of paymrents

1985), and that external support to Costa Rica 
as ccipared with $ 580 

purposes will app~oxinate $ 300 million in 1986 
expect that the Arias administration economicWemillion in 1985. 


program will merit continued external donor and creditor support, 

although cora~tlve actions may be required in scTe areas. Even though 

the S 2.50 per pound (CIF New York) in 
coffee prices-have keen around 

in Brazil suggests that 
the recent ernding of.drought conditionsMarch, 

in the second half of 1986 unless freeze 
coffee prices may weaken 

(an event that will be known by
conditions decimate Brazil's 1987 crop 

is based,
the end of August 1986). The ass-red $ 2.00 per pound FOB 

importantly, on the scenario of declining coffee 
prices during the secon
 

The less probable scenario of increasing prices would 
half of the year. 
increase Costa Rica's 1986 coffee windfall, but it would impact vore 

strongly on 1987 external accounts.
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Balae of Pay ts. The Mission projections for Costa Rica's 1986 
baanof payments and exports are presented in Tables II and III. 
These projections have been prepared in coasultation with the Central 
Bank, using its December 1985 projection as a point of departure. A 
preliminary report on the Central Bank forecast was forwarded by cable in 
San Jose 0099 (Jxanuary 6, 1986), and our more detailed forecast for 1986 
standard detailed B/P format w.as forwarded by cable in San Jose 2694 
(March 24, 1986 as CED 0102 Balance of Pay~ments Report--Costa Rica). 

The critical assmrptionts urerlying our projection of Costa Rica's 
1986 balance of payments includes coffee export earnings (FOB) at S 480 
million dollars (as copared with S 315 million in 1985), import 
expenditures (CIF) at S 1,150 million (up from S 1,109 million in 1985), 
interest on public sector ct.-ternal debt at S 307 million (down 'from S 326 
million in 1985) , and balance of pa ynts su-£orting assistance at S 296 
million in 1986 (dn from. S 582 million in 1985). As projected for 
1986, the 22 L increase in e t ear:ea-ring: couplc i with a 4 % increase in 

.inport expe nditu.:es an:- a 6 % decline in official interest payments 
underlies a $ 181 million ip'prov .rent or, current aocount as its deficit 
declines from S 357 million in 1965 to S 176 million in 1986. 

Per the B/P gap fonrat (see Table I!) the inp:ovement on current 
account is natchoi, as expected, by a S 23S milion reduction of the B/P 
financial gap (froan S 523 million to S 286 million). Hc-ver, in 1985 
b/P supportinq grants and credits approxi.ated S 580 million, but such 
assistance in 1086, as is presently krnon is less robust, approximating 
only $ 300 million. 7hus, 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 exch.arije reserves (S 17 million) and arrears on 
external payrunts (S 49 rillion) at the end of February 1986, the 
projected reserve grcwth is less than optimal, and recurring external 
payment crises, as were evident in 1984 and 1985, are likely to ontinue 
in 1986.
 

The 1986 Monetary Proorarn. According to the Central Bank's 1986 
monetary programn, net domestic assets of the banking system are projected 
to expand byx20.4 billion in 1986, that is, 10.5 % (see Table V). This 
is in line with the approxiSnate 10 % inflation postulate set by the 
Central Ba.nk for 1986. WPOhin net dc;.estic assets, net credit to the 
nonfinancial pLublic sector is not to expand at all; credit to the private 
sector is projected to increase by 10 percent; a-id the other assets 
accounts are projected to increase by 13 %. The cx.-eAnsion in other 
dorestic assets &y 014.3 billion in 1986 is stro.ly 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. 
equival'ent to USS 20 million using an exchange rate of 060 to the USS 1. 
The monetary program ass--rms that the expansion in net domestic assets of 
the banking syst.rn and the build-up of net official reserves will be 
backed up by a e9.3 bilion (LSS 155.5 million) increase in banking S 



Anex I 
Page 9 of 31 

systan medium and long term foreign liabilities) a I4.7 billion CUSS 78.6 
million) increase in the goverrvent trust fund (the goverrant trust fund 

account includes the colones counterp_ t of AID grants) I and a 97.6 
billion (10.2 percent) increase in private sector holdings of.money and 
quasinvfey in the banking system. 

Central Bank officials have anticipated that the growth in nominal 
atch the increase incredit for the econc.y 4s a whole would just 

domxestic prices, i.e., would result in zero grwth of real credit to the 

private sector. In February, the Central Bank altered the program limit 
to allow banking systen credit expansion at 12 %and Central Bank 

state-wrned bankstechn.icians estivate that within this global limit, 
will expand credit by 9.1 %and private ccmrrcial banks (which account 

The 1986 creditfor about 12 % of credit to the private sector) by 31 %. 
program continues the proce~ss of roving from credit controls based on 

instrazents of monetarydetailed allocation to more reliance on orthodox 

control. In partio.lar, the scope for qurterly credit ceilings is 
reduced to the p6rtion of credit furded principally with demnd 
deposits. This change signifies that the credit resources available to 

the clients of each bank will be more directly related to the abi:-ity of 

that bank to attract deposit resources. As a cautionary note, Central 
that its monetary and cctercialBank officials have warned bank managers 

bank credit program will be revie._-d during the year (1986) in the light 
of results of negotiations with international financial organizations on 
external financial assistance and on the course of international coffee 

prices.
 

Econcmic Growth. Central Bank officials believe that the 
economic stagnation but that suchrestrictive credit policy will produce 

is necessary due to low foreign exchange reserves and continuation of 
tight external resource evailibility. We believe, however, that zero
 

encic growth for 1986 is not likely. Even though one might suppose
 
that a credit vrogram with zero real growth would lead to this result,
 

in Costa Rica in 1986. Wereal disposable personal inca wi.?I increase 
know less, however, abou. the possible distribution of this higher income 
between conmmption'and saving, but undoubtedly both will increase. The 
amount of real income growth resulting from inproved terms of trade in 
1986 is strongly dependent on the strength and duration of the upswing in 
offee prices and on fiscal policy. Cur early projection of GDP growth 

was 3.4 % (see Table I), and the rore recent estimates of a leading 
econcriic consulting firm here is at 4.0 %. Apart from growth of 
disposable incaae, the subsidence of world inflationary pressures in 1986 
and a narinal devaluation of the Colon on -he order of 10 % could reduce 

This would
domestic inflation to annual rates on the order ot 6 to 8 %. 


also give rise to moderate growth of real credit and &xestic derand.
 
to enhance private sectorMoreover, fiscal policy also appears poised 


demand through a reduction of the real tax burden, as is discussed
 
be~low.A 
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Public Sector Financial Cperat ons. Data released in early March 
by the Mnister of Finance on central ainistration 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 gover-rrmnt (of 
which the Social Security Institute is the largest elergnt) and for the 

In regard tostate enterprise sector as increasing by 10 percent. 
central adninistration revenues, the official projection for 1986 
includes 0 2.5 billion of revenues increased coffee tax receipts and 
0 1.0 billion as a transfer from R32)?E (the state petrole-rl 
enterprise). Exclusive of these winfall-related revenues, revenue 
growth amounts to 9.7 %. Apart frorm the pros-:ec.t of a public sector wage 
increase costing ; 2.7 billion, no explanation has been giver, for the 
high (18 %) increase in expenhitures, but if this wage increase is 

A publicsubtracted, expenditure gro'-h would be more roderate (10.7 %). 

sector financial progran, that reduces the projected central 
to ouradministratio.9 deficit by 0.2 % (and according assurzptions the 

deficit of the rorIinarcial public sector by the sane amount) is 
set against a totalun&-fbitious. This is particularly the case when 

topublic sector deficit (including Central Bank. losses) wrhich amounted 
7.1 %in 1985 and would approxi-riate 6 %in 1986. Moreover, a very modest 
reduction in the central administration deficit can also be regarded 
unhealthy if vie-med frar its longer term consequences. 

To ill sLrate this, we exaoine the conseoences of reducing the 
as if there were no coffee-petrolencentral administration deficit 

1986windfall. Without the 0 3.5 billion windfall included above, 
revenues would aiount to 0 35.2 billion and this is V 2.4 billion short 
of holding the ratio of revenues to GDP constant (18.7 %of 1986 GDP is 
I 37.6 billion). On the expenditure side, holding the ratio of 

(20.4 %of 1986 GMID is 0 41.0 billion), andexpenditures to GDID constant 
this is 0 0.8 billion short of proposed expenditures. Therefore, the 
cost of remaining iriependent of the windfall amounts to 0 3.2 billion in 
additional tax revenues, and reducing the deficit by 0.5 %of GOP would 
require an additional 0 1.0 billion in tax revenues or expenditure 
cots. We ux3erstnd that the required C 4.2 billion in additional tax 
revenues approximates earlier projections of the 1986 fiscal gap made 
without re5V en:e to the coffee-petroleum windfall. 

for 1986 asIn addition, the pu51ic sector revenue windfall 
calculated by us to be co.patible 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 
amrounting to S 305 million (S 165 million from coffee, S 38 million from 

other exports, and $ 101 villion frcm price reduction of petroleum 
revenue increasedproducts). About Q 2.0 billion of this windfall is 

as retail petroleum prices are maintained atprofits of RECOPE as long 
present levels. The izplication of allowing irncreased fiscal 
expenditures and lagging fiscal revenues is sinply to transfer the 

manner which is likely to increasewindfall to the private sector in a 
onfuture burdens on the private sector. Along with this, the burden 

monetary policy is also increased. A more judicious fiscal program would 

_ 5) 
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to three uses: (a) a fiscal transfer to the Central
orient the windfall 

its monetized losses anwd facilitate open varket operations
Bank to reduce 

to pay-down external debt,
to reign-in liquidity in 1986, (b) a program 

e.g. funding forithe extant
and (c) alternative funding of tax relief, 
bill to reduce rates of the corporate ircme tax. 

In regard to jonetary policy objectives, the relevant definition of 
Present estimates

the public sector necessary includes the Central Bank. 
losses set the magnitudes at 0 9.6 billion for 1985 and 

of Central Bank 
(see Table VII). For exanple, a 0 2.0 billion

and 0 9.5 billion for 1986 
to tYhe Central Bank split everly between covering losses on

transfer 
covering existing losses ,would

increased sales of stabilization bonds and 

ratio of the Central Bank operating loss to GDP in 1_986 from
 

reduce the 
%to 4.2 %. The functional inportance of Central Ba:k

the projected 4.7 
losses and rationale supportiri a program to reduce these losses is
 

(6).
examined further in section 

Table VIII presents a recent IMF
Debt Service and Relief. 

term balance of payments
projection (SM/85/223) of Costa Rica's medium 

as a ratio
and external debt service. Prior to debt relief, debt service 


(i.e., exports of goods and nonfactor services)

of export earnings 

debt service averaged 36.8 %
50% Jn 1986 and 1987. Actually-paidexceeds 

the period 1983-1985. For the period
of exports earnings during 

debt service as presently
1987-1990 the.projection of public sector 

averages 50.6 % of export earnira.s. Rescheduling relief per
scheduled to a more realisticservice ratioDE assumptions lowers t/e average debt 

of debt relief (and non-U9G B/P
35.9 % for this period. The amount 
support) required per this projection for the four-year period 1986-1990 

i.e. S 240 million annually, and this 
amounts to $ 959 million, 
approxirates 55 %of presently-scheduled principal paymrents. This 

reschedul1ings of external public sector
project-ion confirms that further 
will be required to prevent default by reducing the debt service burden 

tolerable limit and that increments to debt service, even in the 
to a 
form of long term loans, will most likely simply increase the size of
 

jear-future debt reschedulings.
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DmtIC I cAI70, 1982-1986TABmE I: 

1982 1983 1984 1985 1986 

GOP in Current Prices (A) 
G in U.S. Dollar Equivalent (B) 
G; in Constant Prices 1977-100 
GDP Per Capita in Constant Pricesi 

-1977=100 (C) 


Growth of GDP (Percent Change) 

Gross rDTestlc Product 
Basic Productive Sectors 
-Agriculture 

--- Manufacturing 

-- Construct-ion 

Governirent 

Other Sectors 


Prices (Percent Change) 
GDP Deflator (Annual Average) 

- ConsLmer Prices (Dec. to Dec.) 
k*olesale Prices (Dec. to Dec.) 

Unemployment (Percent) (E) 

Eployed Labor'Force (thousandsi
 

Noveter of each year) 


Real Average Wages (1977,100) 

Public Sector 

Private Sector 


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

Official Market, 
Banking or Unified Market 


Notes: 
(A) Millions of Colones. 
(B) M[illions of U.S. dollars. 

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

102 204 1 113 116 

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 
6.8 3.5
-4.7 3.9 -10 

-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 

3.0-4.5 3.1 4.7 2.1 

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 

N/A826.4 827.3 839.7 872.1 

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

74 90 102 108 (F) N/A 

N/A20.50 20.50 20.50 20.50 
40.50 43.65 48.00 53.95 N/A 

(C) Per capita GDP was calculated based upn the population series from 

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

(D)Noveffber to November.
 
(E) March of each year. 
(F) March 1985. 
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1: BAU 0FtPAXDER, 1981"1986 

(Millions of U.S. Dollars) 

1982 1983 1984 195 .18 

II 

-1981 -- -' -
Egptim. Pro3. 

.s,FB 1,003 869 862 980 932 1,133 
-894 -993 -1,101 -1,109 -1,150 ., CIF -1,213 

-131 -121 -177 17 .ce of Trade -211 -25 

77 96 122 118 108 115"orServices -5 -9 -4- -7interest, Profit -11 14 

-308 -342 -328 -314 -326 -307

-:1Interest 


(-303) (-301)(-160) (-106) (-275) (-210)
-id/ --sdbduled) (-148) (-236) (-52) (-104) (-23) (-16) 

.T,-e on Services -243 -251 -192. -206 -222 -199 

- 27 36 31 38 42 40 

",eon Current 
-292 -357
;X-.--ount -426 -241 -288 -176 

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

Net 25 -89 275 108 291 149.
02 Capital, 

1D 9- 378 34*.rents 335 
(171) (194) (166) (178) (186) ..jects) n.a. 

1-) - (20) (156) (130) (160) (120) 
- -- (40) (40).i .- SAL--

-267 -406
-.tion -310 -280 -341 -365 
(-63) (-93) (-112) (-155) (-235)(-99)

(-211) (-217) (-174) (-229) (-252) (-30).-. d/~schedued) 
.. .. 158 154 252 130

•.tion Relief (167)' (110) ...ercial Banks) (51) (14):'. Club) (34) (6)
.,;.-r) 

- 2 6:34
ReP=ief (ParisCl.) 

46 32 

-e on icapittl" 
-73 343 179 420 219*,,unt -44 

51 63 43
-a-lBalance -470 -314 -310 

-51 -63 
.; (+ is B/P deficit)" 470 314 110 -43 

.(+) , Reduc. (-) 
453 -321 174 -112 -33Arrears 359 

-- 52 - 
-rsion of CDs

S';ver Credit Facility - - 152 50 75 0 
8 .0 *'*tion. dusmnt 5- -11 

58 -114 4 -10*')fficial Reserves 106. -12 
(99) (21) (0)":et Use IDW Resources (-10) (-36) 

(March 1986)Cable: CE 0102 Balance. of Payments Report: Costa Rica 
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7= In: (cot )x 

Balance of Payments Financial Gap Format for 1984-1906 
(Millions of U.S. Dollars) 

1984 1985 1986 

Current Account Balance -288.4 -357.2 -176.0 

Plus Private Capital and E. & 0. 70.5 129.0 70.0 
Plus 
Plus 
Plus 

Official Anrtization 
Other Official 
Project Loans 

-341.4 
-

165.9 

-406.3 
45.6 
177.5 

-365.0 
32.0 

186.0 

Equals Basic Financial Gap ..383.4 -411.4 -253.0 

Plus Reduction (-)or Increase 
of Arrears 

(+) 
174.0 -111.8 -32.6 

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

-Less (Financial Inflows) 
ES" Loan & Grant 

(297.4) 
130.0 

(582.3) 
160.0 

(296.0) 
120.0 

Debt Relief 153.7 274.6 136.0 
Revoler Credit Facility and 
Net Change in Trade Credit 49.7 74.9 -0-

DIF Net Resources -36.0 32.8 -0-
IE Sructural Adjustment Loan - 40.0 40.0 

Equals Over-all Balance 78.0 59.1 10.4 

Less Ciage in FXReserves C-is 
an increase) -78.0 -59.1 -10.4 

Dquals Zero Per B/P Aotig V. 0 0 

Note: This table is a restatement of capital and conpensatory acocxts 
sho., above, -ut with enlarged detail. 
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ZAjZ IU: !EX S By pRINPAL Ppa=S, 1982-1986 
(Value in millions of U.S. 6ollars, 

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

1986
1982 IOU 1984 1985 

Coffee 
Value 
Volume (46 Kg. sacks) 
Price (per 46 Kg.) 

Bananas
 
Value 


Volu=e (Metric tom) 

Price (per Metric ton) 


Beef 

Value J 
Volume (Kilogrhvs) 
Price (Per kilogram) 

SValue 


Volume (46 Kg. sacks) 
Price (per 6 Kg.) 

Sub total:Traditional
 

Exports 


No-Traditional Exports 


To: Central Aeric n 
Coou=n Market 

To: Rest of the World 
(of wich drawback) 

Total Exports, FCB' 


267.3 480.0
236.9 230.1 315.1 

2,457 2,400
2,040 2,357 2,702 


16.13 97.63 108.8 116.6 200.0
 

228.1 240.3 251.0 212.0 207.0
 

1,013 1,012 1,020 855 910
 
248.0 227.5
225.21 237.50 240.1 


55.7
53.1 31.9 43.5 52.9 

20,504 27,000
24,268 13,920 26,954 


2.19 2.29 2.12 1.96 2.20
 

16.6 23.9 35.5 10.5 15.4
 

1,191 1,173 2,231 697 925
 

13.9 20.34 15I.91 15.01 16.60 

590.5 758.1
534.7 526.2 597.3 


334.3 346.3 409.1 369.2 405.0
 

140.0167.2 198.2 193,0 130.2 

216.1 265.0
167.1 148.2 239.0 

n.a. n.a. (26.1) (28.0) (30.0) 

869.0 872.6 1,006.4 959.7 1,163.1
 

of Costa Rica, February 21, 1986, for revised data for
Source: Central Bank 

1984 and 1985; December 18, 1985, for forecast of 1986 except for 

coffee .A coEItion of nontradtional exports, which are per 
USkMD/a estimtes.. 

are larger than total exports (FOS)Notea *Total exports per Table III per. 

Table II due to inclusion in Table III of value-a&3ed by drawback 

fir s as export income. * In Table II this value-added in irlied 
as a nonfactor service irn~e. 
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TAKZ IV: 

NT DMAICM RN OF CMITAL SM O OMM RICA, 1982-1985 
(Deoenbtr 31 of eac yeari millions of U.S. dollars) 

982 1983 1984 1985
 

1. NE OFCIAL E S -114.9 -92.8 -28.4 -77.0 

Assets 244.3 306.7 420.3 494.9
 
F-eely Dis3os3.le U 9 56 95.7 =3 

God13.3 24.4 8.8 2.
 
Bank Deposits 83.9 32.7 20.2 81.7
 
Foreign ESchanrge 36.7 1.3 1.3 0.9
 

-- - 65.4 9.5Securities 
Special Drawing Rights - 0.6 - 0.5 

Other Assets 110.4 248.1 324.6 381.0
 
Tine Deposits (CA Central 
Banks) 41.2 134.8 184.8 238.8 

MUltilateral (CA clearing 
arrangemnts) 53.4 87.8 / 115.1 113.7 

Contribution to CA Stab. 
Fund) 15.8 17.8 19.2 19.2
 

7.7 5.5 9.3
Other 


-399.5 -539.1
Liabilities -359.2 -448.7 
Net Position with DQf --9-. --19--. I-Br- -188.6 
Revolving Credit Facility -- -152.3 -201.9 276.8 
Other Short-Term -266.3 7 -9---1.0 -73. 

aw, in CA Stab. ,.N.A. 5 5 
Banco 'e Pixico (and 
clear.ng) N.A. -5.0 -40.8 -3.2 

Dri 


Banc 1&blica de 
-3.7
Colorbia N.A. -5.0 -5.0 

Other N.A. -13.3 -15.2 -36.8 

-AMjustment of Short-Term 
32.8
Liabilities (I) ... .

2. P2AY A A1AS -1095.0 -40.6 -144.4 -32.6
 

Over 15 working days 
N.A. 40.6 26.0 (inports) 


- -32.6
Other N.A. 118.4 


3. NET hm TON.L 
' -1,209.9 -133.1 -172.8 -109.6 

Source: Central Bi.nk of Costa Rica and Dr.
 

http:clear.ng
http:Dis3os3.le
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z= Zv: mamm A2ZS 3981-1986 
(milltons of oolo-eal 
beer 31 of each year) 

- Estivate ?Prorm 
1981 1982 1983 (a) 1k84 1985 1986 

--Cntzal b * --

Net international reserves 
Official reserves 
Payments arrears rescbeduling 

-32,755 
- 7,457 
-25,298 

-48,648 
- 2,682 
-45,966 

- 5,994 
. 4,180 
- 1,814 

-11 886 

- 9,996 

- 4,680 
- 4,680 

0 

- 3,480 
- 3,480 

0 

Net dcorestic assets 
Net credit to public sector 
Net credit to banks 
Goverrvent trust funds(b) 
Stabilization bonds 

37,181 

- 6,951 
- --

- 1,542 

55,585 
11,881 

- 9,872 
--

- 4,755 

14,942 
_2-,iW 
- 8,07 

-- 1,98 
- 5,090 

23f353 
35,649 
-12,907 
"- 4,478 
- 4,895 

17 580 
37, D 
-13,133 
-13,105 
- 4,923 

17 695 

-15,503 
-17,820 
- 2,694 

Long-term foreign liabilit
ies 

Other assets net.1 
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 

-110,12 
126,665 

0 

-Currencyissue 4,426 6j937 8,948 11,467 12r900 14,215 

Net international reserves(c) -32,294 -48,131 - 4,290 - 9,918 - 4,086 Z 2886 

Net domestic assets 	 83,848 117r644 128r003 175 134 196,683 217,096 

Net credit to public sector 9,294 	 11,620 26,697, 30,798 30,798
 
(6,592) (10,067) (11,400) (12,618) (12,6181
Central Governaent 	 (7,370) 


Rest of public sector (1,924) (5,028) (16,630) (19,321) (18,180) (18,1801
 
38,647 42,528
Credit to private sector 13,228 	 18,109 27,549 32,531 


36,028 41,949 71,943 103,446 127,238 143,770
Other assets net 
Counterpart arrearb 25,298 45,966 1,814 8,436 0 0 

1,098 4,478 13,105 17,820
.Goverr-ent trust frds(b) 

LoNg-term fo.'eian liabilities 24,732 	 29,156 69,998 97.145 105,283 114,612 

63,593 74,209 81,778
Liabilities to private sector 26t822 	 40,357 52,617 
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Th=E V (Oaflw) 

Percentaqe Cange (d) 

BaknSse 	 1982 1983 1964 1985 1986 

Net 	destic 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 ;2.1 17.9 14.0 10.0 

Liabilities to private mector 48.5 28.7 11.6 16.7" 10.2 

Source: Central Bank of Costa Rica, Decerber 1985. 

liotes to Table Vs 

Exchange rates utilized for conversion of foreign exchange to colones 
are as follows per U.S.$ 1.00: (1981) JZ38.501 (19F2) g41.401
(1983) 45.001 (1984, 1985 and 1-86) f60.00. 

(a) 	 Reflects the full effect of rescheduling of paynents arrears. 
(b) 	 Includes counterpart of grants to the gover-nentand to Central 

Bank. 
(c) 	 Includes payrents arrears only for net international reserves of the 

banking system. Other poynnts arrears, i.e., of Central' Bank and 
of the banking systa art.. not included as they were not known at the 
time of construction of this table. We are, hadever, of $ 32.6 
million of foreign exchar.ge payment arrearages. 

(d) 	Percentage whanges have been calculated using the we exchange rate* 
for the conversion of foreign exchange to :olones in each of the 
years carpared. 

http:exchar.ge
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.,IC SE:T , 1982-1986(A)
TAE VIS ],A7Ct" C M W*7H. 
(Inmilions of 0010es) 

1982 1983 1984 1985 1986 

-3#225 -3,100
Central administration -3,258 -4,627 -4,517 

14r026 2,,417 27,012 32,100 38,B00(8)Revenue 

41,800(B)
17,284 26,044 31,529 35,325
Expenditure 


(15,072) (20,953) (26,137) N/A /A
Current 


( 2,212) ( 5,091) ( 5,392) W/A /ACapital 

184 21412 1t568 2jQ 2,700
Rest of oeneral goverment 

20,200 22,200(C)10,7(.2 17,555 15,176Revenue 
 19,500(C)
10,598 15,143 13,508 17,700

Expenditure 


(9,085) (13,806) (11,916) N/A. N/A
Current 


( 1,513) ( 1,337) 1,592) N/A N/A
Capital and net lending 


7 -2 400 -2,700
-51696 -1r737
State enterprises 

29,545 3TI 5 , 40,900(C)
18r374
Revenue 
 43,600(C)
24,070 31,282 34,145 39,600


Expenditure 

(20,653) (26,826) (30,217) N/A N/A


Current 

( 3,417) ( 4,456) ( 4,328) N/A NA
Capital and net lending 


Public sector current account
 
deficit (-) 

General goverment 
State enterprises 

-2,431 
-17 

-2,414 

5,020 
2,897 
2,123 

7 510 

3,643 

!EIA 

Public sector overall 
deficit (-) 

Ecternal (net)Dolestic 

-8,770
-1,505
2,697 

-395 
- 324 
14,766 

-2,842 
- 384 

159 

-2 100 
N/A 

-3,100 

Banking system 
Other 

External arrears 
( 
1,872) (13,889) (-1,122) 

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

N/A 
N/A 
N/A 

Central acbunistration item 
as percent of GP 

,---Deficit -): 
--- Revenue: 
-- Expenditure 

3.4 
14.4 
17.7 

-3.6 
17.0 
20.6 

-3.0 
17.9 
20.9 

-1.7 
18.7 
.20.4 

-1.5 
19.3 
20.8 

Nonfinancial public sector
 -1.7 -1.5
-9.0 -3.1 -1.9
deficit (-) as percent of GD 

Central Bank operating deficit 
-4.7 -5.4 -4.7


(-)as percent of CEP -5.6 -5.0 

Total Public Sector deficit 
-8.1 -6.6 -7.1 -6.2
 as percent of CEP -14.6 


Notes: See Tal'..e VII. 
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* Th= VII:
 
LcS a 1985 1986 
(In minios of colors) 

ESTD9= N= T~ Cv11AL BAW, 

1985 Proj . 1986 

I. Interest Earned 	 7 2 77 5,863 
1. Resd* ing - Tranche I 1,34 1,734 

-Trane 11 750 678 
- Revolver 600 390 

2. Interest received 	 4,193 3,061 

II. Interest paid 	 15840 14410
Y.- External Debt 	 I,6 1,4 

2. Bank deposits F/E 	 1,074 1,020 
3. Stabilization bonds 	 800 600 
4. ESF 	 trust account 1,000 550 

1,398 --
S. Other 


III. DIFF (I-II) 	 -8t563 -8,547 

IV. 011M 10r (1ERATING LASSES 	 -990 - 990 

V. TOTA LOSSES (III+IV 	 -9,553 -9r537 

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

Note: 	 Arding to Central Bank staff, acotimrg 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 Finarnc. (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 acrdnistration operation for 1985 and projection for 
1986 were released by..lnister of Finance on Fzrch 4, 1986. The 
revenues projection for 1986 includes 02.5 billion frar higher 
revenues due to higher prices of coffee and 01.0 billion as a 
transfer from DfPE (i.e., would continue sare practice as 1985 and 
also hold retail petroleu product prices at present levels). 
(C) Asstmes grcwth of revenues and expenditures of 10 % in 1986 for 
the rest of general government and the state enterprise sector. 
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T wKE C PAYNrWS AND B SERVIE, 1984-1990VIIt pROJECM BAIANZ 
(Data in illions of U.S. dollars and percent) 

1988 1989 19901984 1985 1986 1987 

B/P Current Account Balance -327 -310 -258 -210 -213 -229 -246 
95 42 73 76 83 132 140 

Net Private Capital 
Net Public Sector 
DisbursemTnts to Pblic Sector 
Awortization of Public Sector 
Refinancing (Existing AgreiTentL) 
Official Transfers (Inc. ESF grants) 
Financial Gap (Req. B/P assistance) 
over-all Balance (Inc. Net. Int. Res.) 

89 138 31 -237 -62 -85 -64 
201 293 263 348 353 305 300 

-412 -406 -361 -585 -415 -390 -364 
154 278 135 -- -- -- -

109 212 "172 120 65 65 60 
- -- 56 330 212 209 208 

-110 105 80 79 85 92 98 

Public Sector Debt Service -

-- Anmortization 
426 481 576 931 767 750 732 
112 155 232 .585 415 390 .364 
314 326 344 346 352 360 368 

-Interest 

Debt Service as Iatio of Exports 
of Goods and Nonfactor Services 

--- Before Debt Relief (Percent) 
-After Debt Rescheduling (Percent) 

58.7 60.5 55.0 67.2 50.7 44.8 39.5 
35.2 38.4 45.0 44.6 37.4 32.9 28.7 

_ ---- ------

Debt Reporting Servicel information of GOCR,
Source: See textj based upon IBM 

and IW staff estimates. 

1985, and 1986 included in this table do
Note: Estinmates for the years 1984, 

Tables II and III 
not necessarily conform to B/P estimates presented in 

due to the fact that this estimate was prepared in July-August 1985. 
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4. Bor=ic Transfornation 

In recent years writers on political economy have coe to 
distinguish and separate analysin of a country's econcmic problems into 
stabilization and structural categories. Within this dichotxy the term 
stabilization connotes a progrwa1atic reredy for an econmy. de-stabilized 
by tenporary foreign excane scarcity and 3ccelerating inflation. 
Structural reforn or adjusbTent cornotes t.hat there are chronic, if not 
acute, proble,= with the country's ecoxnic structure and that these 
problems are susoepti-ble to correction only during a longer tire period. 
From the vieopoLnt of results, an econcry can be stabilized in a 
relatively shork period of tine, such as two or three years, with a 
cohe;ent monetary, fiscal, and exchane rate program, and one can see the 
evidence of stabilization in a strongly redoced rate of inflation and 
public sector deficit. Structural reform is more elusive in regard to 
evidence of success and the relevant time period in which to find that 
success. 1oreoveL, the country-specific eco~naic topology my posit 
L'T" 'rtant Jiffererces for strwctural reform. For Costa Rica, a small 
oper economry, export growth is th , lifeline to higher standards of living 
and evidence of suicessful econarric transformation. Attairrent of this 
goal and restoration of Costa Rica's external creditworthiness, for which 
evidece of success is very recent and only partial, requires also the 
avoidance of sharp declines in real income, sharp increases in 
uneployment, as these are very likely to discredit sound but longer-term 
econoaic progra&s, i.e., economic programs that improve the mobilization 
of domestic savings, increase investment in export expansion, reduce 
waste in the public sector, ary- also reduce waste in the private 
sector-which way necessarily include curbing areas of high profitability 
obtained solely from tariff protection. 

Even though I programs are comwonly 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 we believe that these prcogra.s should be judged 
from the optic of longer term economic transformation. Even though Costa 
ica attained general cxcpliance with the two formal Staidbys in the 

period 1983-1985, and thJc- evidence indicates increasing econruic 
stability, the country has not yet restored its external creditworthiness 
sufficiently to obviate the need for new DT' arrangnemnts and further 
rescheduling of external debt. In addition, certain policy instruments 
that have been governed in the case of Costa Rica principally through DT 
arrangements, notably the exchaznge rate and the pub!ic sector deficit, 
are key els.ents in any coherent program of longer-term econaoic 
transformation. The World Bank and AID programs are more obviously aimed 
at e=xxnic transformation and recovery over a mediu to long-term time 
horizon (5-10 years) and aimed at improved econmic efficiency in both 
the puhLic and private sectors. 



S. Transfornation 6f Trade Structure 

structure of Costa Rica's exiEting trade arrangements withinThe 
arket (CA'N) has produced a

the heavily proteced Central American Cam=m 

daestic and regional
structure of production oriented to the smallI 

than for markets outside the region. At present, the CADA,
markets rather 

be ass-ied under the
is in crisis, and slow growth of this market must 

best of circimstances. Moreover, a recent study shows that the net
 

In the most
effect of Costa Rica'9 exports to the CIA. Is not la-ge. 

Costa Riza's exports of ranufactured goods
prosperous years of the CAC., 

%of the gross value of industrialto t&e region represented about 12 
was consred.% of industrial outputproduction and that about 80 

early 1980s, when exports ofan-internally. Even in the late 1970s 
to the CA04 equaled one-fifth of all ccamrditymanufactured goods 

the value adcd of these goods approxirated only 1.6 %.ofG. 
exports, 

Carm-nt, External Tariff (=E) has iparted
Apart fron low impact, the CAC. 

a high degree of effective prott ction to final consirer goods
 

industries. Consequently, container goods industries avoid the
 
that would help the. to becore pricecoapetizion from imported goods 


coptitive in third co,- try markets.
 

Costa Rica's trade with Central America has declined in real term 
aand 1985 the crisis of the CAC. Clearing House produced

-since 1979, in 
S 62 million decline in Costa Rica's exports to the CAQY (i.e., from 

to $ 130.2 million according to prelininary 1985
$ 193 million in 1984 

in the period
data; see Table III). The clearing house crisis began 

1980-1982 wits the Nicaraguan freeloading off other CAOCY mrebers, and 
owes $ 400 million to other CAC} countries, and about half

Nicaragua now 
of that b) Costa Rica. As a result of imitation as well as through
 

the other three CA12 countries
retention of over-valued exchange rates, 

have also run up significant net debit balances with Costa Rica, which
 

totalled S 131 million by mid-1985. In May 1985, the Central Bank of
 

Costa Rica inposed a limit on its exports to each of the other CACM
 
extent of its inports from each

countries, allowing exports only to the 
In Julycountry for all payments processed through the Clearing House. 


the Central Bank of Costa Rica obtained agreerents with the central banks
 
regardof Honduras and E1 Salvador which provide credit ters to them in 

limit on exports to thoseto new trade arrearages and the one-to-one 
However, approxirately equivalent credit termscountries mas dropped. 

of Costa Rica,imosed on Costa Rican exporters by the Central Bankwere 
corbination of cash and Central Bank certificates of

who are paid in a 
as were readily negotiable at the San Jose

deposit. Inas-uch the CDs 
nt from the uified color. exc-aJge rate was not

stock exchange, the disco 
the Central Banklarge--les; than 10 %. Hkever, in Februa-ry 1986 

and Hondurasenacted ne. regulatIios governing trade with El Salv-ador 
for exports to these countries inthat, in effect, enforce p yI*ent 


convertible foreign eychange (and eliminate payment through the CAC>
 

and inports frm these countries are now subject to the
Clearing House) 

apply to other third countries.swae prior deposits as 

x3llection policy by Cota Rican authorities,Ador-tion of a tougher 
of the fact that Costa Ricanl/S

on CACM t-radie debt is a direct consegcrc 
an average 50 %impor ted ccxzponent and that

exports to the CACY havw 
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Costa Rica has to pay for those inports with convertible foreign 
exchange. Thus, if or* assires that the CN)I 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 CA324 w6uld save 
foreign exclhange. We suspect that the inpact of these new uasures will 

evensignify stagnation of Costa Rican trade with Central A.erica in 1986 
with a coffee bocm. In the case of Guatemala, after several ronths of 
export parallization urxer the ore-to-one rule, a settlient was reached 
in regard to pay7ent and in early 1986 Costa Rica res..ned unrestricted 
trade with Guatemrala. In the case of Nicaragua, with the exoeption of 
electric power (which is paid with Nicaraguan exports to Costa Rica), all 
other Costa Ricap exports to that country have to be paid in advance in 
convertible foreign exchange. 

Beginning in 1983 the Monge aministration undertook several 
actions to rake exporting more attractive. These included suppression 
of a tax on the exchange rate differential, remova of an ad valorem 
export tax on nontraditional exports to outside of the ChrY, removal of 
income tax on nontraditional exports to ou.tside of the CAC., creation of 
a ministry of expoits, and the unification of exchange rates. Costa 
Rica's r*ntraditional 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 shrinp, alc:kyjl, furniture, clothing 
and a-idergarnent ite.ns, cut flowers and ornamental plants, cacao, and 
chocolate. Thelincrease in nontraditional export earrings cited here is 
less i, pressive than shown by U.S. data on inports frc. Costa Rica 
because the U.S. data is on a gross value basis while the Costa Rican 
data include only value-&3ded for drawback industries. The Cental Bank 
estimates drawback value-added at $ 25 million for 1985. Further 
increases in nontraditional exports, particularly ornwaa-ntal plants and 
flowers, and selected fruits and vegetables, macade ia nuts, cacao, and 
pineapple are possible in cartlng years V' specific market problens and 
infrastructure problems are solved ard if additional invesbtint takes 
place.
 

Good exchange rate ranament Is a key neessary condition for the 
expansion of Costa Rica's nontraditional exports and also for the healf-h 
of her traditional exports. In particular, nontraditional exports will 
not expand unless they are swfficiently profitable b.-cause potential 
investors avoid activities of low profitability and because the already 
oanidtted investors would lack the profits to plow back into expansion of 
their export operations. Given the practical limits to export 
subsidies, i.e., the inpact on fiscal expenditures and foreign ccapetitor 
legal retaliation, good exchange rate managemnt is the rainig uost 
effective policy tool for increasing export profitability. *Icourse to 
thi, tool cay be necessary even if, for distributional reasons, increased 
profits for certain other exports are captured via increased taxes. 



Page 25 of 31 

whichGiven the relative o-n!ess of the Costa Rican ecno', 
entails a high inflation pass-through from devaluation, real effective 

the order of 5 %per annurt is probably a politicallydevaluation on 
to the adverse effect on real irres fromstrongerfeasible limit due 

in rotrinal ch devaluation would outrundevaluation. For exa2ple, terms 
domestic inflation by about 5 percentage pcints, e.g. a devaluation of 

inflation15% in the context of 10% inflation (assuming trading partner 

at zero). Given the inauspicious vedituT-term outlook for Costa Rica's 
and the size of the B/P

balance of payments, the existing trade deficit, 
current account deficit, it is not inconsistent to press for continuing 

while eschewing the st-onger devaluations which arereal devaluation 
The Colon is still overvaluedquickly eroded by accelerating inflation. 

r-ate without substantialin the sense that the market clearing exchange 
external balance of payments assistance would be much higher (and with 

lower real irnccres in Costa Rica). 

Costa Rica's exchange rate managemnt has inproved in recent years. 
mifed the "free* bank and inter-bank exchangeIn 1983 the Central Bank 


rates and reduced jthe peroantae of export proceeds that had to be
 
rate dollar). In 1984

liquidated at the lower official (0 20 per U.S. 
to ; 48.00 (nominally by 10.0 %) in

the colon was devalued from. g 43.65 
and in 1985 the colon was devalued from 9 48.00

four mini-devaluations, 
(nomirnally by 12.4 %)in twenty-one mini-devaluations.to 0 53.95 

taking SeptemberAccording to the purchasin power parity corcept and 
the real devaluation of the

1982 as the base period, as of October 1985 

Colon for this Three-year period &ounted to 5.0 %aoxrding the
 

trad-ng-partner weighted index prepared by the Central Bank.
 

from exchange rate, excessive levels of tariff protectionApart 
in the Common External Tariff (r) ,f the CA04 has alsoincorporated Eigh

been an irportant source of anti-export bias ard of economiC waste. 


levels of effective protertion encuraged business.en to invest in
 

production for the domestic and Central American markets rather than in 
CUM. msber countries agreed in

production for the world market. 
the level of effectiveto a. reform of the CET to reduceDecerber 1984 

the domestic value-added can
protection (i.e., the percentage by which 

to a range of 50 %to
exceed the internationally ccpetitive value-added) 
.150 %. This reform was ratified by C704 governments in early 1985; the 

specific tariffs were agreed upon in Septemrber 1985; and the new tariffs 

and custom valuation system were inplemented on Janua.y 1, 1986. Related 

to this reform, Costa :Rica negotiated with the World Bank for a 
also a

Structural Adjusb--ent Loan (S 80 r.illion) and tariff refor= was 
as a

key condition of this program. The tariff reform must be viewed 


first step towrard the rationalization of Costa Rican anufacturing
 

industry inasmuch as it will discurage investmt in the production of 

goods which require excessive protection, that is proidution where costs 

than those in the world ecor=W. Thus, the 
are strikingly higher 

the form of directing new investment resources to
benefits are rainly in 

(as well as private) profitability.areas of higher social [j6 

http:business.en
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6. Reform bf tke ?riraial Sector, 

A significant reform process led by the Central Bank has reduced 
the so of administrative allocrtion of bank credit and to increased 
the role of interest rates in allocating credit and robiliziN doestic 
savings. The Central Bank's 1986 credit and interest rate prtgrams 
incoporate precepts forr .Jtedand agreed upon in policy disucssions 
between personnel of the AID Mission and the Bank during the second half 

of 1983. Beginning in -1984 the Central Bank took stepc toward 
eliminating 'topes", i.e., the numerou, allocative credit categories, 
that had been for many years its principal tool of credit allocation and 
albeit a non-price allocative instrtnrrnt. As recently as 1983, its 
credit program contained quarterly ceilings for each of the four 
state-o.ned com-.ercial banks for eight broad --conor.ic categories and, 

orwithin these, there were F3 specific *topes" defined by activity 
crop. The 1984 pr ram contai.rw five broad a~locative categories and a 
total of 23 "topes. he 1985 credit progran. continued the mvement away 
from credit allocaction and consisted of only qcuarterly global credit 
ceilings for each of the four state-ow.ed barks with a breakdown by three 
broad econc.ic categories. The 1936 credit program continues the process 
of moving from credit controLr -*..d on detailed allocation to reliance 

on orthodox instruments of monr-,tary policy and market determined interest 
-rates. 

Prior to 1983, interest rates on loans w-re used in conjunction 
with the systen of detailed credit allocation as a .means of subsidizing 
activities that.the goverm-rmnt %;zntedto promote. Moreover, interest 
rates on both deposits and ic-.ins (also set by the Central Bank) were 
frequently negative in real terrs. Interest rates on bank term deposits 
were seldn set at levels to attract savings but rather as a means to 
keep the cost of credit low. With the decline of inflation and in line 
with the policy goal of the Mo-ge %aninistration,positive real interest 
rates emerged in late 1983. Begining in 1984, subsidized credit'has 
been extended only to -al 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 nore 
flexibility in the setting of interest rates, and, at present, each bank 
'isallowed to &arge on loans and to pay on deposits up to 3 percentage 
-points above or below the respective rates set by the Central Bank. 
Eowever, for the ut-usidized credit portfolio bank interest charges are 
still set by four defined econorrac activities, with base rates ranging 
from 20 %to 28 %per "a'-um -nd reflecting a political bias favoring 
agriculturalists and Tranufacturors with less costly credit than merchants 
and consmers. 

7he state-owned wcuer il banks represent the predominant share of 
financial intermediation activitiez in Costa Rica, accounting to about 

95 1 of deposits and 85 1 of loans in all banks and finance caqmnies. 
This market dominance is explained by the monopolistic privilegz on 

dmand deposits granted to the state-owned banks since 1948. However, 
due to lack of carpetition and overegulation, state banks have c Krm 

operating procedures, suffer political interference in the granting of 

http:econc.ic
http:state-ow.ed
http:contai.rw
http:conor.ic
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credit, and have high operating costs' and lcw portfolio turnoer. 
Poor service and the need to make repeat trips to the bank also 
inpose high transaction costs to savers arid borrowers. For exanple, 
a recent study based on a sanple of 394 loans made in 1983 at

a leading state bank indicated that theselected rural branches of 
non-interest costs of obtaining and presenting the required
 

as well as visits to push the approvalloan-related docarents 
process amounted to 11.5 % on an annualized basis. 

A fair carparison of the state-ined banks of Costa Rica with 

banks of the same size in other Western .ountries would conclude, we 
believe, that the former are overly bureaucratic in pr.ocedural form 
and operations And are overstaffed. This obviously translates into 
lower returns to savers ard higher costs to borrowers. Rough 

the average rate chargedestinates indicate that the spread between 
on loans and the average rate paid on deposits at the state banks is 
about ten percentage points. Bowever, despite this high spread, 
their profitability is low when ccrrpared with private banks 
operating inCosta Rica. In 1984, profitability expressed as an 
average return on;equity was 3.7 % for state banks and 21.9 % for 

private barks, and as an average return on total assets it was 0.2 1 
for state banks and 4.5 % for private Lanks.
 

Any worthwhile reform of the Costa Rican banking system
 

should aim at i.-proving 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 tou, large to be easily reduced in the 

In our view, r genuine,absence of a substantial reform effort. 
(a) the ability of all commercialworthwhile reform rust include 

banks, state and private, to deposit accounts on equal terms, (b) 
the powers of bank top managnent 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 inpose 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 

,committees rre ample attributions to approve loans, to si,plify 
thereby reducingbank proceedures, to reduce processing 1ttlenecks, 

the p:esently high transactions costs. 'In regard to private banks 
and finance carpanies, the Iws and regulations that limit their 
scope a4n6 ativities shoulc be remved. The recent reforms of 
interest rate structure to positive real rates, to market 

and away fron negative real ratesdetermination of interest rates, 
of interest and from 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 

a more market deteruineddetermination, and would be lower with 

structure, that is, in aocordance'with the term, cost, and risk
 
associated uith different types of deposits, borrowers, and (4D 
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 GEP in 1982 to about 7.1 % of GrP in '19851 
see Table VI. The latter is still too high for price stability 
and a goal of 3.0 %of MP by 1990 would be in line with stronger 
price stability and a B/P current account deficit on the order of 
5.0 %of G:P. However,- the rethod of achieving this longer-term 
goal also in-pcts on othe.r econaic objectives. In recent years, 
particularly since the econ.mc crisis of 1980-1982, reduction of 
the public sector deficit has been acca-plished through increasing 
tax revenues and the charges of state enterprises rather than 
through contai.aent of public sector ex enditures. In addition, 
public sector and central goverrrent current account savings are 
-all, and this fact plus the goals of reducing the over-all public 

sector deficit inact against capital forr'tion in the public 
sector. ?breover, a hii9er tax burden also reduces private sector 
disposable inco'e and this can ipact negatively upon capital 
form-ttion in the private sector. 7e Mnge administration has 
relied primrily upon stop-gap revenue reasures to reduce the 
deficit of Costa Rica's nonfinancial public sector and not upon 
ffeasures to reduce current expenditures in real terms a.d public 
sector eaployment. The inportance of an early reduction of deficit 
to price stability obviously tilted Costa Rican po) icymakers toward 
revenue erLhance,-ent. However, the consecuenczes of that tilt are 
urlavorable to longer-tern eco-nic growth -d external donors have 
sought to counter public sector expansion. In particular, the 1985 
IYUP Standby set a c-.rrlative limit on central a&ri_-nistration 
expenditures (which uas inple-mented) and the World Bank SAL 
requested a freeze ri public sector employment (which was not 
entirely effective, public sector eployrrent increased by 3,000 
positions from March 19S4 to the emd of 1985). 

During the past decade the tax burden in Costa Rica has
 
increased. Central admnistration tax revenues grew from 12.5 % of
 
D. in 1975 to 17.9 % of GDP in 1984, and available data indicate 

that the total tax burden including social security dharges 
-increased from 16.7 % of GOP in 1976 to 25.6 %of GOP in 1984. The 
large public sector deficits of the late 1970s plus economc 
stagnation after 1980 accounts for these higher ratios. Even though 
one might suspect that the growing tax burden caused the recent 
econamc Tisis and stagnation, evidence su..-'rting this hypothesis 
is not irpressive, at least for the period 1975-19,R4. As noted in 
San Jose cable (85) 9857, a recent Mission-sponsored study of the 
evide.- on saving, investrent, and eco.cac growth as linked to the 
tax burden, failed to find a significant causal linkage. That 

rstudy cited, however, the inofrtanze of three noteworthy non-tax 
econc.ic policies, as follows: (a) Interest rates set at levels that 
made thm negative in real terr &-d which prcoduced a low ratio of 
domestic savings to GOP and also a generally low quality of private 
sector investment activity, (b) heavy public sector external 
borrowing used mainly to defending a fixed exchange rate 

http:econc.ic
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which stimulated the
held it substantially overvalued levels, 

and decreased 	 the profitability of
consumption of inported goods 

exports, and (c) a highly protectionist tariff, which favored 

donestic ranufacturing and oriented inves:ent toward expansion 

based mainly upon the darestic market. This study also noted that 
the income and profits tax was low uutilthe relative burden of 

after 1982 and indirect taxes were relatively high and that from 

this point of view the tax structure had been favorable to saving 
the study d.>.s not rule out a possibleand investment. Hoever, 


future negative inrct from a higher tx burden after 1982. As a
 

signal of public awareness of the heap. burden of these taxes,
 
of Costa Rica's major 

during the 1986 election campaign both 
and oorpo-atepolitical parties advocated reduction of the personal 


San Jose 9857 we concluded that due to changes

income tax rates. In 

enacted in 1984 the personal inrome tax in Costa Rica is not now as
 

increased tax.credits,onerous due to the broadening 9f brackets, 

incore. However evasion is


and preferential treatment of capital 

that -urther rate reductions should be
serious, suggesting 


undertaken along with i, ?roved administration. In ret-rd to the.
 
is nigh (50 ), and
 

corporate incore tax, t'V* dominant marginal rate 


this encourages evasion and discourages investmeat.
 

The deficit of the nonfinancial pullic sector has been
 

reduced in successive stages in recent years from 9.0 % of G]P in
 

for 1985. However, as is indicated
1982 to 1.7 %	of G)P estimated 


the Central Bank net operational losses account for a

in Table VII, 

deficit, and these
sizeable portion of Costa Rica's public sector 

of 5 % of Grp 	 in recent years.have been on the orderlosses 

Inclusive oJ. these losses, the over-all public sector deficit has
 

% ot G in 1982 to 6.2 %as a preliminarybeen reduced from 14.6 

for 1985. The economic significance of Central Bank


estimated 
the fact that 	these losses requirefinancial losses consists in 

money creation in the form ,& an expansion of Central Bank currency
 
sane impact as monetiiation of a deficit of


issue and this has the 
The effEct is. 	 also Identical,the nonfirancial public sector. 

then available toother thi..gs equal, less banking system credit is 

the private sector. in broad perspective, IKF-formwt Uo.netary
 

usual el,ments creating
tables (see Table V) demostrate the rore 


and extinguishing money. For example, a balan-e of payrents surplus
 

(i.e., increase in net international reserves) or an increase in
 

public (private) si =tors or Central
banking system credit to the 
Bank losses increase m.o.ey in circulation, and . balance of payments
 

deficit (i.e., decrease in net international reserves) or a decrease
 
to the public (private) sectors or a
in banking systen credit 

Bank losses reduce money in circulation.reduction in Central 

As is confirmed in Table V (see net domestic assets, 'other 

the major source of monetary expansion in Costa Ricaassets, net 3 ), 

losses of the Central Bank, and these losses arise
arises from 

mainly from the imbalance between the size of its interest-earniign
 

assets and of its interest-paying liabilities. Regarding the
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latter, the largest elerent is interest on external debt accumazted 
in the late 1970s to defend the Colon. Other interest-paying 
liabilities include Central Ban) t-erest payments on stabilization 
bonds and its interest payments on dollar--dencxninated deposit$ of 
the Costa Rican ccmrcial banks. At present, and due to low; 
interest-earning assets, Central Bank interest incxr is low. Even 
thogh 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 redeered most of its stabilization bonds, 
which reduced interest paymeits, and over the longer texm the 
Central Bank could. atterpt to increase interest earnings through 
expanding rediscount operations. However, rapid implementation of 
that solution is obviated by the existing size of Central Bank 
losses as well as prudent limits to monetary expansion. !Ihe 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 do-estic assets so as to gain the additional 
earnings needed to reduce its losses. In effect, there is no way 
out of this vicious circle without a fiscal subsidy. W are 
informed that central goverrvnent is considering a subsidy of the 
Central Bank in 1986 on the order of 9 1.0 billion. 

The usual, standard case argument concerning central 
bank losses is that such losses are only transitory and hence not to 
be viewed with the sae allhorrence as the defici ..s on the 
nonfinancial public sector. The argument goes as follows: Central 
Bark losses are usually reduced strongly during the surplus phase of 
the balance of payments cycle. That is, foreign exchange reserves 
are built up and place6 in interest bearing securities outside the 
country and the earnings of these securities ccre to offset the 
losses. Obviously, if Costa Rica were able to build up net 
internationl xeserves to about $1.5 billion, its Central Bank 
losses w:,.Ld disappear. 

Apart frc i the consequences of public sec~or expenditures on 
inflation, the size and carplexity of the public sector in Costa 
Rica raises the question of efficiency of public sector operaticns. 
The CMA 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 pciw-te sector Lorrowers but also to users wiho 
are willing and able to pay interests rates well in excess of 20 % 
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of intrusionOA is an exceptional case 
per annum. Even though 
of the public sector into an operation better left to private sector 

an honestand possibilities of liquidation through bankruptcy, 
examination of public sector operations would likely uncver several 

could be provided in more efficiently,where public servicesareas 
cst and with fewer public sector employees.that is, at lower 

Over-staffing in the public sector is suggested by the fact 

that public sector employment has beer. grcw'ing faster than private 

sector employment. During the past two deca:es the &hare of public 
has gone from 13.3 % (1963)'tosector eaployment in total eployment 

Costa Rica's relatively low open unenploy-ment19.0 % (1983). rate 
part by high public sector e.ployme.nt. As is notedis explained in 

in a recent study (Gary S. Fields, Employment and Economic Grcwth in 

expansion of public sector esploymentosta Rica, Decerber 1985) 
poses a potential problem for two reasons. One is that public 

or may not proceed in acordancesector erployrent expansion may 

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 
that public sector wagesin Costa Rica. However, what is clear is 

ire on the average about 70 %higher than private sector wages, and 

that these wage differentials stand up even after standarizing for 
education and experience. Conseqently,differences in workers' 

Costa Rica on thc whole aspire to jobs inprivate sector workers in 
this in turn leads to shortages in privatethe public sector, and 

ro-unts of education.sector occupations which require the highest 
of abundant publicW suspect tnat income distribution consequences 


sector enployment are unfavorable, i.e., low income taxpayers
 
incoue public sector workers, and perhaps for a
support higher 


volume of public sector enployment that is higher than necessary.
 

http:e.ployme.nt
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13MISii qTRANMIClN 

lrch 17, 	 1986 

Mr. Lewis Tibs 
AMbassador 
Bibassy of the United States 

of Arnerica
 
San Jose
 

Dear Mr. A-nbssadrs 

tife to convey nf regards and to
It is a pleasure to write to you at this 

series of deliberations that I have pursuing 
since nm
 

acquaint you with a 
 on February 2 of this year.
election to the Presidency of the Republic 

and progrars developed by the administration of
 
Various policies 

President Nknge Involve obligations which will extend into the period 

which I mist preside over the Goverarent of Costa Rica. In.
during beccmingan particularly interested In
reviewing 	 these programs, I 

with various international
 
acquainted -tb the agreements reached 


entities. 

begun a careful study of the economic support arrang reents that
I have 

friendly countries and financial
 
this country has obtained from 


of Costafinancial assistance to the Goverment
institutions. A.I.D. 

to express the 
Rica has receivednWb special attention: I cannot fail 

feel towards the Govermnent of the United States for this 
gratitude 	we 
ass Istance.
 

and Rodolfo
In a recent visit with Messrs. Daniel Chaij, Richard Archi 

Jorge Manuel Dengo and Rodrigo
Cortes, as well as Messrs.. Jorge Rossi, 
Arias, I 	 was Inforued of progress in inplerenting various progrmn; 

by A.I.D., including especially the divestiture of the CODSA
supported 

Housing Mortgage Bank, and the
 
enterprises, the organization of the 


School for the Htmnid Tropics.International Agricultural 
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At that time, Mr. Chaij expressed his concern about sane apects of the 
that, withabove-mentioned programs. In the ease of CCAEA he indicated 

of the U.S.the change of government, there might be doubts on the part 

Goverrnent as to whether the new Governfent of Costa Rica would alter the 
In the case of the International Agricultural
present course of action. 

about the delay in
School for the Humid Tropics, there has been concern 

an international
the process and 8are confusion about its status as 

institution, about the exonerations which have been requested, .and 
about 

with the Costa Rican Council of Rectors. Finally

its relationship 

several very epecific points were raised in connection with the progress
 

the Bank would

of the Housing Mvbrtgage Bank bill, and the financing 


receive frcmnA.I.D.
 

respect to CCDESA, allow me to reaffirm the determination of my

With 


which was established
to 'continue and accelerate the programGoverrrnent 

in ccnpliance with Executive
in accordance w)tb (our) agreement and 

Decree No. 16007-E-NE . We do not conteiplate any change In the process 

which has been Initiated; 'fygoal is the strengthening of the private 

sector action as the rmin dynamic element of the econarpy of Costa 
Rica. 

in the view of the Liberacion Nacional party,

lbe function of the State, 


r , witbout
pranoting and etng
will continue to be one of 

Institutions in
 conteiplating the participation of the Goverrinnt and its 


(after the rodel of the "Entreprenurial
the processes of production 

State").
 

I do not consider It opportune to detail here what in my opinion 
wuld be
 

a repetition of elurents of the agreemnts now in force concerning 
Q2IEA
 

but I have asked the First Vice President of the
 
or other programns; 


Dengo and the Minister of the Presidency,
Republic, Ing. Jorge Manuel 

Lic. Rodrigo Arias, to Iorrnulate a ccrplereotary rnrorandurn to this.
 

the intentions of nV Goverrrnent to
 letter, based on the reaffirrmtion of 

the administration.
 

go forwmrd with the processes initiated by present 

treat in an specific way the different7be above-mentioned docurrent will 

that could be subjects of concern or uncertainty for the
 
aspects 

Government of the United States.
 

Sincerely,
 

Oscar Arias Sincez
 
President-elect of Costa Rica
 

/m
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EKGLSH TIA)ISLTION
 

San 	Jos&, March 25, 1986
 

Mr. Levis Tambs
 
Ambassador
 
United States Embassy
 
San Jos&
 

Dear Mr. Ambassador:
 

I a to to you, instruction., of the President-elect,pleased write at the 
to 

to confirm in detailed form the willingness of the nev Governent 
sale of CODESA's subsidiaries,tomaintain the agreements relating the 

a Central
 
to define the necessary conditions to establish


and also 

Housing Mortgage'Bank.
 

- Execution of the CODESA progrm 

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

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


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


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

various Cabinet16007-P-MEC and 16520-P-EC; as well as
) Decrees Nos. 

to sale of shares and extension of the program's
agreements related the 
deadline. Finally there is a )emorandum of Understanding between the 

Costa Rica and the Agency for International Development
Government of 


the 	program are defined.
(AID), where terms of financial support of 

through its President 
In the Memorandum of Understanding, the Government 


6, 1985, that. CODESA vould have to:
 
and 	Cabinet, agree4 on February 

sell its .subsidiaries;A. 	 imediately 

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


subsidiaries;
 

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


investments, except for existing caitments that have been ratified
 
on A.I.D. financial support,


by the Cabinet. The parties have agreed 


to an amount of *140 million in local currency under the Grant 
Rica, toup 	

Economic Stabilization and Recovery of Costa
Agreement for 

selling CODESA's subsidiaries.help in 

(There are other relevant items which we need not mention here). 

K, 
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In accordance vith the above-mentioned documents and vith the 
President-elect's letter of March 17, 1986, I a pleased to-inform you of 
the firm intention of the new Government to issue a Decrei and to make 
any additional arrangements which may be required, to extend the mandate 
of the National Comission for the reorgamitation of CODESA as long as
 
is necessary in order to comply fully vi:h the established program.
 

A. 	For the purposes of selling the shares or liquidating the investments
 
of CODESA in its subsidiaries or enterprises, as vell 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
 
D.S.3140 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 che National
 
Comission for the Reorganization of CODESA, as Veil as the studies,
 
preparatory work, and technical assistance required to c.omply vith
 
what is specified in this docuent.
 

B. 	A'ong with the ratification of the commitment related to the sale or
 
liquidation of CODESA subsidiaries, we propose to extend the mandate
 
of the National Commission for the Reorganization of CODESA, and to
 
charge the Comission, as vell as CODESA's Administrative Council and
 
Executive Presidency, with the folloving activities and
 
impleaentation schedule:
 

a) 	To approve the necessary changes in the articles of Cementos del
 
Pacifico, S.A. (CEMPASA) and Fertilizantes de Centroamirica
 
(FERTICA), in order to include in their text guarantees
 

sufficient to protect those who acquire the forty percent (40:)
 

of the shares ot 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 folloving enterprises: ALCORSA, Atunes de 
Costa Rica, SARSA, LACSA, STAAPARI. MACASA, KULTIFER, NAXUCAR, 
TIKPISQUE FERRY BOAT, FLED.AR, Cementos del Valle and any other 
enterprise not mentioned by name, in which CODESA is a majority 
or minority shareholder, except the shares in the National 
Securities Exchange and in CODESA'a seat on tals Exchange. 
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c) The folloving CODESA subsidiaries shall be sold or liquidated 

the first nine* months of the calendar year 1987: CATSA,during 
CEKPASA and FERTICA. Durin; the remaining months..of 1986, the 

National Commission for the Reorganization of CODESA shall have 

total power to carry out the studies and preparatory york needed 

prior to the sale of these enterprises' shares. 

d) The National 'Commission for the Reorganization of CODESA shall 

the transfer of the operations and shares (including allcomplete 
the assets and liabilities) of the folloving enterprises: 

(1) 	 Transportes Metropolitonos, S.A. (TRANSHESA) to the Ministry 

of Public Works and Transportation (MOPT), which shall 

maintain it as a decentralized unit. TRANSMESA debt, 

consolidated in CODESA's debt with the Cent.ral Bank of Costa 

Rica, shall be cancelled by the Ministry of Tinance with 

in favor ,of the Central Bank to be creditedGovernment Bonds 
to CODESA's existing debt. The value of TRANSXESA shares 

shail receive the same treatment. 

to the Centro pars la(2) 	Corporaci6n de la Zona Franca 
Promoci6n de las Exportaciones y las Inversiones (CENTO). 

The value of the shares transferred to CEh7RO, as well as 
Zona 	Francs consolidated
the debts of the Corporaci6n de la 


debt the Bank Costa Rica, shall bein CODESA's to Central of 
of Finance vith Government Bondscancelled by the Ministry 

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

existing debt.
 

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

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

MIHASA's debts consolidatedtransferred to MIEM as yell as 
in CODESA's debt -to the Central Bank of Costa Rica shall be 

rith Government Bonds.cancelled by the Ministry of Finance 
Bank of Costa Rica to be credited toin favor of the Central 

CODESA's existing deb). 

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

acctiplishing of the policies --indicating ordinary and future CODESA 

activity ro be: fulfilled in cooperation vith the general lPublic 
Rica, and the ComptrollerAdministration, the Central Bank of Costa 

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

folloving binding directives:comprised in the 

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

is being agreed in this docuent;accordance with what 

any nev, majority or minority,b) The prohibition to effect 
formation newinvestments, or to participate in the 	 of 

enterprises; and
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c) 	The prohibition to incur ne obligations or provide guarantees to 
finance investments or provide ney financing to any enterprise 
except for operating costs or payment of liabilities vitb third 
parties which its subsidiaries night have and 'tbat will be
 
cancelled prior to the sale of such subsidiary; in both cases 
vith the authorization of the Nati.aoal Commission.
 

D. 	 To delegate to the First Vice-Presidency of the Republic, vith the 
support of the National Comissioo for the Reorganization of COD.SA, 
the obtaining of an agreement with the General Comptroller of the 
Republic, and AID, of a formula vich makes *the participation of 
FI TRA fea'sible 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 rith 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 Comission for 
the Reorganization of CODESA, the studies and reports which are 
considered necessary and advisable, utilizing national and foreign 
technical resources, to define the possible fusion of CODESA and its 
original development objectives in r-e of the government commercial 
banks, or any other institution, provided that CODESA cannot create, 
finance or operate any new subsidiary. The maximum term for 
finishing and submitting this report vith as much detail as necessary 
to take required executive actions shall be September 30, 1986.
 

F. 	In order to comply promptly vith the contents of this document, the 
Administration Council of CODESA, the National Couission 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 purposer, A.I.D. *ball give 
instructions to both FIRTMA and the consortium contracted te provide 
it financial support to coordinate activities. 

Mr. Ambassador, t.he policies stated in this document are considered
 
adequate to accomplish the economic objectives associated with the
 
determination to carry out the sale, transfer or liquidation of the
 
various CODESA subsidiaries, preserving at the sane time the promotional 
function for vhich CODESA was created.
 

Housing Sector
 

With respect to the housing area, the Governent of the President Arias 
Slnchez will incorporate the following elements vithin its protrms 
related to this sector: 
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vithin the
A. The execution of structural and political reforms 


consolidation andinstitutional frxmevork, vhich shall result in the 
institutions involved in housing
specialization 	 of the public 


financial activities related to housing
construction or 

Z. 	To carry out studies and research activities to support the 
to carry out strategiesformulation of national housing policies and 


to guide and manage development initiatives raised by the private
 

sector and the public sector.
 

lay by the Legislative Assembly establishing aC. The approval of a ney 
second level

Caja Central Bipotecaria (Central Mortgage Bank) as a 
of mobilizing local and

financial institution with the main purpose 
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: 

DECAP from the Banco Credito Agrfcolaa) The separation of 	 de 

the transfer of 	its assets, liabilities and personnel
Cartago nd 

to the new Bank.
 

b) A Board of Directors vith equal representation from the private 

sector. This Board shall be responsible for defining lank 
to the tec.anical and generalpolicies and, with respect 

a

administration of the Fund, the Board of Directors shall nane 


General Manager, who shall be responsible for such activities.
 

mobilized by the Bank shall be lent
c) The policy 	 that the funds 

andmembers of the Housing National Financial Systemonly to the 
the National Banking System, who specialize in housing finance 

the financial and legal requirementsand banking and comply vith 
in the Bank's statutes.to be established 

d) The policy 	to maintain interest rates of all loans at a level
the market rate, In* order to maintain the
vhich reflects 


vithout needing
financial feasibility of the ivestments 

Government. In addition, the
subsidies or transfers from the 


Bank shall maintain the value of the mortages by means of a
 

policy of variable, interest rates. 

In order for the Central Mortgage Bank to reach all sectors, it isD. 
 as
 
necessary that it be able to receive and transfer soft funds, such 


would come from Asig aciones Familiares and those in the
those that 

retirement plan or additional

future which might come from the 


payroll charges. These resources voul& serve as a one t me to 

(in the cost), and not for subsidizing interestsubsidy for housing 

rates.
 

Q7)
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E. 	 The policies stated in this document are considered adequate to 
accouplish the objectives of establishing a Central Morgage Bank, to 
resolve the sale. transfer and liquidation of the Corporaci6n 

Costarricense de Desarrollo (CODZSA) subsidiaries and. to define the 
future of CODZSA and its development purposes. 

I hope that by this means we are coup.3lyr& vith the instructions of the 
President Elect and I remain at your service for any explanation or 

extension of the points stated in this document. 

Sincerely,
 

g. Jorge Manuel Dengo 
First Vice President Elect 
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San .losC9 15 dc. mvwz de 1986 

Leli Thmb6 
Embajado-t 
Embaj4aa de t06 UtLAdo Un.ido 
de Amtl'iCA 
su ,.Peupachw 

Me a* mug 9)4to dJ'Le4Ut a0 e t Canf Wn6tw~eioneA qiie heen.*~ conl 

41O.ZbidO det 6eiwt PAU-idente &tecto, pa~za =Iti6Zcatte en JosgAm deta~
da Lta di4po64.e.6n en que 61 enecuent'A et nuevo GobZ&'-no de manteneA ta
 

La vernta de taz emnp'Le.a Ae 
11enciA de to6&convenoa ketlonao~odoA~con 
C0PMA a cowa de ewnCv&' £0. condicione4 nec..6a.ZO6 pawA tabteceA
 
uJ14 Caj.a CeJWIOZ tipoteo.A paw La Viv~ida.
 

Eje.eZn del ptogaoar de COVE.SA 

Con ALupecfo at pZmn pmnto, ex.Zten vav':D4 decAeLo-6 y convvticA qle
 
gAientan Liu bue46 pm.~a tteva'L a coabo et p'wg'La de vIJnta o bL"paho
 
de a~ emptiua4 de COVES. De eUtOA, fr& de mda'ot AlevaneaA paAa a~e
guaA La corntZ$ sdd del pwce.6o en qLLC e.atd einpehFado et GobJ.iro de Coata.
 
RiZca, zon lo-6 .6iqutnte: a) La tey~ No. 61' del 10 de setenb'z de 1982;
 
b) ta Ley No.6955 del 24 de 6eb~e.D de 1914; c) toa decu#etoh 016007-P-MEC
 
V 016520-P-NEC; as( com diatLjntoA acueAIdo,6 del Consejo de Gobi'eAno 'L&
tivo, t anto a La venta de taA accione4 COWa daLaonpfiac-in de toa ptazo,6 
dA viencia del ptogtom. FiJaLmente e.t6 et memonowrdum de entendimZi-o
 
enbi el GobieAno de Co,6ax Rica y La A4e-nci~a In.zA=Uonat pawa et PesA.-

Lto (AID), en que .6e de~inen £U4 Wunma det apyo £uulncicemo del pog'um.
 

U*~*EEt mou~ndwm de tendrmiento con La A.I.V. Zndica que: 

Gobiwo poa meie.o det Puzidente y, et Con6ejo de GobJ.'i , et Um 6 Ae
 
jeeM~e~o de 1955, aco*.d que COPESA debeAAL;
 

A. vendeA zuA emptuaA neatamnt; 
B. no ha~eA nueva.6 inveui~sonu. nz pant2tpax' en La 6o'armocZ de ueLas 

C. no tontftaeA obUgacJioie iuethaA ni doa gqaW~tJ pava jinanJciCP.invv.A~o
neA. 601v0 to& conipwri~soz ya adqui,-Zdo6 y P&iijadc6 po. et Conmejo de 

La -wtGa cornuenido em La caiL6-Gobiemo. 
tenci.a jianc.Zt de La A.Z.P. pwi aqudaA' a La yenta de a eirp'uA" de 
COVESA, has6ta po,. un nrnto de $140 mdlonu. e-n moneda tocat, ger.,ia&a 
bajo et Convuio de Donaci6n pat'a La Ebtabitidad y RecWipa6n £con6sZ-. 
ca.4 Coata Uwc. Exi4ten 0*404 Con.6ieAndo6 qut no UA deL cuo citcA 

http:jianc.Zt
http:di4po64.e.6n
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tv6 docanenoA vic.4.ofl4oA O,.ttAiAmvett VI .onl tA wmi-Ve con6oP~wiWa con de m~zo de 1986s6e.&Lan de ta wo~tA de2 6e.W'L. P'udente Ete.4c det 17 
uomaiu a u-6ted, z.a 6i&t i.UwiZ6n det nuevo Goie~n de 

meu 	
det crAvu, que erxtWedaeiZtiA un Pec.~.eto y taz di s~cZonL6 a4ZfZor .'.L 

de La '~or.Zi6n Nationa2 paa La Retettuct.&'i Lnd CO1PES P04et om.ndato eWAet Lieinpo neee.6aio Rww pmAnZtZA et motirZet cavat det pwog~wna 

de invv.Zon.. de COVESA en Au 
que pa La tiquidacrJ.n de ac~tivoAA. Pau'~ La verta de ac"' neA o tiq&dJ rc-5 	

deubidiwd.La y 6itiaWe.6 to Lsvmo 
cuentd eo.; La cAi,6enc.'a 6AinJtza psaieAA.6, et Gob.Zewn de Cozta ic-

ciZvw de La A.!.P. otoqada me4irntz Las s4wguet dono.c.Zni: 

de Ii&taa) Ponaci6n oi4iizL: wna Awma quZva.W-te at va&o'L en wcone 
wwsD et w.nto de tas6 invue.~ZnR4 y4 gut~oa tLQA4U.S.$140 unillnu. 


do,6 en ALUWSA.
 

b) Ponoacik~ adicionat: po4 ta bwnma que .6ta nece4M-ia, 6i et 6aL4o indi 

cado en et pdv.aio ant e~io4 4es~utta= ir ±~Zciente pat.a Utvw a cabo 
to eutiputad en e.6te docwnento. 

jiancZaAA et costo dct jncionwmZenrto de Za CoriLi6nAdejn&, La A.I.V. 
et de to-6 uAtudio,6,Nacionat Wa tra Ree.W~ucturci& de COVESA, asZ' como 

paM cumUmJt~abajoz pt.ep2Aato'Lioz y uS~i,6ecia tiZcni quLC .6( uq&uiLAAnf 

con to ezpec..Zicado en e~sAe docmwcvnto. 

Z~e~ndtt aptownZko ,tztacionado exn ta -vueta o UwaoBCon Lta 

Leau zu~dia,*'i de CODFSA, i c .Dporc extende.' tl uaato a La Co

rdsiin Nacionat pava La Reu.tuctutacxhnr de CODESA y enwmiendaAte a £6tag 

at Cor~hejo de Adm~rd4tu~cifn y P4uienca Ejecutiva de COVESA Las s.guZen
te ac:.on y catendaAio de ejci~n: 

-2) Ap'wbaa Las6 Ae~orar nczcc.aiwu e~n Loa Utztuto Soc-iaue de Cemnto6 

det Fad6Zc, S.A. ICEWPASA) y Fviiat de CeAt)LoamflLCca (FORflCA), 
zu iciu&We con et p'wpdsio dt que en At texto 61 .LnalLyan gaJ~antt& 

de pwteeci5n paui Qmitnes at4lqwizevA et ewmeuta po'i eiento (40t) de tLAt 
. nofe.de Ui1"-4 erpP..h , 4inctuycndo an econtuato de adxn4.r:.4.5Lci.5f gut 

iudad de La uiemp.a.gauantice La ciecuiA y La p'wdu 
o LiQwidaAA 6ui, accine4 o inveu4J.b) PLL'L~nte cZ a~io 1916 COVESA vcndv.A 

A"nas de Costa Raa, SAMSA,ne6 en Las ziguiete v.ezcb:* ALCORSA, 
WILTIFER, WI.MCAR, TEAPJSQULE FMRR BOATFLE&M*LACSA, 'S-ABV4.'AZ7, MCASA, 

det Vatte~ y cual4uiAA otpta noD meU1Cior-2A ?o' nomb5J,-1 WpP&oP, en
CumenU6 
ta cuA~t CODESA tertga 	wna po.sZc.46n accowai.a mw~jo4L~Z4i o mwj4taA, 

en La &Ls-ta hAc~onaL- de VaoIa~ V en et pw'.&to quee.xcepto Las acc~onut 
COVF-S tie --n IA rt Botsa.. 

.6c vnudn o U.quidaMdn dwuinttLAs 6iqietu .4-~Zfas de COVE.SAc) 
LoA pt~mw'w riL-e. 	 .AAe det a4io cattida4io 1917s CATSA,,CEMASA if F&MTCA. 

http:adxn4.r:.4.5Lci.5f
http:ubidiwd.La


:3.. Azuel III 
Page 9 of 11 

Vu'w~it L&A wusu u~tanWe de 1986D LA Cor.4a6n Nac.o.tat pwtAa t 
RWLC-OLhkuai6 de COPESA timen poteutad totat pm.a L.Leva.' a cAbo 
LoA tzi"D.L Y tubajoA p ep atoJLiD6 ne~CE~a4iDA peUvioA a Lta vemtA 
Ae 	 Lu acciwe de eatas eJYpLa.. 

d) 	 !A Coms6n Nacionat pa La Rut~ctmaci&de COPESA compLtwtmL
 
et. tup de Luz ac tu*.dade4 y deCiDne49 inctuyerido, todoA to&at
tivoa paiv4 de Lu4 JAZgu.Zunte enmp'LLs
 

(1) TAJpo~t~U MEt'WpOtZtanO6, S.A. (nWSMESA) at 9"tmiWLZ dA 
Ob.'i h&baAA y Thnmuoate (MOPT), que L& rntzpda4 coni uma 

idad deseenti~aLzada. La deuda de TPAJMESA, cor.6otidada en 
La que COVESA oeeuda at Banco Cerrt' de Costa Ri~ca, La cAnc.-
LaM~ et UZiLAteMiD de Hace~Z.nda e-n Bonos del Gobieum a javoIL
del L'anw- Centao pa abOna~e a La dwuda peniente de COPESA. 
Tyua~meinte 6e ha&A con et morto det valo4 de Lus aciones de, 
TWANSMESA. 

(2) 	Co~pohuin de La Zona Fianca at Cent'w pawa 4a PAooe~n de LuA 
Ex'no~~tarJanes y Lus InveAineA (CENPO). Et vatoa di LuA ar
ciones t apahadaaaLt CEMPO /.gualmente que Lu deudah de La Co'i
poua6n de La Zona F'~anca coruo&dd en to que COVESA adeuda 
at Baxeco Centut. de Costa RicA Las canaetmA et MLirbZ VZio de 
Hacienda con Bor.:zA del Gobieww a javot del Banco Centuzt Pc~a 
abona, e a La deisda pendente de COVESA. 

(3) 	MILASA Ae t~jpasaAA at Mgr.ZhteAio de Indust~ria, EwugLa y Uin 
(MIEM). Et vato4 de tas accZone6 taspasadaz at MIEM iguatmentz 
q&Le LuA deadas de &4IAASA coniwtZdoado en to que COVESA adeuda at 
Eaneo Cej~ua de Costa Rica Las canceta'iA et Ministzio de Hatimd 
con Sonos del Gobieino a 6avo4 det Banco Centwl de Costa Rica pa 
abonZ~e a ta deuda pendiLrte de COVESA. 

C. Ampti a oApimvePos nueve me-u6 de 7987,9 et ptazo paaet vmuU~.entode 
Luh potU&cn4 6eAaZAdaA eoMO acWt~idad oad~wAiaa y Jutw~a de CODESA, que CGta 
ha JebidO aCAtOA con et conewuo de La Adxinatzit'a6n, Pabtio en gcema, det 
Baneo Cenrt~ao de Costa RiZca y de ta Cort.ato&I.A Genent de La Repb.c* 
asistenec.a 6inancieua de La M.P.., conmpwnidaA en Lu agiu.R'lte diuectt

a) 	 La yenta, UquiacZn o tua-6~.o de Lu4 eDr*.saA de COPESA conjo'me a to 
awdado en et p'~eseite domumNito; 

b) 	La pwoh.bied.5n de edectuwa. e LesquiZe' nuevas imeu-ionu w*Ayo~.Uo.'dA~ o 
m~notiuaA o pa4tcpm) en ta Jo~rmazi.5n de nuevas eapteaA; V 

c) 	 UEimpe4d&nento de conV*.aeA t uevaa 06 gacJiones v da4' 9ajW~tC paw'i Oma-
C.'L flJeasone4 o dat nuevo jinantaifeflto a nn4 effpkLed excepto pa 
9ast06 de opew.ocin y pxaaA po.Zvoz con te.Ace/m p?)wonu qcue teJrOu1 suA 
zubsidia.aa y que ze v.agan a tiquid4 p~evio a LA yenta de tat Lubd 

en arnbob c~aoA con La aut~azacan de La CormCZn Nac.ionat. 

P. PeLega' en Ua F~me.'u Viaet Pu.idew-aAA de La Repicia, La cuat conta'4 con et
 
apoyo de Ua Co4iffn Racionat pa La Rutc.Ac~ de COPESA, Ua obtviL
 

http:zubsidia.aa
http:Jo~rmazi.5n
http:pwoh.bied.5n
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de un uuAdc&o con IA CO nbAco'..Cd Genveol de Ca Repdbticift y ta AID,
 
pc2Ad CO9WLM wia J6d6 uqt hag>a viabte 4d p.ZJpc.n de FlW tRA a-'
 
que~ta cAzu0 en qcie ha4Jd dijeAznci.a enAt etaU& dictaminado po4L CA
 
Cott'iAtoa y' et woto 4tua de UwAcAc de dich.4 ejA.e6. E&A 664n4&a
 
Ae debeA.d acotdm.' anta det 30 de jubio de 7916.
 

ViceE. Simuttnernmente con tas a.ccione.6 anteAio'.±, detegmCi en td P'ime.mA 
paAA que cor.> .tment con et Bancw Centu~l dtPu~enciC de La Rcp!Ui=c 

Co~ta RiLca y La Coirr.ZsZi kacionat pa td Reatucu~a6n de COPESA ceon
tLatuln Z06 utudi.oz -wVtabajo06 Qti LJt~fv flecumioz4~. yI coneiviW., va

tU&4o,6e de. 4tcuMo6 tcniwC,6 rnacior.:zce c e4.wlajo6, paw'~ deinZ.i4 La
 
po/,ibte ju-6n de COVESA y' de .6uz cbjcZvoz o--4&iate de dcua.wLo en
 
uwt de Los bancoz woic-vcmaez det ezta..o, o cuwaquiA ofta imtdcaZn, 
,sempuL que £6ta no pueda cptea4, 6iuca u opeAnA una zubsidi~via nueva. 
Et ptazo vdxizmo pa wopLeta&y pptuenuitaA a.te tAabajo en togIo et dealae 

zeA'L et 30 de .6neeeia.,-UD pv~a .tong.' Zu. acciona. ejecutiva4 4equv~4aW 

tiejbuz de 1986.
 

F. Et Cortsejo de Ad.rriLp~ac-4n de CODESA, ta ComZbZ,6n NaciZonat pa~'a £4 Rews 
et Banco Certwbl de Co~ta Rica, et MinlZJ.Uc detctu~-ifn de COVESA, 

Hcen&f y ta CottaLo'ta Geneut de Ca RepdbL'..ca .6e coord .nA4n dehbi&
mnepao-a ct puntuol murpt&~ertto de todo to eupeciZZca-do en c~te docwtn

con igut jn £4 A.I.V. dakA inztweci~onc tfanto a IM1~ coni at con
-to; 

a t6ta 0-tZi..-604Ci cor.VpYafl4 p~a i6m~.ZztuAV "6encia jinonc.i 

Se&o4 Embajado', tau poUtci= s-xp'te.6a&u en a.te docwierto ze con-6i4cAn ade
cuada6 pau~ to~va,,'i t.6 objct&'o,6 econ,ri.6 buheadoh con La deciAin de ueaU
zaiA Za uentaz, Va.6o o Uquidaci5n de Cau dZ~t.i1tu6usbi 'i de CODESA, 
p4ewOJndo at mZz&w ticrnpo, £4 6unci5n de caAdctWL pw'Lmoci.onat qcue otigin6 
e~ta lwntuci6n. 

SecUt4 Vvienda 

En cuanito at 64wte de ta vivienda, et GobAAmw det P4dente Wua~ Sdnchez 
inA~A dentwt de LAz6 aedZd.6 y pW9JmAfd. AL4ci.o1adoA COn ebte actm04D 
Lob 44*,quCerX6 abpe.Ct,6: 

cA en et V"aCoA. La ejewc±Liffl de ujw tanto de e4t~wuctuu coma de pot 
i£ziL~ci., b cat t ~~uttmd en ta carzotidaca~n y e~p --- 4z &=Wfn dc 
t"~ irnaZtueaoneu px6 =4 invotucuao4z en Ca con6tvucic6n de vivid4A 0 
activ&'dezde.6 Wtrahv- c.on4Uac.4ofad&u t 

omiAB. LUevcv, a cabo Li(06 e imutiacJ.nez pvaR aoy./A ~4vOcif de oD 
UJAiw.4 nari~atu. dA vivienda y ejecuto-' cttaegiaa paLI Laq~ rmiatjI 

.4 uvu de de-6.Dtt~L.o ptantz~a6a po'*. et Aec-to'L p~ivado y et 4etolJ pcdhtu. 

C. La Wp'tbaci5n de winz nreva Ley polt Ca Azarbteja Le9L6WtZva eabeciendo 
un Cj Cerntu~l "Zpte~av~iacoma wia .tt&u.Lk £cinarncie' de Asegwdo nivet 

http:MinlZJ.Uc
http:deinZ.i4
http:utudi.oz
http:P'ime.mA
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ron et pwop6uto ptimc4at de mobLL4WL capital domtico y, extunijemo P=L 
inviw'onu en hipoteci, ,41.6cuento,& de k^#t . eAad06&4equn&&oA 
Vi otwhz actWvdazde Vnancimwala.6 i onadtU Icon et 6 c4amito &~Ulvu-Ll 
da.6. La n~evua Caja CeAt ipOtE.c4i4A cu : 

a) 	La 6eaax.45n de VECAP det Banwo Wd~ito A'L~eota de Ca~taqo y U twu-
de..LtnCa de 6u ac.tivos, paaivo,6 V peAuona2 a ta nueva Caja. 

b) U~na Jun~ta PZtectiva con u~pteuentac.*n patitJna det &1cctoJ pLZvado. E&ta, 
Junta tendAAt q£4ponhabZtdad de de~ini.A La pottUZcA6 de tA Caja V cA 
tc que au pecta d £4 a&rZniatatiin ticniwc y gefleAZ de ta Caja, ta Junta 
Diuce.tiva nornb,*xA a u-n GeAe.Je Genetat, quiin Wid,%4 a 6u em'io diceW. 
6uncione6. 

c) 	 La potUca de que &1,6 jondoz mobitizado,6 pot~ £4 Caja ze'aln pote.ta&o6 .60
£amente a £0,6 vmZembw6 det SZ.&tcm-a Fijianciem Maw.onaL de Vivierda V del 
iaterma BanaC0iLZ lHa..wnat, qui.ZeiC 6e e.6peciatiLza~n en ji hc~umZento de 

vivienda y bcanta y cwiiptZ'n con Lo, Jaequi6Zito-6 jiarmimao y tgate a 
etteem'e en to06 e.tatuto4 de ta Caja. 

d) La poU~4a derir eneA 4a ta~a de iAteA&~ de todoz £0.6 p%tairA n 
nivel que &gjt-je£4 tob6a de ome.ado paua asL manenv. £4 viabitidad ji

narcimv~ dela i£4v.eoneA 4n £4 nete4idad de stub~zdio o tk~amimmw
c.ia po4 pa,-.e det Gobi~n. Adem&sA, La Caja r-ante~d'u et va2oa de Las 
hipotezu a t~auL de wia potica de ta6aab dei nt4 vo.iabWu. 

D. 	POa que La Caja CerXt'. W{poteca~ia pcieda ttegak a todoA Lob6 6ectoku, eA 
neceua~o qule pueda &'ecibZ'L y tIn4paa%jondo.6 bUardoz, eD Ae~aan £OA PW0
ven.ZentezA de Azigr-id.one& Faiw2 ate6 y £0,6 q&&e en it dutww pouvian de 1A 
ce4an.Za o tecwt.os a4Zcionate.A a ta ptzanZL£. Eb Los aewLLob6 6eAv~tlA paua 
ubd&A. viviejtda de wia 6ota vez (en et cobto), y' no paLa .6Lub4diaA Liaa 

de intvz&. 

E. 	LaA poL~t;&eA ex ubada en e~te documento 61 conSidMn aIcLuadu. P'a to
g'in'i Cob objetivob6 de eWabtecv wia Cajfa CentAoat I{ZpoCia.I. , 'iuob.i ta 
venta, twa-6ho y iquidac.i6n de U4. Aub dA4sz4 de La CoW~Ac.i~n Co~ta'mi
cefle de PeuavwM (COdESA) y et jutwuo dqlindtZvo de CODESA y .6w jine6 4r. 
deuaaiuto. 

E-6pe~tw en e~ta Jo.'ma daa s~~iit a Las 2nst~uceiona. del AeA0A P4&4aentc 
'Eecto y quedo a 4u,6 6Lde-ne,6 pvm cLL4LquA.a o Law:6n o ar*ViacZ6n dc LoA pm~i
to06 expLe~ado,6 en a~te documento1 

I. Jo~ge Manue. Vengo 
Ptime. V4ce P4.6ideni'L Uetto 

3MP;mC4 
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3A(2) - NXPRM= ASSISTANCE CMIST 

The 	criteria listed in Part A are applicab)e generally to FMA..funds, and
 

should be used Irrespective of the progran's funding sources.. In Part B 
criteria applicebie to Econdnic Supporta distinction Is wade between the 

criteria applicab!E to Development Assistance.Fund 	assistance and the 

will 	depend on the funding source for the
Selection of the criteria 


progran.
 

IDEI'TIFY. HASC)SS-REFRN CE: IS CNOLIWR CHECKIST UP 710 DAM. 
STANQD ITBI HEQ IST BEEN REVID0? Standard Item Checklist has been reviewed 

A. 	GWRAL CRITEIA F(R ?OW1TJD=r 
ASS ISTANCE 

1. 	 FY 1986 Continuing Resolution
 
Sec. 524; FM Sec. 634A.
 

Describe how authorizing and Congress has been notified through 

canmittees of AID FY 1986 Congressional Presenappropriaiions 
Senate and House have been or tation. A Congressional Notifi

will be notified concerning cation will be provided for Con

the project. gressional review. 

2. 	 FAA Sec. 611(a)(2). If No further preconditions for 
further legislative action Is obligation are necessary. 

recipient Prior Costa Rica compliancerequire4d within 
country, what Is basis for is satisfactory. 
reasonable expectation that
 
such action will be conpleted
 
In time to pernit orderly
 
acccrplistnent of purpose of
 
the assistance?
 

3. 	 FAA Sec.. 209. Is as- No
 
sistance =ore efficiently and
 
effectively given through
 
regional or multilateral or
ganizations? If so why is
 
assistance not so given?
 
Inforrmti on .ond conclusion 
whether assisance will en
courage regional development
 
prograTs.
 

4. 	 FM Sec. 601(a). Inforuatlon Assistance will increase inter

and conclusions whether national trade, foster private 
encourage initiative and competition,assistance will 

and 	improve technical 

Y~y
 



efforts of the country to: 

(a) increase the flow of 

international trade; (b)
 
foster private initiative and
 
conpe t I t ion; (c) encourage
 
developrent and use of
 
cooperatives, credit unions,
 
and savings and loan associa
tions; (d) discourage nonopo
listic practices; (e) irnprove
 
technical efficiency of in
dustry,.agriculture, and ccn
merce; 	 and (f) strenghten
 
free labor unions.
 

5. 	 FAA Sec. 601(b). Infoftration 

and conclusion on how assist-

ance wil'l encourage U.S. 

private trade and investmnt 
abroad and encourage private 
U.S. 	 participation in foreign 
assistance prograns (includ
ing use of private trade
 
channels and the services of
 
U.S. 	private enterprise).
 

6. 	FAA Sec. 612(b); Sec 636(h);
 
FY 1986 Ccntinuing Resolution
 
Sec. 507. Describe steps 

taken to assure that, to the 

naxirnzn extent possible, the
 
country Is contributing local
 
currencies to mreet the cost
 
of contractuLl and other
 
service!, and foreign
 
currencies owned by the
 
United States are utilized In
 
lieu of dollars.
 

7. 	 FAA -Sec ,12fd).. Ioes 'the: 

UTited States rownexcess
 
foreign currency of the
 
country and, if so, what
 
arrangerents have been rmade
 
for Its release?. 

8. 	FAA Sec. 601(e). Will. the 

assistance uttIlize
 
cape*tive selection
 

efficiency of industry, agriculture
 
and conerce.
 

The pioject is specifically intended to
 
expand U.S. mirket.s ior Costa Rican
 
products and to enhance U.S. private
 
investment in Cost& Rica.
 

Agreements with GCR encourage use of 
local currencies for local needs. 

No
 

Yea'
 



procedures for the awarding 
of contracts, except where 

applicable procurement rules 
allow otherwise? 

9. FM 121(d). If assistance Is 
being furnished under the 
Sahel Developmnent Program, 
has a determiiation been made 
that the host goverrment has 
an adequate system for 
accounting for and 
controlling receipt and 
expendr-t:re of A.I.D. fund.? 

N/A 

10. FY 1986 Continui Resclution 
Sec. 533. Is disburseentor 
the assistance conditioned 
solely on the basis of the 
pollciesi of any multilateral 
Institution? 

No 

13. RF (INGCRITEIA 
ASSI STAC 

FOR 

1. Nonprol ect Criteria 
Econcauic Support Fund 

for 

a. FAA Sec. 531(a). Will 

this assistance promote 
econcmic and political 
stability? To the maxinun 
extent feasible, is this 
assistance consistent with 
the policy directions, 
purposes,. and programs of 
part I of the FAA? 

Yes 

b. FAA Sec. 531(c). Will 
assistance under this chapter 
be .used for military, or 
parnll1i tary :activities? 

No 

c. FAA Sec. 531(d). Will 
ESF funds made "available for 
candity Inport Orogrwns or 
other progran assistance be 
used to generate local 
currencies? If so, will. such 

Yea/Yes 



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

d. ISDXA of 1985 Sec. 205. 
Will 	ESF funds msde available 
for cmnmdity import program 
be used for the purchase of 
agricultural carmodities of
 
United States-origin? If so,
 
what percentage of the funds 
will be so used?
 

e. ISCA of 1985 Sec; 801. 
If ESF unds will be used to 
finance irports by an African 
country (under a caTrdity
 
inport program or sector
 
program), will the agreement 
require that those imports be 
used to meet long-term
 
development needs in those
 
countries in accordance with
 
the folowng criteria?
 

(I) spare parts and
 
other Inports shall be
 
allocated on the basis
 
of evaluations, by
 
A.I.D., of the ability
 
of likely recipients to 
use such soare parts and 
inports in a maximally 
.productive, enploynent 
generating,- and cost 
effective way; 

.411) Jrports .-shall be 
coordinated with 
investments in 
accordance with the 
recipient country's 
plans for prrMDtIng 
econonic developTent. 
.A.D.shall assess such 
plans to determine 
whether. " they - wll
"effectively 
 - praote 
econcmic develornent;
 

No 

N/A 



(ili) ephasis shall be
 
placed on inports for 
agricultural activities
 
which will expand
 
agricultural production,
 
particularly activities
 
which expand production 
for expor; or production 
to reduce reliance on
 
inported agricultural
 
products;
 

(19) ~phasis shall also 
be placed on a 
distribution of inports 
having a - broad 
development impact in 
terms of economic 
sect9rs and geographic 
regions; 

(v) in order to mximize 
the likelihood that the 
nIports financed by the 

United States under the 
ESF chapter are in 
addition to inports 
which would otherwise 
occur, consideration 
shall be given to 
historical patterns of
 
foreign exchange uses;
 

(vi) (A) seventy-five
 
percent of. the foreign 
currencies generated by
 
the sale of such inports 
by the goverrrnent of the 

.country shall be 
-_deposited in a special. 
account established by 
that goverrunent and, 
except as provided in 
-subparagraph (B), shall 
be available "-only for 
use In accordance with 
the agreement for 
econani c development 
activities which are 



consistent with the
 
policy directions 'of
 
section 102 of the FM
 
and which are the types 
of activities for which 
assistance ray be 
provided under sections
 
103 through 106 of the
 
FAA;
 

(B) the agreement shall
 
require that the
 
governrrent of the
 
eountry rake available
 
to the United States
 
Governent such portion
 
of the amunt 4eposited.
 
in the special account
 
Os nay be determined by
 
the President to be
 
necessary for
 
requirements. of the
 
United States Govermnent.
 

f. ISDCA of 1985 Sec. 207. no
 
Will FSF funds be used to
 
finance the constructior of,
 
or " the operation or
 
naintenance of, or the
 
supplying of fuel for, a
 
nuclear facility? If so, has 
the President certified that 
such country is a party to 
the Treaty 0. the 
Non-Proliferation of. Nuclear 
Weapons -or the T-'.t:, for the 
Prohibition C, ..Nuclear
 
Weapons In Lati A-nerican 
(the "Treaty of Tiatelolco"), 
cooperates fully witt the 
IAEA, . and pursues 
nonproli fer ton ' -policies 
consistent with tAose o.:'the 
Uniled States?
 

g. FAA ceec. -, 609. If N/A.
 
crm'cdlties are to be granted*
 
so 1hat sales proceed. etill
 
accrue to the retipient
 



country, have Special Account
 
(counterpart) arrangements
 
been rmde? 

2. Nonproject Criteria for
 
Developmnent Assistance 

a. FM Sec. 102(c)i See. 
111; Sec. 281(a). Extent to 
which activity will (a) ef
fectively Involve the poor in 
development, by extending. 
access 'to econay at local 
level; increasing labor
intensive production and the 
use of appropriate 
technology, spreading 
investment" out fram cities to 
rell towNs and rural at'eas, 
and 'insuring wide 
participation of the poor in 
the benefits of development 
on a sustained basis, using 
the appropriate U.S. 
institutions; (b) help
 
develop. cooperatives,
 
especially by technical
 
assistance, to assist rural 
and urban poor to help
 
themelves toaqrd better
 
life, and otherwise encourage
 
dwocratic private and loc.l
 
governmental institutions;
 
(c) support the self-help 
efforts of developing 
countries; d) prcrmte the 
participation of women Jn the 
national econmnies of 
developing contries and the 
inprovanent of . women's 
status; and (e) utilize and 
encourage .regional 
cooperation by developing 
countries? 

b. FAA Se:. 103, 103A9 104,
 
105, -1 G7. Is assistance 

being a vailablet (in
clude only applicable para-


NI
 

VIA 



graph which corresponds to N/A 
source of funds used. If
 
nore than one fund source Is 
used for assistance, include 
relevant paragraph for each
 
fund source.)
 

(1) (103) for agriculture, N/A
 
rural developnent or
 
nutrition; if so (a) extent
 
to which activity is
 
specifically designed to
 
increase productivity and
 
incase of rural poor; (103A) 
if for agricultural research,
 
full account shell be- taken
 
of the needs of smll
 
farmers, and extensive use of 
field teiting to adapt basic 
research to local conditions
 
shell be rmde; (b) extent to 
which assistance is used in
 
coordination with efforts
 
carried out under Sec. 104 to 
help lrrprov nutrition of the 
people" of developing
 
countries through
 
encouragenent of increased
 
production of crops with
 
greater nutritional value,
 
inprovenent of plarn.ing,
 
research, and education with 
respect to nutrition,
 
particularly with reference 
to Irprovenent and expanded 
use of indigenously produced 

the
foodstffs and 
undertaking of pilot or 
demnstratJon of poor and 
vulnerable people;' and (c) 
extent to which .. activity 
increases national food
 
security by irroving food
 
policies and rmnagaemnt and
 
by strengthening national
 
food reserves, with 
particular concern for. tbe
 
needs of the poor, through
 
measures encouraging domestic 



(4) (106) for technical M/A 

assistance, energy, research, 
reconstruction, and selected
 
development problem; if so, 
extent activity ist (1) (a) 

concerned with data 

collection and analysis, the 

training bf skilled 
personnel, research on and 
developrent of suitable 
energy sources, and pilot 
projects to test new rrethods 
of energy production; and (b) 

of geologicalfacilitative 

and geophysical survey work 
to locate potential oil,
 
natural- gas, and coal
 

reserves and to encourage
 
exploratibn for potential
 
oil, natural gas, and ,al
 

reserves.
 

(i) technical cooperation
 
and development activities,
 
especially, with U.S. private
 
and voluntary, or regional
 

international
and 

development, organizations; 

(!ii) research into, and
 
econcmic
evaluation of, 


and
development processes 

techniques;
 

(iv) rdonstruction after
 
natural or r:armde disaster;
 

(v) 	for special development
 
and enable
proble , to 


proper-utiliZation !of earlier
 
U.S. infrastructure, etc.,
 
assistance;
 

special
(vi) for 

development, especially small
 
labor-intensive enterprises,
 

and
marketing system, 

other
financial or .

institutions to help urban
 



poor participate in economic 
and social development.. 

(5) (107) is appropriate 
effort placed on .use. of 
appropriate technology? 
(Relatively mailer, 
cos t-sarlng, labor usth 

"re
4.echnoIz~iies that k.-
generally Most appropriate 
for the smell farni, imll 
businesses, and small incomes
 
of the poor.)
 

c. FAA See. 118(c) and (d). 
Does the assistance - caply 
with the environmental 
procedures set forth in AID 
Regulation 16. Does the 
assistance take into 
consideration the problen of 
the destruction of tropical
 
forests?
 

d. FAA Sec. 281(b). De-

scribe extent to which the
 
activity recognizes the
 
particular needs, desires,
 
and capacities of the people
 
of the country; utilizes the
 
country's intellectual re
sources to encourage institu
tional developmnt; and sup
ports civic education and
 
training in skills required
 
for effective participation
 
In goverrynental and pol!tical
 
processes essential to
 
sel f-goverrmnen t.
 

e. FAA Sec. 122(h). Does 

the activity give reasonable
 
promise of contributing to
 
the development of econconic
 
resources, or to the Increase
 
of productive capacities and
 
self-sustaining econcmic
 
growth?
 

./,...
 

N/A 

N/A
 

N/A 



production, building national
 
food reserves, expanding
 
available storage facilities,
 
reducing post harvest food
 
losses, and Inproving food
 
distribution.
 

(2) (104) for population N/A
 

planning under see. 104(b) or
 
health under sec. 104(c) if 
so, extent to which activity.
 
eaphasizes low-cost,
 
integrated delivery system
 
for health, nutrition and
 
family planning for, the
 
poorest people, with
 
particular attention to the
 
needs of :mothers and young 
children, ! using paramedical 
and auxiliary medical 
personnel, clinics and health 
posts, cunwTrcial 

and
distribution system 

other modes of c =mmnity 
research.
 

(3) (105) for education, W/
 
public adnlnistration, or
 
hunan resources developrent; 
if so, (a) extent to which 
activity strengthens
 
nonfonml education, makes 
foral education ore 
relevant,. especially for
 
rural famrilies • and urban 
poor, or strengthens
 
rmnagement capability of 
institutions enabling th.' 
poor to participate in 
developnent; and. (b) - extent 
to which assistance provides
 
advanced education and
 
training of people in
 
developing countrie, in such
 
disciplines as are required
 
for planning and
 
inplementation of public, and
 
private development
 
activities.
 


