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I. SIMMARY AND RECOMMENDATIONS

A. Surmary

Costa Rica has long been distinguished by its darocratic
tradition and peaceful nature. Its army was abolished In 1949, and Iits
human rights performince has been exerplary. During the quarter century
ending in the mid-1970's it appeared to be 8 model developing country,
enjoying substantial rates of econcmic growth and pursuing growth with
equity. Such growth however, was based on -a policy -of Iimport
substitution and on overreliance on traditionsal sgricultural comodities.

In addition, Costa Rica moved awsy from a market econany,
nationalizlng its banking system, increasing public sector arployment to
208 of the labor force, and investing heavily in inefficient state run
enterprises operated by the Costa Rican Development Corporation
(CODESA). The losses of these subsidiaries, and the Central Bank credit
required to finance them, became a serijous drain on the national econamy.

when the terms of trade turned against Costa Rica in the late
1970's and the Central American Camon Market became & declining and
unrel jable trading pariner, the country resorted to external borrowlng to
maintain a fixed exchange rate, to carpensate for the fall in the value
of its exports, and to cover its balance of payments deficit. By 1981,
the econamy was in a state of crisis and faced with an overwhelming debt

service burden.

Since the administration of President Luis Alberto Monge took
office in May of 1982, the econamy has been stabilized with the help of
A.1.D., the IMF, the World Bank, cammercial bank creditors, and
reschedul ing of foreign debt. A.1.D. has signed four prior Econami ¢
Stabilization and Recovery Programs (ESR) with Costa Rica in the years
1682-1985. The 1984 ESR 111 program marked & shift of erphasis from
stabjlization to policy reform and structural changes required to’
re-establish econamic growth.  Under this program, major reforms In
credit, interest, and exchange rate policies were effected, along with
changes to Improve the role of the private banking sector and to pramte
exports. The ESR 1V program for 1985 not only continued progress on the
prior years' agenda, but also added a major focus on the privatization of
OXDESA's subsidiaries and & reduction In the Central Bank debt built up
by past operating losses of those subsidiaries.

The ESR V program for 1986 Is proposed at a level of
$120,582,000 of grant funding fran Econanic Support Funds (ESF), to be
provided as & cash transfer. Analysis of Costa Rica's balance of
payments for 1986 Indicates that, even after reflecting Inflows fram the
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world Bank and fram debt relief, the propos:d level of ESF assistance
will be necessary to prevent strong Import carpression and growth of
payment arrearages to such high levels a& to Impede orderly debt
rescheduling. g
t
The Misslon proposes to obligate the entire $120,582,000 in a
June 1986 agreement with the newly inaugurated Arias government, after
final negotiation of specific covenants -elating to the QCODESA
divestiture and to housing issues.)/ Funds under the agreement would
be tranched in three instalments, to maintain ¢n even and rational flow
of foreign exchange, and to protect the Mission's negotiating leyerage In
assuring covenant carpliance.

As under previous ESR agreements, the Govermment of Costa Rica
(OCR) will be required to provide an amount of foreign exchange
equivalent to the dollar cash transfers, for salc to private, productive
enterprises. It will also be required to show that jt has inported
eligible goods from the United States within a specified time period, in
an amount at least equal to the cash transfers.

The GQXCR will provide the local currency equivalent of the
Grant for activities consistent with the objectives of the ESR A
program. Among the presently programmed uses of thic local currency are
assistance for the CODESA divestiture, an addition to the Special Credit
Line for the productive private sector, and Initial funding of a
secondary mortgage bank.

B. Recarmendations

1. That this PAAD be approved, and that obligation of a grant
of up to $120,582,000 in Econaomic Support Funds for Costa
Rica be authorized, to be provided as a cash transfer,

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

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

17 The new government's position on these matters is set forth in recent
Tetters of iIntent fram the then President-elect and his First Vice
President-elect, attached as Annexes Il and III.



11. BACKOROUND

A. Historical Conditions Through 1882

During the quarter century ending in the mid-1970's, Costa Rica
appesred to be a model developlng country. It operated as a true
democracy, pursued @ progressive social program, and experienced
substantial rates of econamic growth. Its Gross Damestic Product (GDP)
grew by 7.0 percent per annun fran 1966-1870, 6.0 percent per annun fram
1871-1975, and 5.3 percent per annum from 1976-1980. Soclial development
was as Impressive as econamic petformance: adult literacy reached 90
percent, infant mortality declined sharply to under 20 per -thousand,
population growth dropped fram 3.5 to 2.6 percent per annum, and open
unarployment and undererployment were held to 5 percent and 6 percent of
the labor force, respectively. A national system of social security
(including near-universal health care), workmen's cavpensation, and other
similar measures were institutionslized. Progress in meeting housing
needs was less. spectacular, but satisfactory. Incane distribution was
quite equitable in corparison with most developing countries. Such
achievanents were based on substantial public sector Iinvestment.
Schools, health facilities, water and sewerage, roads, electricity, and
camunications facilities were widely distributed.

The progress during this period was financed by a strong
expansion of the Costa Rican econamy, related to (1) the creation of the
Central American Comon Market (CAGM) and (2) the expansion of
traditiona) agricultural exports: coffee, bananas, sugar. and beef.
During the 1860's, private entrepreneurs rapidly expanded manufacturing
to supply the damestic market and the CAQM under protectionist,
import-substitution policies.

The structural problems Inherent In this Import-substitution
growth model were not well apprecieted. By the early 1970's, growth
generated through the CAM slowed and the econany began to pay the
hidden costs of overprotection. As the decade progressed, interest rates
became more subsidized and the exchange rate more overvalued. These
forces contributed to heavy reliance on imported inputs, to the creation
of excess rapacity and to misallocation of foreign exchange. The country
continued Its expansion of Industry and social services, financed by
inflows of external private capital and by earnings generated fram
expanding traditional exports.

Costa Rica began to move away fram a private sector market
econary and towards a state-administered econamny as regards prices,
wages, and control over production. The Costa Rica Development
Corporation (CODESA) was established in 1972 to pramte industrial
development 1n cooperation with the private sector. Unfortunately, the
law which established CODESA allowed 1t access to Central Bank credit,
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which In turn has permitted continued support to unprofitable
enterprises. In the process, It increasingly bought out private sector
interests In jolnt enterprises. Thus, the 1970's saw the development of
many inefficient state-owned businesses. _

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

In 1979, the terme of trade turned against Costa Rica as coffee
prices fell sherply fram their 1977 high and the price of petroleun
doubled. The CAM, on which Costa Rica had depended so heavily, became a
contracting and unreliable market. Costa Ricans were, collectively,
living beyond their means.

Econamic growta and dGevelopment achievements contributed to a
false sense of Invulneratiliiy; Costa Ricans were unprepared to deal with
the devastating Impect of the world cconamic recession in the late
1970's, as well as with the limitations of damestic econamic policies.
In the period 1978-1981, in order to avoid the difficulties of
adjustment, the Costa Rican Government engaged in substantial external
borrowing to maintain a fixed exchange rate, to catpensate for the fall
in the value of exports, and to cover the balance of payments deficit.
This heavy external borrowing gave Costa Rica the dubious distinction of
being one of the most indebted nations in the world, on & per capita
basis. The authorities also permitted strong monetary expansion In an
attempt to meintailn existing levels of public and private consumption.

By 1981, foreign exchange reserves were exhausted and the
atterpt to maintain real Incame collapsed with a de facto moratorium on
servicing the foreign dedbt. CDP declined by 2.3 percent In 1981, and by
7.3 percent in 1982. Unearployment and underarployment rates rose by 1982
to 9 percent and 14 percent respectively. Inflation exceeded 100 percent
by the end of 198l. ‘

The econamic crisis had a drastic impact on the standard of
living of the average Costa Rican. Real weges declined strongly in 198]
and 1982; even after same recovery in 1983 they were st only 74% of the
1979 level.

The econamic decline can be attributed to much more than world
recession and the escalation of political turmoil In Central America.
The megnitude of the crisis resulted fram failure of specific elements of
the development pollcy which Costa Rica and most of Its Central American
peighbors had followed since the late 1950's: overreliance on
traditional export cammoditles for foreign exchange generstion, the
pollcy of Import-substitution, “the creation of Inefficient state-run
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enterprises, and heavy public gector ‘borrowing all wrought havoc with the
econamy, and signaled the need for re-structuring. By the time the
adninistration of President luis Alberto Monge took office in May 1982,
most elaments of Costa Rican soclety were aware of the Jdeteriorating
economic situation and sufficiently alarmed to make possible the
imposition of the discipline of a stabilization program. Subsequent
progress towards stabilization and recovery ls discussed In the two
sections Immediately following.

B. Current Econcmic Situation

A detalled discussion of recent econamic history and an
analysis of the current Costa Rican econamy has been prepared .for this
PAAD and Is attached as Annex I.

In general, the econamic analysis in Annex 1 demonstrates GOR
efforts to curb. fiscal deficits, and to reduce inflation and its ensuing
exchange rate instability by monetary and fiscal restraint. The period
1982-1985 was one of recovery of econamic stability. The stabllization
program has had several positive results.

Maintenance of fiscal and monetary discipline resulted in a
reduction of Inflation (as measured by the wholesale price index) fram
1008 in 1982 to only 108 by the end of 1985.

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

The deficit of the nonfinancial public sector was reduced fram
148 of GOP In 1981 to 1.7%¢ of GDP In 1985, Concurrently, central
adninistration revenues increased fram 13.5¢ of COP in 1982 to 18.7% In
198S.

Further, the Monge adninistration took steps to make
investments in export activities more attractive, with the result that
Costa Rica's non-traditional exports (excluding coffee, sugar, bananas
and beef) to non-CACM countries Increased by $70.8 million in the period
1984-8S. Additional Increases are anticipated, particularly for
ornamental plants, flowers, tropical fruits and vegetables, glven
resolution of marketing and infra-tructure problens and continued
investment.

The GOCR also succeeded {n achieving carpliance with
International Monetary Fund (IMF) Standdby arrangaments for 1983 and 1985,
In addition to rescheduling Costa Rican debt with external creditors. In
early 1985, the GOCR obtalned debt relief fram the Parls Club and forelgn

K
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camercial banks and also reached agreament with the World Bank for a
Structural Adjustment Loan (SAL). The Paris Club agreement covered $0%
of debt service In arrears as of Decarber 31, 1984, and provided $74
million In new credit through March 31, 1986, as well as $167 million In
debt rellef In 1985. Also during 1985, the World Bank disbursed $40
million as a first tranch of the SAL, and net resources fran the IMF
amounted to $33 million. After the disbursement of $160 million In
Econamie Support Funds (ESF), the 1985 balance of paymeats support
package to Costa Rica approximsted $580 million.

On the negatlve side of the ledger, Costa Rica's balance of
payments situation has remeined weak: freely disposable reserves have
rarely had monthly balances of 3s much as $40 million. Even for 1986
with higher coffee earnings projected on the order of $150-200 million, a
subst{antial balance of payments surplus Is not expected. In fact,
predicted coffee earnings mey be more than offset by declines in foreign
exchange inflows from commercial banks, ESF disbursements and debt
service reljef. (See Annex !, pp 7-8; Tubles 11 and VI111,)

Another factor influencing Costa Rica‘'s external accounts Is
the deterioration cf Central American trade. Continuing their decline
since 1979, Costa Rica's exports to Central America dropped from $193.0
million in 1984 to $130.2 millicn In 1985. This drop in CAOM exports
more than offset gains in exports to non-traditional markets. Most of
the problen lies In the failure of the CAQM mambers to pay thelr trade
debts pramptly, and thus Is largely beyond Costa Rica's control. At
present, the decline in CACM trade appears to have bottamed out, and the
Mission projects a slight improvement in 1986. (See Annex 1, Table I11.)

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

The Costa Rican public sector is & drain on private sector
development. On the financial side, Central Bank annual losses are
estimated at about €9.5 bjllion ($175 million) annually for both 1985 and
1986. 1°s losses are presently so high that, glven monetary restraint,
the Central Bank Is unable to purchase Incame producing damestic assets

to reduce its Josses. Certain public sector Institutions -- the national
cammodity marketlng board (QNP), the natlonal railway (FECOSA), the
Universlty of Costa Rica, and CQODESA -- continue to run large deficlts

and to be overly burcaucratic and overstaffed. In the financial sector,
the statc-owned banks In Costa Rica have lower efficlency than private
banks, implying lower returns for savers and higher costs to borrowers.
QODESA, which Is a major target of the ESR IV and V programs, I8 the most



obvious case of public sector Intrusion into an operation better left to
the private sector. The operations of CODESA and its subsidiaries have
accunulated over €11 billion ($200 million) in debts to the Central Bank
since 1972, representing significant opportunity costs In lost econamic
growth potential. P

C. (xgectives and Status of A.1.D.'s Prior Econamic Stabilization
an covery Programs (ESR's) In Costa Rica

The ESF resources administered by A.1.D. have played a decisive
role in the progress toward stabilization and recovery described In
Section 11.R above. A.l1.D. has signed four previous ESR Agreements with
Costa Rica, all of which have been fully disbursed, for a total of
$465,735,000.

ASSISTANCE UNDER ESR 1 - 1V ($000)

FY Signatory Loan Grant Total

ESR 1 1982 BOR (Central Bank) $15,000 $5,000 $20,000
118,000 37,735 185,735

ESR Il 1983 BXR
ESR 111 1984 BOR 35,000 .
D QR 95,000 130,000
ESR IV 1985 BOR 20,000
QR 140,000 160,000
TOTAL 168,000 297,735 465,735

Like the ESR V program proposed here, each of the previous ESR
programs was aimed at supporting Costa Rica's international balance of
payments and Increasing the amount of foreign exchange available to the
private, productive sector. The earliest ESR programs focussed on
inmediate econamic stabilization of Costa Rica, while subsequent programs
have moved toward a heavier eamphasis on laying the basis for sustained
. econamic growth, reflecting the recomendations of the National
Bipartisan Comission on Central America (NBCCA -- the TKissinger
Camission®).

1. ESR1 and 11

The ESR programs for FY 1982 and 1983 were structured to
carplement an IMF Stand-by Arrangement. The colon was stabllized, and
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substantial amounts of local currency credit were made avallable to the
private sector -- Including the equivalent of same $45 million which was
channelled through a new Central Bank credit line. Most of these funds
were earmarked for retaillng through private banks, to provide a
carpetitive alternative to the inefficient state-run banking system. In
addition, the QOCR developed "A Strategy for Export Pramwtion and
Investment™, which is being Inmplemented with A.].D. support. (A more
detailed description of accarplishments under ESR 1 and 11 was provided
In the PAAD for ESR 111.) '

2., ESR 111 . .

The FY 1984 program continued the effort to consoljdate the
stabjlization of the econamy, but also reflected a shift towards greater
arphasis by A.1.D. on structural reform. The Mission's priorities under
ESR 111 included: B )

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

(2) Removal of taxes which were disincentives to exports and
production; and the enacting of measures to decrease public sector
expendij tuses.

The Misslon's policy dlalogue and Its use of A.l.D.
leverage over ESR 111 disbursements resulted in significant revisions In
the Monetary Law of Costa Rica (Ley de la Moneda) and in the Organic law
of the Centrel Bank. The former ended the ability of debtors to pay off{
hard-currency loans in Costa Rican currency at an official exchange rate
which was much lower than the market rate. (The risk to lenders that
their loans might be repald at substantially less than their foreign
currency value made it Impossible for Costa Rican private financlal
institutions to mahe hard currency loans.) The modification to the
Organic Law of the Central Bank permitted the BOCR to discount (l.e.
Joan) funds, financed from external sources, directly to private sector
banks. Before this pollcy change, private banks could not obtain
loanable funds through the Central Bank. Thus, thls change significantly
Iincreased the carpetitiveness of the the banking system in Costa Rica.

The ESR IIl agreanent Included major conditions with
respect to credit and interest rates in an effort to simplify and
rationalize the Central Bank's management of credit. Limlts were imposed
on subsidized credit for 1984; all other credit operations under taken by
the banking system were required to be made at real positive Iinterest
rates. ln dialogue with the Mission, the BUR continued its transition,
begun under earlier ESR programs, away fran adninistratively controlled
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credit allocations, and toward market allocation. The local currency
equivalent of $25 million was channelled through the Special Credit Line
for the productive private sector. (Further details on the objectives
and results of ESR 111 can be found in the PAAD for ESR 1V, as well as In
Annex | to this PAAD.) %

3. ESR1V

-

a) CODESA Divestiture 1/

In FY 1985, the centerpiece of the Mission's strategic
agenda under ESR IV was to prarote the privatization of the various
corpanies owned by the Costa Rican Development Corporation (CQODESA).
This process has been driven by parallel objectivess ()) to reduce, and
possibly eliminate, inefficlent _public sector participation In carmercial
enterprises; and (2) to reduce the burden of Centra! Bank debt
accurulated over. the years by CODESA operations and losses. Achievement
of these objectlves will decrease deficits and demand for credit in the
public sector, thereby freeing resources for the cconamically productive
private sector. The actual privatization process has been designed in
the light of & further objectiver to limit the monetization of local
curret)\cy made avallable under ESR programs (see Section 111.C, pp. 20-2]
below).

. History. The GOCR created COODESA In 1972 to serve as &
development bank and venture capital partner, cooperating with the
private sector to bring new businesses Into existence. According to its
original charter, COCESA was intended to play a short-term role in each
enterprise. Its Investments were expected to be turned over to the
private sector when the enterprises became financially viable.

In actual experience, however, CODESA (which s owned
almost entirely by the GOCR) has taken a majority or sole ownership
position In many . enterprises. The public sector has thus became
responsible for the management of a range of commercial activities
including eluninum milling, cement production, sugar refining, cotton
processing, woodworking, and others.

Non-camercial and non-economic factors often
predaminated in the menagement and staffing of these subsidlaries of
. (ODESA. Thus, it Is not surprising that their Inefficient operation hes
generated significant financial losses over the years. To keep Its
enterprises running, CODESA repeatedly tapped Its access to credit at the
Central Bank. CODESA's borrowings have increased five-fold since 1979,
consistently accounting for one-third of all credit to the country's
public sector.

T/ X detalled dTscussion of CODESA and the design of the divestiture
process has been provided in Annex 111 to the PAAD for ESR 1V (1985).

.
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By mid-1985, CODESA had sccutulated debt at the Central
Bank on the order of €11 billion. Calculeted et a prevailing rate of
about 258, interest alone on this debt represented a drain on the econamy
of around €2.75 billion (851 million) per year. -

Despite 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%8 of CDP. (ODESA was
siphoning off substantial resources which should have been devoted to
more efficient activities.

Political Situation. Costa Rica has been - governed
since 1982 by the Liberacion Nacional party, which retained power in the
February, 1986 presidential and legislative elections. The major
expansion of CODESA occurred a decade ago under the aegis of a former
Liberacion administration. There continues to be a .faction in the
Incutbent party which has constituted an obstacle to reform of that
corporation. However, with support fram A.1.D., the administration of
President Luls Alberto Monge (elected in 1982) began to address the
problen. (QUODESA's debt was consolidated, and budgetary limits were
placed on CODESA's borrowing power at the Central Bank.

The .egislature passed a Financlal Equilibrium Law (No.
6955) in February of 1984, providing the legal mandate and procedures for
the sale by CODESA of the stock it owned in its subsidiaries. Article 5§
of this law provides that sheres of CODESA subsidiaries will be sold
through public bid, subject to the following stipulations:

-- Certain subsidiaries are treated as "public utilities” which are to
be transferred out of CODESA to other government entities.
TRANSMESA (a bus carmpany), FECDSA (& railroad),and the Free Zone
Corporation are included in this category.

- Only 408 of the shares of FEKTICA (fertilizer) and CEMPASA (cement)
may be sold to private interests, although a later cabinet decree
provides that these shares msy be sold along with & management
contract which assures the private buyer's right to manage the

carpanies.

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

In August of 1984, CODESA was charged with developing a

plan of divestiture. On October S5, 1984, a letter from President Monge
to U.S. Arbassador Curtin Winsor requested USAID assistance in carrying
out the divestjture.

In February of 1985, regulations were published

providing specific guidellnes under which DESA's subsidiaries were to



be sold. An Important provision of ‘these regulations was that proceeds
fran the sale of any subsidies were to be deposited directly with the
Central Bank, and to be used only for the purpose of reducing CODESA's
consolidated debt with the Central Bank. This debt reduction will help
to repair some of the past damage done by (ODESA's operations, just as
divestiture of CODESA's subsidiaries will prevent recurrence of such
damage in the future.

The ~National Commission. To assure that the
divestiture process would be carried out Tn conformance with the the new
law, & National Camission for the Divestiture of CODESA was established
by Cabinet resolution In February of 1985. Its ‘three praminent and
respected members were given the necessary powers to bring about the sale
or liquidation of the subsidiaries. A legal attack by CUDESA management
in the fall of 1985 ageinst the authority of the Cormission resulted in a
vigorous reaffirmation of the Conmission's powers by both the Attorney
General and the Controller General of the republic.

The National Camission requests the Controller General
(an Indepencent official reporting to the legislature) to establish a
minimum valuation of each subsidiary. Based on that valuation, the
National Comission then puts the subsidiary up for public bid. The
Controller has based his valustion on & technical analysis of the
replacement cost of each enterprise. Such an analysis will typically
yleld a valuation which is higher than the price at which the coarpany can
be sold on the open market.

The same February 1985 Cabinet resolution mandated the
provpt divestiture of CODESA's holdings. In carpliance with covenants
agreed tc in ESR 1V, this Cabinet resolution also precluded CODESA fram
acquiring new Investments, and fram borrowing additional funds for
anything but short-term, self-liquidating working capital. :

The Trust. In September of 1985, pursuant to a May
agreament between A.1.D. and the QOR, a private sector Trust was
established (1) to bid on CODESA subsidiaries as ‘they are put up for sale
by the National Camission, (2) to take such actions as are necessary to
prepare each subsidiary for ultimate resale to private purchasers or
liquidation, and (3) to carry out such resale or liquidation. (The
Trust's activities are funded by local currency provided under the ZSR
program.) It was concluded that an entity was needed to play such an
intermediary role because the ODESA subsidiaries would typically be
subject to various problams which would meke it difficult to accarplish a
prarpt sale (within the thirty day bid process established by Law 6955)
to a private conmmercial purchaser. Also, it was belleved that potential
purchasers might not find It easy to deal with CODESA as a seller. It
was therefore concluded that the best way to accarplish an expeditious
divestiture would be to establish a private sector Trust to make a quick
purchase, and -then to restructure the subsidiary as necessary for
ultimate resale to a private operator, or for liqulidation.

'S
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The two principal purposes of the Mission's Initjative
have been to eliminate a drain on the Costa Rican econamy by divesting
CODESA'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 bpth purposes. The Trust is designed to get the
subsidiaries out of CODESA's possession more expeditiously than would be
possible in a direct sale to private commercial buyers. And the Trust's
purchase of & subsidiary accarplishes an immediate 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
debt to the Bank.

Five prominent Costa Rican businessmen of impeccable
reputation are serving as Trustees. Recognizing the complexity of
preparing subsidiaries for resale and then marketing them effectively,
the Mission contracted a team to provide expert technical assistance to
the Trust. A reqbest for proposals published in June of 1985 attracted
high quality bids from severel groups. A contract was signed in October
to retain a team carposed of Price Waterhouse, First Boston, and
Internationa' Resources Group. This team began its work in Noverber,
shortly before the first CODESA subsidiary (ALUNASA, an aluminum milling
concern) was put up for public bid by the National Cammission.

* Divestitures. The Trust bid on ALUNASA and bought that
subsidiary at the end of 1385. It inmediately proceeded to rationalize
the management, staffing, and operations of the company. Preparations
were made for a marketing effort, which began In March, 1985, It is
expected that ALUNASA will be sold to & private operator by mid-1986.

ALCCRSA, a cotton processing carpany, was put up for
bid by the National Commission in Decerber of 1985. Technical Issues
have delayed tho ‘successful conclusion of this bid process, which Is
expected to move forward again in 1986.

COODESA announced in March of 1986 that NAMUXAR, a

multi-million dollar shipping carpany in which it held shares, would be
liquidated. This process will be carried out directly, without the
necessity of any intermediation by the Trust. .

Actual experience with the operational and political
carplexities of this divestiture process have made it obvious that the
timetable projected In the 1885 PAAD for ESR IV was overly optimistic. A
revised estimate of the time required for the process is presented in
Section 1V.D.2.a, p. 28-29 below, which discusses divestiture activities
under ESR V. '
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b) Other ESR IV (bjectives

Econanic Stabilization. The $160,000,000 of ESF dollar
funds provided to Costa Kica 1n TUBS were an essential carppnent in the
success of the country's continued stabilization. This continued success
in stabilization has been reflected on several fronts. 1/ Further
reductions in inflation, to an annual level of about 108, were achieved.
Mission estimates for- 1985 indicate that Costa Rica returned to a
positive overall balance of payments posture. The Central Bank was able
to continue with its program of controlled "mini-devaluations” of the
colon: the fact that black merket trading of the colon took place at a
relatively small_ preniun over the official rate Is an indication of the
Central Bank's progress in maintaining & real stic exchange rate policy.

_ These successes were achieved only with the support of
substantial external balance-of-payments suppoft. It is clear that
further structurgl improvement of the econamy will be necessary over the
caning yeatrs in order to sustain this stabilizatjon.

Laying the Basis for Self-Sustaining  Growth.
Constraints beyond Costa Rica's control Timit the prospects for
improvement in its traditiona] exports, as well as its exports to other
countries of the Central American Conmon Market (CAM). Therefore, the
Mission views the growth of non-traditional exports to non-CACM markets
as being critical to Costa Rica's econamic recovery. Such exports showed
an encouraging growth of same $30 million in 1984 and 1985. The Mission
- expects this growth to continue in 1986. (See Section 11.B, pp. 5-6
above; and Annex I, Table I11.)

Long-term econanic recovery in Costa Rica will require
a general revitalization of the country's private sector, which was.
seriously decapitalized duriog the econanic dislocations of the early
1980's. Thus, one of the major. thrusts of ESF programs in recent years
has been the use of counterpert local currency to improve the
availability of credit to private business. By the end of 1985, a total
of $90 million equivalent in local currency had been comitted to a
Special Credit Line for the prodictive private sector. The demnd for
this credit has been strong, and the mechanism for its allocation -- &
rediscount facility at the Central Benk — has functioned efficiently.
The credit has been quickly and fully disbursed to over 200 oprivate
businesses. Of the "total emount, over 708 has been earmarked for
retailing through private benks, reflecting the Mission's continuing
carmitment to build up the country's private banking sector.

1/ See econanic data in Annex I'.for details.
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The Special Credit Line has had a significant impact In
strengthening private banking in Costa Rica. It not only allows private
banks to Increase their Joanable assets, but It also provides an
Iincentive for them to raise more equity capital, in order to-meet reserve
rejuirements for obtaining access to the line. Total equlfy of private
banks in Costa Rica was €1.18 billion at the end of 1985, an increase of
21% over the prlor year.

On the dollar side, a major Impact of the ESF
balance-of-payments support has been to improve access by private
business to the Imports which are essential to its productivity.

* Other specific initiatives have been Incorporated Into
ESF agreements by means of covenants which are discussed in the following

section.

4. Statvus of Carpliance with ESF Covenants

Over‘ the course of four ESF programs from 1982 to 1985, the
QR bas agreed to eighty-seven separate covenants erbracing a wide range
of policy and reporting reguirements. Carpliance with these agreements
has generally been quite satisfactory. A detailed discussion of covenant
status has been forwarded to Washington as a separate cable (San Jose
02668).

Credit and Interest Policy. The Central Bank has
substantially “Increased credit availability to the private sector. In
particular, it has carplied with egreaments to allocate large erounts of
ESF counterpart funds to the Special Credit Line for productive private
enterprises (discussed above). 1t has established separate credit lines
for smll industry and for low incame mortgages. Because of legal
problems, the Bank hac fasiled to implement an ESR 11 covenant
establishing a $10 million equivalent guaranty fund for private businesss
half of this amount has been reallocated to the Special Credit Line, #nd
negotiations are in progress to allocate the balance to & successful
existing credit fund for small industry.

'l

In campliance with jts esgreements with the Mission, the
Central Bank in 1985 continued its earlier progress away from
adninistrative a&)location of credit, and towsrd a market-driven
.allocation. (This progress has culminated in a 1986 credit progrem which
dismentles most of the remaining specific credit allocations.) The Bank
has carplied with its agreements to maintain interest rates which are
positive after adjusting tor inflation, as well as with agreaments to
limit the total amount of subsidized credit extended through the national
banking system. The Bank has falled to carply with covenants under ESR
111 and 1V requiring (1) thet credit should not be provided to cover
 losses caused by subsidizatlon of basic food camodities by the Natiooal
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Production Council, and (2) that at ‘least 508 of all subsidized credit
should be financed by funds other than those captured from the general
public by commercial banks. These latter problems are under review and
negotiation. iy

Foreign Exchange Availability and Rates. The Central Bank
continued in J9B5 to maintain & Tealistic unilled exchange rate,
achieving a real devaluation of 5% against Septerber 1982 levels
(according to a trading-partner-weighted index). This unification and
devaluation removes what had been & gserious disincentive to export

actlvities.

Amounts equal to total ESF disbursemnents were provfded for
Import needs of the productive private sector, and for imports of
eligible D.S. camodities.

Export and Investment Pramtion. Corpliance was achjeved

with varlous covenants calling for Improvements in export and investment

policy, lncludlng,establlsmnt of free zone mechanisms. Coste Rica's

success in increaSing non-traditional exports to world markets has been
discussed in Section I1.B, p: 5-6 above (see also Annex I, Table 111).

Because of unsatisfactory progress in rationalizing port
tarriffs, funds originally intended to provide a one-time transfer to the

GXCR to cover lost revenues fram the new tariff structure are being
reprogrammed to. finance other Mission development activities.

Hous and Related Infrastructure. The Central Bank has
agreed to support statutory ¢ anges necessary for the creation of a
secondary mortgage bank, and a draft statute acceptable to the Mission is
being debated in the legislature. A project to demonstrate the
efficiency of provision of residential water and sewage Dby ‘private
contractors is in progress and on schedule.

ODESA.  As discussed above, the GOCR has carplied with
covenants In 1884 and 1985 by ' _

(1) limiting credit to CODESA,
(2) precluding.CODESA fram ﬁndertaklng new lnvestrmnts; 1/

(3) ending CODESA involvement in the ad.inistration of the
Special Credit Line,

T/~ The Rational Cammission has conveyed to the Mission a certification
by CODESA's Internal Auditor to the effect that CCDESA  is In
corpllance with these credit and investment covenants. While the
Mission Is not aware of lInstances of non-carpliance with these
covenants, It is considering steps to obtaln independent

verification of carpllance. \ :
/
9%
U
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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 ALIUNASA d:ivestlture to
reduce CODESA debt to the Central Bank, and

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

Policy Reform Studies. Because of contracting delays, the
GOCR has been Jate in executing studies on pramtion of meat -and sugar
exports, and ion pricing policy; corpletion of these studies is
anticipated in June of 1986, after which action plans are to be prepared.

Policy Reform Projects. A project demonstrating the
advantages of private sector road maintenance has been carried out, with
excellent -~esults. Almost all road meintenance in the country is
presently done by the Ministry of Public Transport (MOPT) and other
governmental bodjes. The demonstration project convincingly displayed
the advantages of road maintenance by private contractors: the quality,
speed, and cost of their work carpared very favorably with the
performance of government 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.l.D. demonstration
project, the World Bank and the Inter-American Development Bank are both
considering IMclusion of private sector contracting, as well as
structural changes in MOPT, as requirements under new loans for road
maintenance and rehabilitation. The Mission and the GOCR plan to
allocate further local currency under ESR V as counterpart funds for
these loans. '

The Central Bank has established & unit to check the prices
of Inport and export transactions, in order to control fraud and capital
flight. Wwhile substantial progress has been made in data gathering, the
unit has not yet begun actual monjtoring of transactions. This situation
Is not acceptable to the Mission: a covenant in the ESR V agreements will
require immediate implementetion of the price-checking process (see
Section IV. E, p. 35 below). :

In sccordance with a covenant under ESR ]1l, the Central
Bank ertbarked in 1985 on a mejor effort to improve its data systems;
carpletion of this work, with technical assistance provided by Price
Waterhouse, is expected in 1987,

Reporting. ‘The Central Bank's coarpllance with the
extensive reporting 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

7\



-17 -

senior management, without sufficlent input fram the staff who would be
responsible for carpilation eof 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 reporting
schedule which Is more consonant both with the Mission's needs and with
the capabilities of of the Bank to camly. In no case has a reporting
problam entailed substantive damage to the Mission's program.

I111. U.S. INTERESTS, STRATEGY AND RATICONALE

A. U.S. Interests

Costa Rica's long-standing demcratic tradition and _ peaceful
nature are unique in Central America. Its army was abolished in 1949,
and Costa Rics prides itself on”having more teachers than policemen. Its
respect for humen rights is outstanding, at a time when many of its
neighbors are major violators of such standards. Both citizen and
visitor alike travel freely and safely throughout the land, end refugees
fran the conflict and oppression in neighboring countries continue to
seek its safety. Some 25,000 persons have officially entered Costa Rica
as refugees fram other Central American countries between 1974 and 1985;
estimates of the nurber of unregistered inmigrants range between 60,000
and 250,000.

The .National Bipartisan Camission on Central America
(Kissinger Cammission) emphasized, in its report to President Reagan, the
high degree to which Central America is both vital to U.S. interests, and
particularly vulnerable at the present time. The Kissinger Camission
clearly articulated how national interests are served by advancing the
cause of democracy within the hemnisphere. As historically the most
successful social democracy in Latin America, Costa Rica is In a unique
position to garner support for U.S. policy in Central America. The
country serves as a paradigm of peaceful and democratic development for
the region. .- .-

The recent econcmic erisis and political turmoil in neighboring
.countries have severely tested Costa Rican institutions and Ingrained
democratic traditions; the country has been able, thus fer, to withstand
the challenges, and, as described in Section 11, C above, to undertake
same of the difficult policy and structural changes required to
re-establ ish growth and prosperity. It is significant that such changes
have taken place within a democratic process, and have been accepted in a
peaceful manner. However, many of the policy and structural changes
undertaken since the beginning of the Monge adninistration In May of
1982, and others which are required, represent a radical shift In outlook
and phiiosophy for Costa Rica, and quite naturally engender public and
official concern. Thus, changes have sametimes appeared to us to occur
slowly, and may continue to do so. Moreover, they have sametimes been

N
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hard won, with resistence and skeptical attitudes still remining to
these and further changes. Thus, any serious deterloration In the
econamic situation would severely affect the credibility of the recovery
effort. For this reason, continued and substantial U.S. assistance s
required to reinforce the econamic recovery effort, and to reaffirm U.S.
carmi tment to Costa Rica, lts democratic process, and peaceful tradition.

B. Multi-year ESF Assistance Strategy in Costa Rica

Econanic recovery in Costa Rica requires that the country move
away from an import-substitution model and statist attitudes, towards
export-led growth in a more market-oriented econamy. This transition can
‘best be obtained by encouraging revitalization of the more efficient
private sector and by reducing the role of the public sector, which has
contributed to the current econamic crisis. The goals and objectives
which implement this policy have been articulated in the Mission's Actlon
Plans. '

j
The goals of the progran are:

-- To help re-establish dynamic growth in the Costa Rican
econamy :

-- To assist in reorientation of the econanfr fran jts present
igport substitution blias, to one In which the industrial
sector contrjbutes to export-led growth.

Objectives being pursued In support of these goals Include:

-~ Economic Stabilization and Recovery -—- To relieve Costa
Rica's econamic crisis and inprove its balance of payments
situation by alleviating the shortages of imported goods
required for production, by Increasing credit available to
the . productive private sector, and by restoring
international confidence In Costa Rica and its currency.
The Mission's initiatives are coordinated with, and
carplement the econanic stabllization and recovery aims of,
the IMF and World Bank programs in Costa Rica.

-- Strengthening of the Financial System -- To assist In the
development of & strong private banking sector in Costa
Rica. The direct effect of this development will be that
the productive private sector will have access to credit
which §s both expanded in amount and more responsive in Its
delivery. Indirectly, the nationalized banks will be
forced by carpetition to improve the quality and efficlency
of their services. :

W
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- Expansion of Exports and Investment -- To Increase exports,
particularly pon-traditional products for non-tradijtlonal
markets, and to increase foreign and domestic Investment In
enterprises which engage in such production. Costa Rica
will need to export at a higher level, and oh a nmore
diversified basis, If it is to recover its former standard
of 1living and reinitiate long term, dynamic econamic
growth. - '

-- Improved Public-Private Sector Coordination -- To develop
Improved means of collaboration between the puplic and
private sectors In order to contain the current crisis,
stabllize the econamy, and establish a basis tor lon7y temm
econamic growth through export and investment.

-- Inproved Policy Formulation and Adninistrative Reform -- To -
establish the attitudes, laws, procedures, and practijces
wrich facilitate exports and investments and & more stable
and : diversified econamy. Among the policies which the
Mission sees &s most desirable are & cami tment to a
greater role for the private sector in the econany, an
exchange rate regime favorable to exports, the reduction of
export quotas and controls, decreased incentives for import
substitution industries, & broader coammitment to free
markets in general in order to foster more efficient
resource allocation, and monetary and fiscal policies
designed to foster greater internal capitel formation.

-- Inprovement of Shelter Availability -- To expand production
of shelter and residential infrastructure, mainly for low
and moderate incame families. The Mission Is focusing on
structural reforms in the housing finance system, which are
discussed below in connection with ESR V.

C. Stratg@for the ESR V Program

Stabilization. Econamic stabilization remins a key objective
of the Mission's progran. The success of Costa Rica's stabilization
efforts has depended on sizable levels of external balance of payments
support. Such support will continue to be required untll policy reforms
deronstrate their mediun and long term effects in the structural
revitalization of the damestic econamy. (See Annex 1, pp. 6-8, Tables 11
and V111,) .

Policy and Structural Reform. ESR V will focus on expanding
the progress made under earller programs. Continuing exchange rate
adjustment ("mini-devaluations™) will be necessary. Further efforts will
be exerted to restrict the amount of subsidized credlt provided through

oM




the national banking system. .Limits on credit to the public sector will
be tightened, in order to free up econanic resources for the more
productive private sector.

On Decerber 26, 1985, the Central Bank announced jts 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 removed this restriction when jt published a revised program
on February 25, 1986. The ESR V agreements will contain a covenant
requiring the Central Benk to maintain the provisjons of this revised
program. A recent cable (San José 2601) discusses the substantial
structural progress which is reflected in the 1986 credit program.

_ An expansion of private sector credit will be accamplished
through the allocation of up fo $20 million through private Costa Rican
banks. A specific covenant will accelerate full implementation of the
Central Bank's price-checking unit. Further local currency resources
will be comitted to the expansion of a successful existing project to
demonstrate the efficiency of private sector construction and maintenance
of roads (see Section 11.C.4, p. 16 above).

OODESA. As discussed in Section 1V.D.2.a, p. 28-30 below, a
centerpiece of ESR V strategy will be continuation of the process of
divesting the subsidiaries of CUDESA, and reduction of the Central Bank
debt burden created by the operations of CODESA and its subsidiaries.
Key elements will include (1) a reaffirmation of the process by the new
government taking office in May; (2) satisfactory progress in carrying
out actual divestitures; and (3) reaching agreement with the GOR such
that CODESA will be precluded fran owning or operating commercial
enterprises in the future.

Monetization. The collapse of the Costa Rican econamy in the
early 19807s involved not only shortages of foreign exchange, but also
excessive GOCR fiscal deficits and high inflation rates. Infusion of ESF
dollars addresses the foreign exchange problem; but the local currency
provided by the GOCR under its ESR agreements must be managed in a manner
. which does not exacerbate the deficit and -inflation problems, as well as
fueling excessive import demand. No matter how meritorious individual
uses of these local currency funds may be, it must always be borne-in
mind that each edditlonal colon which the QXR spends under ESR programs
has an impact cn the domestic deficit, and also tends to fuel inflation
and import demend by increasing the domestic money supply. Thus, all
decisions about uses of these local currency funds require a careful
weighing of thase factors. -

By 1984-1985, U.S. dollar assistance to Costa Rica had reached
levels at which monetization (i.e. spendinz) of the full amount of local
currency provided under each year's ESR agreement could not be permitted
during that year without unacceptable consequences to the econamy.

A N\
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Therefore |t was agreed with the IMF that limits would be placed on the
annua) monetization of colones smde avajlable under ESR 11l and IV. In
1984, no more than $60 milijon (out of a total ESR grant of $35 million)
was to be monetized. The monetization limit for 1985 -was.$80 million
equivalent (as against a total ESP rrant of $160 million). *

These concerns remain « 1y applicable to the ESR V program
for 1986, and are fundamental tc .ue design of the CCDESA divestiture
process. When ESR counterpart fur.s are used to reduce (UDESA debt at
the Central Bank, these funds are not monetized: only a book transaction
occurs, In which parallel reductions are made in the .ESR Specijal. Account
and in the CODESA debt account. (Exactly the same result occurs whether
the reduction of CDDESA debt is accorplished by a direct transfer of
local currency to the Central Bank, or whether it is achieved through the
Intermediate step of "buying"™ a C(CDESA subsidiary with a. local currency
rpurchese price” which is Immediately transferred to the Central Bank to
reduce (UDESA debt.) The process makes it possible to take advautage of
the political léversge of these funds without the fiscal, inflationary,
and import-expansion consequences of baving them infused into the money

econamy.

- Shelter Strategy. Costa Rica's serious shortage of low- and
middle-lncame housing 1s exacerbated by inadequate financial systems and
_ by the absence of a well-organized national shelter policy.

Amajer gap in the country's financlal system Is the absence of
" an effective facility for rediscounting hame mortgages; therefore, the
Mission's first priority in the housing area will be the passage of
legislation creating a Central Housing Mortgage Bank (see details In
Section 1V.D.2.c, p. 31 below).

A second prlority Is the reform of the national shelter and
urban planning functions. A consolidated organizational structure with
clear lines of authority fran the President {s needed to coordinate
shelter activities- presently carried out by numerous ministries and
senl-autonamous agencies.

’ A third priority will be the formulation of a bipartisan
national housing policy and implementation strategy. This policy and
strategy must be consistent.with principles of affordability, financial
self-sufficiency, private sgctor participation, and sustainable
production/delivery systems. '

Export Pramtion. . Exchange rate stabilization and increase of
private sector productive credit are ESR V program carponents which will
contribute directly to export performance, as will the allocation of
modest amounts of local currency to export-oriented agricultural
activities. The bulk of the Misslon's export pramtion activities have
been funded through [ts Development Assistance dollar portfollio and
through local currency made avallable under previous ESR programs.

“He
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Tranching. Continuing its practice fram prior years, the
Mission proposes to tranche the disbursements under ESR Y to provide en
even and rational flow of foreign exchange, and to maintain leverage for
assuring carpliance with the covenants of this and previous ESR progrems.

1V. PROGRAM DESCRIPTIQN AND RATIQNALE

A. Program Carponents

The ESR V program consists of a grant of $120,582,000 to Costa
Rica. The Mission proposes to obligate this amount in a single
agreament, as indjicated below.

The administration of President Oscar Arjas was inaugurated on
May 8, 1886. While negotlationsi with representatives of the new
government have -already started, 1/ fina)l details are being actively
worked out with the newly installed government representatives.

Therefore, following obligation of the full $120,582,000 under
-ESR V and carpletion of negotiations with the Arias government, the
Mission proposes to disburse a first tranche of $40,582,000, llkely in
June. Funds will be tranched in three disbursements, as detalled in
Section 1V.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 carpliance with the conditionality attached to this
and prior ESR programs.

The funds obligated under the agreement will be disburced as a
cash transfer. The uses of the local currency counterpart funds
generated under the ESR V program are described in Sectlon 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 & loan. Prior to debt
relief, debt service is projected to consume more than S0% of all export
earnings fran 1986-1990. Reducing the burden of this projected debt
service to a politically and economically more manageable 35% requires
annual debt relief averaging $240 million for this period (down fra7 the
$270 million required for 1985-1989 under last year's projections). 2

17 See Section IV.E., p. 31 and Annexes II and 111 below. ,
2/ - See Annex 1, pages 8 ‘and 11, and Tables II and VIII.
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Given Costa Rica's high debt servicing burden, maximum grant financing is
consistent with U.S. interests in Costa Rica. Grant rather than loan
financing reduces the debt service burden and the rate of debdbt
accurulation, theredy supporting our stabjlization and recovery
objectives.

In addition, grant funding provides the wmecessary flexibillty
required for mamy of the proposed local currency uses. The Central Bank
enabling legislation prohibits the Bank fram granting borrowed funds, or
their local currency equivalent, to any other entity. g

C. U.S. Dollar Resources

1. Puréose and Terms for Dollar Resources

A total of $120,582,000 will be provided to the Central
Bank in the form of cash transfers as balance of payments support to
Costa Rica. Annex 1 (pp 7-8; Tables 11 and VIII) shows a $286 million
projected balance-of-payments gap for Costa Rica in 1986. Even after
reflecting financiel inflows fron the World Fank Structural Adjustment
loan and from “debt relief, the level of ESF assistance proposed above
remains necessary in order to meintain Costa Rica's foreign exchange
reserve position and to prevent growth of arrearages to more dameging
levels.

As under the four previous ESR programs, the .ESR V
agreements will require the Central Bank to make an equivalent amount of
dollars available for sele to private enterprises in Costa Rica.
Eligible private lmports of production goods fram the United States, in
an emount equal to ESR V disbursements, will ‘be required and monitored
(see Section IV.E., p. 34 below). The Costa Rican private sector will be
able to absorb resources of ESR V in the time frame provided for the
‘assistance (through the end of calendar year 1986). The latest available
Central Bank data, for the first nine months of 1985, indicate that Costa
Rica's importation of ‘quelifying goods from the U.S. has been running at
an annual level of about $330 million per year. Separate figures for
public and private sector imports are not available. But even meking the
most liberal possible estimates of the public sector component of those
Imports, it remins clear that private sector demand for qualifylng U.S.
camodities is well in excess of the $120 million assistance level
proposed here.

P
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2. Disbursement of U.S. Dollar Resources

a. Disbursement Plen

The initial tranche of $40,582,000 wili be disbursed
following successful negotiation of ESR conditionality with the Arias
adninistration (See Section IV. A, p. 22 above) and corpliance with
conditions precedent (Section IV, E, p. 31). Tne funds remaining after
June will be disbursed in two increments of $40 million each in.order to
provide an ever and rational flow of forecign exchange, and to enforce
conditionality. The second tranche of $40 million wil! be made once the
QXR presents to USAID an acrepteble econamic end financial program to
close the 1986 balance of pavments gap. The third and final tranche for
the remaining $40 miilion will be mrde upon satisfactory progress by the
Q)R in negotiations with its external creditors and in tne implemen-
tation of Its financial/economic program referred to in the second
tranche. j

Thus, the disbursement plan to be incorporated into both
-assistance agreements is as follows:

ESR V DISBURSEMENT PLAN

Disbursements (projected) Grant Funds
(0.5. dollars)

First 40,582,000

Second 40,000,000

Third 40,000,000

TOTAL 120,582,000

The Mission requested, and was given, authorjzation to vary
the disbursement plens under ESR 11 - 1V as required tc assure good

management and regular availability of foreign exchange resources.

Likewise, the Mission requests esuthorizaiion to include in the assistance
agreement under ESR V a plan for the disbursament cf funds as detailed
above, but with the provision that the Mission may vary this plan as

required to maintain an even and rational flow of foreign exchange.

H
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_However, any varjation to the dlsbursement plap which would
involve witholding part or all of a disbursement would be based on prior
consultation with AA/LAC. $

b. Disbursanents Procedures

Standard A.1.D. cash transfer procedures will be used.
1t is anticipated that disbursements will be made into a special account
designated by the Central Bank, through electronic.transfer of. furds tc
the U.S. Federal Reserve Bank. Any deviation In this method will be by
written approval of the Mission Controller.

¢. Justification for Cash Transf{er

. As was the case in each of the previous ESR programs,
use of a cash -transfer (rather than a Commodity Inport Progrem) |ls
proposed for 1tip ESR V program for several reasons. First, the cash
transfer progrem maximizes the quick and flexible disbursement capabllity
which is required to rmove ‘foreign exchange into the Costa Rican econarny
in order to meet balence of payments and cash {low needs. Second,
measures to limit cepitel flight are not needed, since there has been a
positive flow of private capital into Costa Rica since 1982.

. Net private capital inflows to Costa Rica for 1980-1885
were as followssl/ '

1980 -$240.0 million
1981 -$ 69.0 million
1982 +$ 16.0 million
1983 +$ 68.0 million
1984 . +$ 70.5 million

1985 +$ 67.5 milllon 2/ (preliminary)

17 See Annex I, Table 1J ‘(net‘private capital inflows are carbined with’
errors and amissions and may change when {inal 1985 figures are
published).

2/ Net private capital plus errors and anissions in Annex I, Table 11

was adjusted downward Dby $61.5 million, which corresponds to an
increase in foreign exchange term deposits placed in state-owned
banks as a result of higher than carpetitive Interest rates in Costa
Rica.-

L
7
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4

This trend toward a reflow of private capital to Costa
Rica reflects the stabilization of the economy and improvements Iin
interest and exchange rate structures. - -

t

Finally, Costa Rica Is using the A.1.D. funds to
carpensate for foreign exchange inflows lost as a result of factors
leading to the currant economic crisis. It normally trades with the U.S.
well in excess of the dollar amunts provided under ESR Agreements.
Tota] Imports from the U.S. amounted to $395 million during 1984, and
$286 million during the first nine months of 1985, Thus, there is
nothing to be gained by using &8 Cammodity lmport Program. :

D. local Currency Resources

-

1. Provision of Locel Currency Equivalent

Immediately following each dollar disbursement, the Central
Bank will deposit/an equivalent amount of local currency into a Speclal
Account, as specified in the text of the Special Account covenant In
Section IV.E., p. 34 below. This local currency equivalent will be

Galculated at the highest rate of exchange for purchase which Is not

unlawful as of each disbursement date.

2, Purpose and Terms for Local Currency Resources

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

ESR V LOCAL CURRENCY ALLOCATION

- Activity . - Amount
. ; . (USS million
" equivalent)

QODESA Divestiture and Central

Bank Debt Reduction ,
"Special Credit Line For Private Sector
Housing Bank’ . -
Agricultural School '
Private Sector Road Meintenance
Counterpart to Mission Profects and Programs
Agribusiness Programs =
Central American Peace Scholarships
Other :

85

. .
NIV OOO0ODOO0O

[ )
@OU‘!‘U’!O’P
.

S
S
82

TOTAL 120.582

The Misslon tries to fund its programs fram current
availabllities .to the greatest extent possible, and thus to limit
"mortgages” of future years' funding. The local currency program set

2]
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forth In the Mission's Action Plan anticipates future year funding of the
Agricultural School ($16 million equivalent In 1987), CODESA Divestiture
and Debt Reduction (up to $50 million equivalent in 1987), and the
Housing Bank (up to $40 million equivalent in 1887 and 1988) .t

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

In addition to the $140 million equivalent _in local
currency already allocated under ESR 1V, another $50 million will be
devoted to the process of sale or liquidation of CODESA subsidiarjes and
reduction of the accumulated Central Bank debt burden created by past
operations of CODESA and its subsidiaries. Progress under ESR IV for
1985 has been discussed in Section I1.C.3.8, 'p. 9-13 "above. Further
detail on the history and financial condition of CODESA, as well as the
design and constraints of the divestiture process, has been provided in
Annex I1I to last,‘-year's PAAD for ESR IV,

Objectives. This year's program will continue to
pursue the objectives set out under ESR 1V

-~ To move toward the elimination of public sector
participation in the operation of comercial
. . enterprises; and

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

In addition to these earlier objectives, the ESR V
program will move on to address the status of the CODESA holding carpany
itself. To prevent the recurrence of similar problems with the growth of
parastatal enterprises, [t is essential that agreement be reached with
the GXR so as to effectively preclude CODESA from acquisition or
operation of cammercial enterprises in the future.

. Finally, the above objectives must be achieved through
a mechanisn which avoids the fiscal, foreign exchange, and inflationary
impact of monetizing: large e&mounts of local currency resources (see
discussion of monetization issues in Sec/tion 111.C, p. 20-21 above).

The program for achieving these objectives in 1986-1987
has been laid out in letters of intent signed by then President-elect
Arias on Merch 17, 1986, and by Vice-President-elect Jorge Manuel Dengo
on March 25, 1986. Annexes Il and IIl tc this PAAD contain copies of
these documents, along with English translations. Prior to the June,
1986 signing of the ESR V grant agreement (see Section IVA,, p. 22

£rs
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above), the Mission will negotlate specific conditionality with the new
government, within the following framework provided by the letters of
intent. '

Reaffirmation of the Process. Success in jcarrying out
the carplex and politically delicate divestiture process 1s obviously
dependent on the political will of the GOCR. The new government will
Issue a cabinet decree publicly reaffiming its camitment to the
implementation of this process as a condition precedent to disbursement
of the first tranche of funding (See Section IV. E).

Divestiture of Smeller Subsidiarles., The GOR will
cammit Itself to The sale or Viquidation of OODESA's interest in all of
its smaller subsidiaries by the end of calendar year 1986 (see Annex 111,
pp. 2, 8 ). Among these corpanies are: :

Atunes de Costa Rica (a fishing operation)

CEWYASA (a cement producer) '

FLEMAR (a shipping agency)

JLACSA (the national airline, a small minorlty
of whose shares is owned by CODESA) '

MACASA (a8 wood processing firm)

NAMUIAR (a shipping carpany whose liquidation
is already underwsy)

SANSA (a domestic airline in which CODESA is &
minorjty shareholder) :

Stabapari, S.A. (a wood milling company)-

Terplisque Ferry Boat

The Mission will treat seriously the GOCR's commitment to carplete these
divestitures by the end of 1986, and will meke every effort to encourage
timely carpliance. At the same time, experience of the legal and
operational camplexities which have emerged in previous divestjtures
makes It prudent to recognize the possibility that conclusion of same of
these transactions- may slip over into the following year, despite good
faith inplementation by the GOCR..

“ larger Subsidiaries. The GOR will comit itself to
‘divesting the following assets of CODESA by no later than September of
1987 (see Annex 111, pp. 3, 8 ): ' .

ALCCRSA (a cotton processor)
CATSA (a sugar refinery)
CEMPASA (a cement producer)
FERTICA (8 _fertilizer company)

"Forty-percent™ Divestitures. Law 6955 of 1984, the
statute authorizing the (EBESK divestiture process, provides that no nore
than 408 of the shares of CENPAS\ and FERTICA may be sold to the private
sector, because of the "strategic" importance of these businesses. ¥hlle
the Mission does not view this as an [dea] arrangement, it believes that
It is a workable one provided that the eventual private buyer ls assured
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of a management contract or a shareholders' agreement which guarantees
its right to operate the business on a cammercial basis, free fram
inappropriate political interference. The letters of intenf accept this
principle (see Annex 111, pp. 2, 8 ). 1

Non-Private-Sector Divestitures. law 6955 also
provided that certaln of the (II'CSA subsidiaries, because they were
viewed as "public utilities", were not to be privatized, but were to be
transferred out of CCDESA to other GOCR agencies (See Section 11.C.3.a,
pp. 10 above). The Mission is not satisfied with the progress made by
OODESA management during 1985 in effecting these transfers. Therefore,
the Letter of Intent provides that the National Camission (the
independent GOCR agency established to adninister the privatization) will
carplete the transfer of these companlies. (See Annex 111 pp. 3,9 .)

© . The CODESA Holding Catpany. Divesting CODESA's present
subsidiaries would be of limited value if the holding carpany were free
to acquire or establish new conmercial operations. An agreement with the
OOCR to preclude CODESA from doing so will be an essential part of the
_ESR V program. Outright dissolution of CODESA would be & politically
difficult solution. As another approach, the GOR is considering the
possibility of restructuring ODDESA as a corponent of one of the national
banks, but stripping it of all but its financial functions. (In addition
to its commercial operations, CODESA has in the past served as a conduit
for certain GOLR credit programs.) The Mission believes that this latter
approach is acceptable, provided that CODESA is explicitly eand
effectively precluded from creating, financing, or operating new
subsidiaries. (See Annex 111, pp. 4, 10.)

b. The Special Credit Line and Private Sector Credit

1o date, $95 million equivalent in local currency has

been allocated to the Central Bank under earller ESR agreements for the

,A.1.D. Special Credit Line. (In addition to $30 millior accurulated by

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

in pertial satisfaction of a prior guaranty fund covenant. (See Section
11. C. 4, p. 14 above.) ‘

As of Deéenber 31, 1985, local banks had disbursed
funds fran the Special Credit Line to about 200 firms. These funds were

disbursed to ultimate borrowers quickly and efficiently. Operation of
the Special Credit Line will be maintained via the present agreament.

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

Yg/l/
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existing private sector demand will readily absorb another $20 milllon
eguivalent while at the same time increasing loanable assets of private
banks and providing Incentives to ralise equity capital by meeting reserve
requirements. - :
c. Housing Bank (
The colon equivalent of $10 million 1s presently
earmarked for the initial capitalization of a new secondary mor tgage
bank. Legislation creating this Central Housing Mortgage Bank (GB) has
been presented to the legislature.

The OB is modeled on similar . Institutions in the
United States and other countries: it will be a second-tier financial
Institution speclalizing in mobillzation of capital, mainly . fran the
private sector, to finance long-term housing mortgages. The availabllity
of substantial amounts of housing cspital on a regular basis is an
essential prerequisite to the higher levels of production necded to f{ill
Costa Rica's housing deficit. To maintain constant rotation of this
capital in new.shelter projects, CMB will operate in the national
securities exchange (Bolsa de Valores) to discount the mor tgages
generated by approved marbers of the national housing finance system.
The Board of Directors of CHMB (primarily drawn from the private sector)
will regulate uniform terms and conditions for shelter financing by the
various public and private institutions providing housing finance.

d. Agrlcultural School

The equivalent of $16 million 1Is Dbudgeted as
incremental funding of local currency costs of the new Regional
Agricultural School. The budget in the approved Project Paper Includes
local currency requirements of $89.6 million, of which $60 million has
been programmed from ESR 111 funds. With the funds under ESR V, the
balance of future year requirements is reduced and will be funded fram FY
1987 local currency availablities. '

e. Private Sector Road Maintenance

- Under ESR 111, & local currency project to deronstrate
private sector road meinteriance and rehabilitiation was executed with the
Ministry of Public Transportation. Based on the excellent results of
this pilot project, both the World Bank and the Inter-American
Development Bank plan to include private contracting as a key element in
their new road maintenance, and rehabilitation loans. Under ESR V, local
currency equivalent to $5 million is budgeted to be used as GOXR
counterpart funds for these loans.

27
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f. Agribusiness Programs.:

Local currency equivalent to $2 million is reserved for
initial Implementation of the Mission's agribusiness export expansion
strategy. ‘This progrem will focus on technical assistance for the
production and export of a small number of agribusiness products. The
selection of these products Is based on concrete market opportunities.

An equivalent of $3.25 million in ESR V local currency is
reserved for Incrementa]l funding of the Coffee Technification and
Diversification program. This program disseminates improved technology
to help small coffee producers avoid crop losses fram coffee -rust. It
also assists these smll growers 10 plant marginal land in macadanmia,
cacao, cardamon, and other crops: diversified production will reduce the
risk of reliance on coffee as & single crop. :

g. - Central American Peace Scholarships (CAPS)

An) equivalent of $750,000 Is earmsrked for the CAPS
progrem, which ‘|s providing high school, undergraduate, graduate and
short-term technical/leadership training In the United States for
individuals who would not otherwise have such an opportunity.

h. Other Local Currency Uses

The balance of local currency made available under ESR V,
as well as interest earned in the Special Account, will be used for
operating expense trust funds, property acquisition (including the new
A.1.D. office building), program support, and other miscellaneous ltems.

E. Conditions and Covenants

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

The Grant Agreanént will be signed by A.1.D., the Central Bank
and the GXCR likely in June. Based on discussions with President Arias
prior to his inauguration, a nurber of provisions related to CODESA and
the housing sector were accepted and included in letters of Intent sent
to the Mission (see Annexes 11 and 111). These provisions, along with
other conditionality concerns, will be Incorporated as follows in the .

Grant Agreement: -
@[4\
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1. Conditions Precendent to First Disbursement

OODESA

Reaffirmation of Process

The GOCR-will issue a cabinet decree which extends the
existence and authority of the National Commission for the
Reorganization of CODESA, and which reaffirms

(1) The requirement that CCDESA's subsidlaries be sold,
liquidated or transferred promptly; )

(2) The prohibition against CCDESA meking new inves tments
or otherwise ~participating in the formation of new
businesses; and

(3),'I‘he prohibition against CODESA  incurring  new
‘liabilities other than those required- for short-temm,
self-liquidating working capital, or those incurred to
pay off third-party debts as part of the divestiture of
individual subsidiaries. E

Valuations by the Contrcller General

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

2. Covenants

" The Grant Agreeament shall_ Incorporate covenants requiring the
Central Bank to provide the following:

Foreign Exchange for ?rlvate 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
tota] avount of which shall be not less than the amount of
all gsh transfers received by Costa Rica fran the United
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States Government under the Econamle Stabilization and
Recovery Programn.V; and to report to A.l.D. within three
months of the last disbursement of these cash transfers, or
by Merch 31, 1987 (whichever s earlier), - Information

sufficient to indicate that such provision*t of foreign
exchange resources has been accarplished.

U.S. Comodi ty Inports

-~ To make available during calendar year 1986 a dollar
smount equivalent to that disbursed as cash transfers to
Costa Rica under the Econamic Stabilization and Recovery
Program V, for the importation from the United States by
private enterprises In Costa Rica (including the
agricultural sector) of raw materials, construction
materials, intermediate goods, spare parts, and capital
equipment required for production; and to report to A.l1.D.
by June 30, 1987, or within six months of the last
dishursement of these cash transfers (whichever lIs earlier)
that such transactions were accorplished.

Special Credit Line

-~ To meintain the Special Credit Line in operation (including

: all funds added to It under this or previous Econamic
Stabilization and Recovery agreements, together with
payments of interest and repayments of principal recelved
by the Central Bank fran that credit line), under the same
conditions and regulations presently In force, untll
Decerber 31, 1996, or such other date as may be agreed to
between A.1.D. and the Central Bank.

Private Sector Credit.

— To agree to an increase in credit available through the
private banks to the productive private sector, Ip at
emount of local currency equivalent of up to twenty milllo
United States dollars ($20,000,000), to increase Joanable
assets of private banks and to provide incentives to raise
equity capital by meet ing reserve requirements. This local
currency &mount shall be calculated at the highest rate of
exchange for purchase which, as of the date of the first
disbursement of funds under the Econcmic Stabilization and
Recovery Program is not unlawful in Costa Rica.

Public Sector Credit

— To restrict net credit outstanding through the national
banking system to the non-financial public sector during

/T"‘
2%
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calendar year 1986 to levels no higher than those agreed to
with the International Monetary Fund for calendar year
1985, less the amount of any reductlons in CUDESA debt to
the Central Bank funded under this or any previous Econamic
Stabllization and Recovery program; and to report to A.l1.D.
within three months of the end of each calendar quarter in
1986 information sufficient to damonstrate compliance with
this condition.

-

Subsidized Credit

-- To restrict ouistanding balances of subsidized credit
during calendar year 1986 (deflned as credit which is
extended through the national bunking system at interest
rates lower than the basic passive rate) to levels
(measured in colones) which are at the end of calendar year
1986 no higher than the level of such credit outstanding as
of Decerber 31, 1984, and which do not exceed that Decurber
31,’ 1984 level by rmore than 5% on a purely seasonal basis
during the course of 1986; and to report to A.1.D., within
three months of the end of each calendar quarter of 1986,
information sufficient to demonstrate campliance with this
condition.

Exchange Rate

—~ To maintain during calendar year 1986 a unified
exchange rate; and to review ‘he appropriateness of the
exchange rate on a continuing basis, and revise it when
nccessary, in accordance with 'te following factors, &mong
others: relationship of actual and anticipated damestic
prices to prices in the principal countries with which
Costa Rica has ‘comercial relations, the status of the
curtent account transactions in the balance of payments,
service of foreign debt, -and non-carpensatory net capital
Inflows.

Positive Real Interest Rates

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

National Credit Program

—~ To meintein and inplement during calendar year 1986 the
credit progrem announced by the Central Bank's Board of
Directors on February 19, 1986, in all of its features.
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Price Checking Unit

To provide evidence acceptable to A.1.D. no later than 30
days following the signature of this Agreement that the
process of import and export price verificatlion by the
Centra; Bank Price Checking Unit is fully operational; and
thereafter to provide to A.1.D., at the end of each
calendar quarter through Decerber 31, 1988, reports in a
form acceptable to A.I.D. on the operations of the unit,
with particular emphasis on actual progress achieved in
verifying import and export prices. :

IMF Reports

-- ‘To provide to A.l1.D., fram the signing of this agreement
until the end of calendar year 1987, copies of all reports
to the International Monetary Fund as required under
present or future agreements or programs with that Fund;
and to provide each such report to A.1.D. at the same time
that it is provided to the Fund; and, in the event that at
any time during such period no agreement or program with
the Fund is in effect, to provide to A.l.D. during such
Period reports whose timing and content shall be
substantially similar to those currently provided to the
Fund.

Special Account for Counterpart Funds

—~ Acting in its capacity as financial agent for the
Government of Costa Rica for purposes of agreements under
this -Economic Stabilization and Recovery Program V, to
deposit prawptly the equivalent ‘in colones of each dollar
disbursement under thls Program into the Special Account in
the Central Bank originally established under Covenant
6.1(L) of the ESR Il Assistance Agreement, which account
will pay interest at a rate equal to the interest rate
fixed by the -Central Bank for six month certificates of
deposit; and to calculate the colon equivalent of such
dollar disbursements at the highest rate of exchange for
purchase which, as of the date of the dollar disbursement,
Is not unlewful in Costa Rica; and to meke disbursem.ats
fran thls Speclal Account pursuant to A.l1.D. Implerentation
Letters.

Vit



Divestiture of Smaller Sutsidiaries 1/

-- By Decarber 31, 1986 at the latest, CODESA will have
sold or liquidated its interests in Atunes de Costa
Rica, SANSA, 1ACSA, STABAPARI, MACASK, NAMICAR,
Terpisque Ferry Boat, FLEMAR, CEMVASA, and any other
carpany in which it has any interest (except its shares
in the national securities exchange and its seat on
that exchange, as well as the carpanies named in the
following covenant).

Divestiture of Remining Larger Subsidiaries 1/

-- By Septamber 30, 1987 at the latest, QODESA will have
~sold or liquidated its interests in ALCORSA, CATSA,
CEMPASA, and FERTICA.

— .By December 31, 1986 at the latest, the articles of
j Incorporation and by-laws of CEMPASA and FERTICA will
‘have been amended as necessary to ensure the protection
of private purchasers of 40% of their shares, including
an appropriate menagement contract or its equivalent.

Non-Private-Sector Divestitures

- The National Camission will be required to effect the
transfer of the following CODESA subsldiaries:
TRANSVESA (the bus carpany) to the Ministry of Public
Works and Transport; FECOSA (the natlional 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
Investment Prawtion. These transfers will have been
effected no later than December 31, 1986.

Restructuring of the CODESA Holding Carpany

—- The First, Vice President, together with the Central
' Bank and the National] Comnission, will contract for
such studies or other work as they deem sujtable to
work out a possible absorption of CODESA by one of the
state cammercial banks or by same other -institution,
providing\that CCDESA will be precluded fram creating,

financing, or operating any new subsidiary.

1/ For descriptions of Individual carpanies, see Section IV.D.2.A. p. 28
above.



b.

The above work will be carpleted, along with all the
detall necessary in advance of executivé action, no
later than Septemder 30, 1986. Inplementation plans
will be presented within sixty days of the coampletion
of this work.

-

Hous ing Sector Covenants

Public Agencies

- The Q@R will jmplement policy and
organizational reforms leading to. the
consolidation and - speciallzation of the .
public Institutions Involved In housing
construction and finance.

~Central L .using Mortgage Bank

— The executijve branch of the GOCR will exert Its
best efforts to secure passage of a law
establishing a Central Housing Mortgage Bank
with the following characteristlics:

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

Its General Manager will have responsibillty
and authority for the technical and general
adninistration of the Bank; '

It " will lend only to housing flnance
institutions which. meet the Bank's legal and
financial requirements;

It will finance loans at market rates of
Interest, without need of subsidies fram the
Jgoverment; and '

-It will finance mortgages with varjable
interest rates, in order to maintain the

value of the mortgages.
\

Y.
1
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Prior Covenants

t
-- To coarply with the terms of all covenants remaining in
effect from earlier Economic Stabilization and Recovery
agreements between A.I1.D. and the Govermment of Costa
Rica or agencies thereof.

The grant agreement will include the following special
provision, giving A.1.D. the right to enforce carpliance with-all ESR
covenants by suspension of disbursements, if necessary.

-- If A.1.D. determines at any time that the Govermment of
Costa Rica is_not in substantial compliance witn any of
the Covenants of this Agreement, or of the Grant, Loan,
or Assistance Agreenents signed on

rch 20, 1985,
‘January 28, 1985,
August 1, 1984,

Muy 7, 1984,
Decarber 13, 1983, and
July 14, 1982,

.« wur any amendments thereof, between A.I.D. and the
Govermment of Costa Rica or the Central Bank of Costa
Rica, then in that event A.I.D. may suspend
disbursements of the Grant until such time as
satisfactory corpliance has been obtained.

The Mission also proposes to include in the grant agreement
a provision that calls for A.I.D. to notify the grantee when each
disbursement may be requested by the Central Bank. Conditioning each
disbursement on A.]1.D. approval in this fashion makes it easier for the
Mitzsion to carry on an effective dialogue whenever 8 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.



ANNEX 1 '
ECONOMIC TRENDS AND PROBLEMS: MARCH 1986

1.  Economic Trends and Events 1980-1983

Econanic growth amounted to only 0.8% in 1980 and subseguently

Gross Damestic Product (GIP) declined by 2.3% in 1981 and 7.3% in 1982,
and the 1983 stabilization program brought GDP growth in that year to
2.3 %, Real incomes and consurption also declined during this period.
On a per capita basis, 1983 GIP per capita was 89 §& of the 1977 level and
private consumption was 798 and investment 35% of their respective 1977
jevels. Real wages declined strongly in 1981 and 1982 and even after .
some recovery in 1983 were at only 24% of the 1979 level. Inflation also
reached high rates in 1981 and 1982; for example, on an average annual
basis the wholesale price index registered a 65 percent increase- in 1981
and a 108 percent increase in 1982. The accelerating inflation was
caused by strong exchange rate Gevaluation (319% in the 18-month period
ending December 1981) and by rapid growth of domestic credit, which
registered nomifial annual rates of growth increasing from 35 percent in
1978 to 105 percept in 1982, Lower rates of inflation before 1981, i.e.
less than 25 percent per annun, despite higher rates of credit expansion,
are explained by rapid growth of imports (from $ 1.02 billion in 1977 to
4 1.52 billion in 1980). The Costa Rican experience of the late 1970s
oconforms to the usual open econurmy case in which a destabilizing growth
_‘of damestic credit enlarges irports until foreign exchange reserves and

external creditworthiness are exhausted, at which time import compression
and devaluation combine to produce strong {nflation. .

In the la“e 1970s Costa Rica borrowed heavily from foreign
cammrercial banks to cover balance of payment deficits and to forestall
exchange rate devaluaticn. 1In the period 1979-1981 current account
deficits amounting to $ 1.6 billion were financed by foreign commercial
bank loans, but with the sharp rise in debt service payments,
particularly after 1980, a net inflow of external credit could not be
maintained.  In mid-1981 the LXR suspended external Gebt service,
essentially to maintain a reasonable level of imports, and at year-end
1982 the external debt service arrears amounted to $ 1.1 billion. The
balance of payents/debt service crisis of 1981 was caused by the rapid
' {ncrease in external debt, a sharp increase in interest payments oh that
debt, declining export (mainly coffee) prices, loss of Central American
export markets, and (up to 1982) by irports increased by .
domestically-generated derand pressures.

In July 1982, shortly after coming to office, the Monge
adninistration resumned partial payments on external debt service arrears,
and such payments amointed to over $40 million in 1982. A one-year ™MF
Standby was approved on Decerber 20, 1982 which provided approximately
$100 mi1lion (SOR 92.5 million).. In addition, US ESF assistance amounted
to $175.7 million in 1982-1983. . Buttressed by IMF and ISF resources to
help close the balance of payments gap, by the end of 1983, the.
Governmment of Costa Rica had concluded comercial bank and Paris Club
rescheduling agreements, and Costa Rica was again current on contractual
external debt service. In January 1483, the GOCR signed a debt
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reschedul ing agreements, and Costa Rica was agein current on contractual
external debt service. On January 10, 1983 the GOCR signed.a debt
reschedul Ing agreement under the aegis of the Paris Club with ten
creditor countries which rescheduled principal and interest In arrears
and falling due between July 1, 1982 anc Decerber 31, 1983 to a
seven-year period beginning Decenter 1985. On April 22, 1983, the GOR
signed & memorandun of understanding with foreign carmerclal banks,
covering all principal in arrears and falling due in 1984, These
payments were rescheduled to & period beginning in 1987 and ending In
1991. 1n addition, the agreement provided a revolving credit fund in
favor of Costa Rica, but of self-liquidating and diminishing character,
carposed of fifty percent of interest paysble and due in 1983.

Apart from external support via debt reschedulings and B/P support
assistance, Costa Rica's balance of payments improvement also rested upon
decreased imperts which resulted fram the reduction of real incanes and
aggregate derend. In this regard, Costa Rica's trade deficit declined
from $527 million in 1980 to $25 million in 1982 and $131 million in 1983
with naminal dollar values imports (CIF) declining fram $1,528 million In
1980 to $993 million in 1983 and with exports (FOB) declining fram $1,001
million in 1980 to $862 milllon in 1983. Related to reduction of the
trade deficit, import volume (referring to Imports of goods and
non-factor services per national accounts) declined by about 50 percent
fram 1980 to.1983. In contrast, the volume of 1983 exports of
comedities and non-factor services (fram national accounts) was nearly
the same as In 1980. Thus, the econany achieved a very substantial
carpression in imports as related to exports. Reduction of damestic
demand through monetary restraint and reduction of the fiscal deficit
underlie this achievement. However, the reduction in real imports is
also related to low levels of damestic investment. :

The stabilization program supported by the Standby was
designed to reduce inflationary pressures, to pramte orderly exchange
markets, and to facilitate resutption of public sector external debt
service and was broadly successful. IMF and ESF assistance provided
crictial support to Costa Rica's 1983 balance of payments enabling the
recovery of price arnd exchange rate stability. By the end of 1983 the
consumer and wholesale prjce 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 Monge administration's major contribution to the stabilizatlon
program was a strong reduction of the public sector deficit. This
deficit, which had increased fran 6.7% of GDP in 1977 to a high of 14.3%
in 1981 was reduced to 9.0% in 1982, and 3.4% in 1983. The reduction of
the deficit can be attributed Ir 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 securlty

contributions, and taxes In general.
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2. Econamic Performance in 1984 and 1985 -

‘-

Same aspects of Costa Rica's 1983 econamic perfomnnée turned out
better than expected and lulled policymekers into & premture
reactivation of the econamy. In particular, the larger-than-
anticipated reduction In inflation of 1983 impacted on the econamy via
the relationship between increased rea) credit and real demand. In real
terms credit to the private sector increased by about 40 percent in 1983
(see Table 111). Despite this high rate of expansion, private sector
holdings of money and quasi-money grew by about 20 percent in real terms,
and this growth related strongly to a return flow to Costa Rica of
financial assets previously held abroad by Costa Rican residents. Costa
Rican policymakers judged that a substantial net inflow of private
caplital as well as official project disbursements would continue in 1984,
thereby covering same expansion of imports, and they allowed banking
. system credit to expand rapidly (an over 30% annual rate) through the
first half of the year. However, the foreign exchange position of the
Central Bank deteriorated and by the second quarter of 1984 arrearages on
external payments began to sccurulate anew. Moreover, even though the
QR had negotiated a Standby with the IMF in March 1984, it was unable
to corply pravptly with the rprior conditions” attached to that
arrangement. Most observers here judge that delays in securing
Legislative Assamdly epproval to Executive Branch econcmic proposals was
caused by the lack of leadership in econamic affairs that followed the
departure of the President of the Central Bank, and de facto leader of
the Goverrment's econamic team, in March.

By mid-1984, imports were running about 20% higher than one year
earlier, and in June, the Monge adninistration took corrective measures
to dampen aggregate derand and imports by tightening credit conditions
and enacting several tax and tiscal measures to reduce the fiscal
deficit. In August 1984, President Monge restructured his econamic tesm,
thus providing a basis for renewed negotiations with the IMF and the
Govermment alco obtained Legislative Asserbly approval for the Ley de
Moneda (Currency Law) as was required for 1984 ESF assistance, and in
early September the Govermment obtained Legislative Assemdly approval for
a fiscal package required by the IMF to reopen Standby negotiations. By
January 1985, the Government had obtained confirmed commitments of an $80
million World Bank Structural Adjustment Loan (SAL) and a $75 million
credit fram foreign cammercial banks as were required for & new IMF
Standby. At year-end 19§4 external pasyment arrearages gmount ing to
$166.6 million are ex post evidence of an unfinanced R/P gap and can be
attributed to an unplanned growth of imports, delay until May 1985 of
recelpt of the cammerclal bank credit (which had been promised since July
1984) and scme other external credit shortfalls. '

v
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of the 1985 Standby were to continue low inflation, to reduce the balance
of payments current account deficit, with a specific goal of $ 300
million for 1985, and to replenish foreign exchange reserves of the
Central Bank, with a specific goal of $ 60 million for 1385. As with
the 1983 Standby, the 1985 Standdby was a key prior condition for the
rescheduling of debt with external creditors. As is usual to such
arrangements, specific guantitative ceilings were attached guarterly to
arulative central government expenditures, domestic banking system net
credit to the nonfinahcial public sector, net domestic assets (credit) of
the Central Bank, the stock of externzl paywent arrears, and a
quantitative floor was attached to the Central Bank's net international
reserve position. The major comitments included in the Janvary 1985
Letter of Intent were as follows: (1) a limit on the over-all deficit of
the nonfinancial public sector of 1.5 & in 1985, (2) no recourse by the
nonfinancial public sector to net financing by the domestic banking
system or to a net increase in bon3 placements outside the banking
system, with the over-all fiscal deficit financed mainly by the use of

. foreign long-térm borrowing on concessional terms, (3) a $25 million
limit on new public sector external borrowing of up to 5-year term and a
$50 million limit on such borrowings of up to 12-year term (except for
the $75 million commercial bank loan which is trecated as a compensatory
inflow), (4) maintenance of positive real rates of interest in the
damestic system of financial intermediation, (5) a flexible exchange rate
policy which adjusts the exchange rate to reflect changes in the balance
of payments and darmestic and trading partner prices, (6) the elimination
of foreign exchange payment arrears, other than those related to
rescheduling agreements under negotiation, during the course of 1985 and
under specific quarterly ceilings, (6) a pledge not to introduce or
intensify restrictions on curreat (non-capital) international
transactions, (7) a pledge to limit price controls and subsidies to a
limited number of basic consumer products, mainly benefitting low income
groups, (8) a pledge to a wege policy geared to reducing inflationary
pressures while minimizing the effects of price increases on low-income
groups with private sector minimun wages and public sectnr wages adjusted
in z;bsolute 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 commercial banks,
and with the World Bank or a Structural Adjustment loan. The Paris Club
minute (April 22, 1985) covered 90 & of debt service (principal and
interest) in arrears at the end of 1984 and through March 31, 1986 and
rescheduled this amount (less 10 percent to be repaid in three
installments in the period 1986-1988) to a repaymen* period of 5 years
after a grace period of 5 years. The GOCR-Bank Stwering Conmittec
agreesent rescheduled all maturities falling due to participating
comercial banks in 1985 and 1986 to a seven year repayment period after
a grace period of three years. In addition to the rescheduling, the
commercial banks made a $ 75 million new credit facility available 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 repayment
now glated for Decexber 1986). In addition to these sources of B/P
assistance, ESF amounted to $ 160 million in 1985 and the World Bank
provided a Structural Adjustment Loan (SAL) in amount of $80 million (but
only $ 40 million of the SAL was disbursed in 1985). . “

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

Production. In 1984 real Gross Domestic Product (GDP) grew by
6.3 § according to official estimates; see Table I. This contrasts with
the low economic growth of 1983 and the absolute decline of GI®P in 1981
and 1982. The sectors leading the 1984 recovery were agriculture
(6.8 t), manufacturing (10.0 8), construction (18.3 %), and other
services (4.7 8). The economic reactivation of 1984 was due to favorable
climatic conditions (and the upswing portion of the coffee production
cycle) and to a rise in damestic demand fueled by expansionary monetary,
fisca), and wage policies pursved in late 1983 and early 1984. GO?
growth has been much Jower in 1985 due to more restrictive demand 4
management and to weaker performance of the basic productive sectors.
Agricultural output declined sharply to a -1.0 ¢ in 1985 due to reduced
coffee and banana production, and these sectors account for nearly half
of Costa Rican agricultural output. The marufacturing sector output
growth also declined fram'a rate of 10.0 & in 1984 to 1.7 & in 1985.
This stagnation was due to a sharp declire in manufactured exports to the
Cental American region, related to the tradc 1:»t problems efflicting the
region, and to a lower rate of increase in private sector disposable

Inflation, Pmloyment, and Real Incore. s veasureG by the
consumer price index inflation was 17.3 § from De wzrber 1983 to December
1984 and 11.2 & from November 1984 to November 1965. Rzl /ages A \]4
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increased by 13.2 § in 1984 and the ‘latest data to March 1985 indicate an
increase of 4.5 8. The rate of open unemployment averaged 6.4 § in 1984
and 6.2 ¢ in 1985, and the employed labor force grew by 3.9 8 from
November 1984 to November 1985. -

t

Public Sector Finances. As is shown in Table VI, the nonfinancial
public sector has moved toward financial equilibrium with the deficit of
the nonfinancial public sector declining from 14.1 § of GZP in 1981 to
9.0 § in 1982, to 3.1 & in 1983, and to 1.9 8 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 romentumn
reducing the deficit has been increased tax burden. For example, central
administration revenues increased frcm 14.4 § of GD? in 1982 to 18.2 8 in
1985. 1In addition, the financial condition of state enterprises has been
improved mainly as a result of periodic increases in the tariffs of
public utilities, and revenues of the Social Security Institute were also
increzsed by a sharp increase in the payroll charge in 1982.

Monetary Performance. Banking system credit to the private sector
grew by 17.9 & in 1984 and by 18.8 % in 1985; see Table V.  Private
sector holdings of money and quasimoney (banking system liabilities)
increased by 11.6 § in 1984 and 16.7 & in 1985. However, a portion of
the increased demand for money (and quasimoney) in 1985 reflects a
one-time increase in foreign exchange depcsits induced probably from
foreign sources in response to higher-than-world market interest rates.
(Adjusting fo? this effect in 1985 would reduce the increase in demand
for money to 10.9 8.) Monetary policy in Costa Rica is constrained by
the general openness of the econamy, by high real interest rates
prevailing throughout world money markets, and by the existing
mini-devaluation (crawling peg) exchange rate prograrm. These constraints
produce interest rates in Costa Rica's organized financial markets that .
are effectively in the range of 25 to 35 & per annum and thus strongly
positive in real terms. Credit users complain frequently concerning high
positive real interest rates and from time to time about the general lack
of credit. BHowever, with the 12.4 % devaluation (12-month besis to
December) registered in 1985 we doubt that 23.0 8 six-month deposit rate
is a strong inducement for holding local currency as compared with
. dollars, and we note that lower local currency deposit rates would run
the risk of inducing capital flight and dollarizing the Costa Rican

econay. | -

Balance of Payments. ' As is shown in Table II, after strong import
catpression reduced inmport expenditures from $1.5 billion in 1980 to less
“hen $0.9 billion in 1982, by 1984 imports had risen to $§l1.1 billion. 1In
. “ation, from an average of $ 865 million in 1982-1983, exports rose to
$ . " rcillion in 1984, but fell back to $932 million in 1985, As a
res. . ‘he trade account deficit increased from $ 25 million in 1982 to
an estimated $ 177 million in 1985. The growing trade deficit was
reflected also in a $ 116 million increase in the deficit on current
account of Costa Rica's balance of payrents from 1982 to 1985, and in
1985 ihis deficit amounts to about 11 & of GP. The over-all
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(or campensatory) outcomes in recent years also reflect balance of
payment weakness. The mderate surpluses of 1983 ($ 51 million) and 1985
($ 63 million) were offset by the 1984 deficit ($110 million): Direct
balance of payments assistance operations, defined as disbursements of
funds fram ESF, the World Bank SAL, plus Paris Club and commercial bank
debt service relief (including the Revolving Credit Facility), and net
I resources amounted to $ 599 million in 1983, $ 297 million in 1984,
and $582 million in 1985. Clearly, in absence of B/P assistance Costa
Rica would have to cut back on imports and/or reduce interest payments on
external debt. The weakness of Costa Rica's external accounts is
illustrated by the fact that it would have to reduce imports to live
solely on cash flow. By this we mean that if Costa Rica cut all debt
service and had to forego all capital inflows as a consequence, imports
would still have to be reducéd even if capital flight did not )
accelerate. Taking 1985 as an "exatple, imports would have to be cut by
$51 million, which is the shortfall in cash flow calculated by excluding.
payment of official interest from the current account balance.

3. The Outlook’ for 1986 and the Medium Temm

- The outlook for the Costa Rican economy in 1986 is bound up with
uncertainties surrounding the new goverrmment elect and the price of _
coffee. The Arias govermment elect has now selected its economic team,
the outlines of the 1986 monetary and fiscal programs now exist, and
initial conversations between government-elect economic team and the IMF
took place on March 19-20. Uncertainties concerning the course of coffee
and petroleum prices during 1986 necessarily reduce the certainty that
can be attached to projections of Costa Rica's balance of payments and
public sector financial operations. In the following discussion, we
assume an average 1986 coffee price (FoB) at $2.00, an average import
cost of petroleum products at $ 16.00 per barrel (for a cost saving of $§
15.0 per barrel over the average CIF cost to Costa Rica for 1984 and
1985), and that external support to Costa Rica for balance of payments

s will appraximate $ 300 million in 1986 as compared with $ 580
million in 1985. We expect that the Arias administration economic
progran will merit continved external donor and creditor support,
although corq;.ive actions may be required in some areas. Even though
coffee prices have heen around the $ 2.50 per pound (CIF New York) in
March, the recent ending .of ,drought conditions in Brazil suggests that .
coffee prices may weaken in the second half of 1586 unless freeze
conditions decimate Brazil's 1987 crop (an event that will be known by
the end of August 1986). The assumed $ 2.00 per pound FOB is based,
importantly, on the scenario of declining coffee prices during the secon
half of the year. The less probable scenario of increasing prices would
increase Costa Rica's 1986 coffee windfall, but it would impact more
strongly on 1987 external accounts.

K L/-{—-\.
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Balance of Payments. The Mission projections for Costa Rica's 1986
balance of payments and exports are presented in Tables II and III.
These projections have been prepared in consultation with the Central
Bank, using its Decembder 1985 projection as a point of departure. A
preliminary report on the Central Bank forecast was forwarded by cable in
San Jose 0095 (January 6, 1986), and our more detailed forecast for 1986
standard detailed B/P format was forwarded by cable in San Jose 2694
(March 24, 1986 as CERP 0102 Balance of Payments Report--Costa Rica).

The critical assumptions uderlying our pr o;ectxo'a of Costa Rica's
1986 balance of payments includes coffee export earnmgs (FOB) at $ 480
million dollars (as corpared with § 315 million in 1985), import
expenditures (CIF) at $ 1,150 million (up from $ 1,109 million in 1985),
interest on public sector eaternal debt at $ 307 million (down fram § 326
million in 1985), and balance of payments supporting assistance at § 296
million in 1986 (dom fram $ 582 rillion in 1985). As pr ojected for
1986, the 22 & increase in epo:t ea'mng, covpled with a 4 8 increase in
import expendituces ani @ 6 & decline in official interest payments
underlies a $ 181 mlhon irprovement on current account as its deficit
declines fram § 357 million in 1985 to § 176 million in 1986.

Per the B/P gap fonrat (see Table II) the ier ovement on current
account is matched, as expected, by @ § 235 million reduction of the B/P
financial gap, (fram $ 523 ruhlon to $ 286 million). Hcwever, in 1985
B/P support.mg grants and credits approxitated $ S80 ml.;.on, but such
assistance in 1€86, as is precently known is less robust, approximating
only $ 300 million. Thus, a strong reduction in net capital inflow
offsets the coffee o"ioe—pet':oleum price~intercst rate bonanza, &nd the
resulting reserve growth is only § 10 million. Given low level of
freely-disposable foreign excharwje reserves (§ 17 million) and arrears on
external payments ($ 49 million) at the end of February 1986, the
projected reserve gro~th is less thar optimal, and recurring external
payment crises, ac were evident in 1984 and 1985, are likely to continue
in 1986.

The 1986 Monetary Proaran. According to the Central Bank's 1986

monetary program, net domestic assets of the banking system are projected
to expand b;r.z'zo ¢ biliion in 1886, that is, 10.5 § (see Table V). This
'is in line with the approxirate 10 2 inflation postulate set by the
Central Bank for 1986. Wwithin net Gcrestic assets, net credit to the
nonfinancial public sector.is not to expand at alls credit to the private
sector is projected to increase by 10 percent; and the other assets
accounts are projected to increase by 13 &, The cxpansion in other
damestic assets by €14.3 billion in 1986 is strongly related to Central
Bank operational losses, which are projected at £9.5 billion. Net
international reserves of the banking system and net official
international reserves are progc-cted to grow by £1.2 billion, i.e.
equivalent to US$ 20 million using an exchange rate of €60 to the USS 1l.
The monetary program assiurnes that the expansion in net domestic assets of
the banking system and the build-up of net official reserves will be
backed up by a £9.3 billion (US$ 155.5 million) increase in banking

5\
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system medium and long term foreign 1iabilities; a £24.7 billion (USS$ 78.6
million) increase in the govermment trust fund (the government trust fund
account includes the colones counterpa.t of AID grants)s and a £7.6
billion (10.2 percent) increase in private sector holdings of -roney ard
quasimoney in the banking system. 3

Central Bank officials have anticipated that the growth in nominal
credit for the econcay 8s a whole would just match the increase in
domestic prices, i.e., would result in zero growth of real credit to the
private sector. In February, the Central Bank altered the program limit
to allow banking system credit expansion at 12 § and Central Bank
technicians estimate that within this global limit, state-owned banks
will expand credit by 9.1 § and private commercial banks (which account
for about 12 § of credit to the private sector) by 31 §. The 1986 credit
program continues the prooess of moving from credit controls based on
detailed allocation to more reliance on orthodox instruments of monetary
control. In particular, the scope for quarterly credit ceilings is
reduced to the portion of credit funded principally with Gemand
deposits. This change cignifies that the credit resources available to
the clients of each bank will be more directly related to the ability of
that bank to attract deposit resources. As a cautionary note, Central
Bank officials have warned bank managers that its monetary and commercial
bank credit programs will be reviei.'ad 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. .

Economic Growth. Central Bank officials believe that the
restrictive credit policy will produce economic stagnation but that such
is necessary due to low foreign exchange reserves and continuation of
tight external resource evailubility. we believe, however, that zero
economic growth for 1986 is not likely. Even though one might suppose
that a credit program with zero real growth would lead to this result,
real disposable personal incawe will increase in Costa Rica in 1986. We
know less, however, abou: the possible distribution of this higher income
between consurption and saving, but undoubtedly both will incCrease. The
amount of real income growth resulting from improved terms of trade in
1986 is strongly dependent on the strength and duration of the upswing in
coffee prices and on fiscal policy. Our early projection of GDP growth
was 3.4 & (see Table I), and the more recent estimates of a leading
economic consulting firm here is at 4.0 8. Apart from growth of
disposable incate, the subsidence of world inflationary pressures in 1986
amd a naminzl devaluation of the Colon on *he order of 10 % could reduce
domestic inflation to annual rates on the order ¢ 6 to 8 &. This would
also give rise to moderate growth of real credit and domestic demand.
Moreover, fiscal policy also appears poised to enhance private sector
demand through a reduction of the real tax burden, as is discussed
brlow. A
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Public Sector Financial Operations. Data released in early March
by the Minister of Finance on central adninistration financial
operations, presented in Table VI, indicate a 20.6 % increase in revenues
ard an 18.3 § increase in expenditures for 1986. 1In Table VI we project
revenue and expenditure items for the rest of generzl govermment (of
vhich the Social Security Institute is the largest element) and for the
state enterprise sector as increasing by 10 percent. In regard to
central administration revenues, the official projection for 1986
includes ¢ 2.5 billion of revenues increased coffee tax receipts and
¢ 1.0 billion as a transfer from RECOPE (the state petroleunm
enterprise) . Exclusive of these wincfall-related revenves, revenue
growth amount$ to 9.7 3. Apart from the prospect of a public sector wage
increase costing ¢ 2.7 billion, no explanation has been giver for the
high (18 ) increase in expenditures, but if this wage increase is
subtracted, expenditure growth would be more roderate (10.7 %). A public
sector financial progran that reduces the projected central '
administration deficit by 0.2 ¢ (and according to our assumptions the
deficit of the ronfinancial public sector by the same amount) is
wambitious. Tris is particularly the case when set against a total
public sector deficit (including Central Bank losses) which amounted to
7.1 ¢ in 1985 and would approxirate 6 % in 1986. Moreover, a very modest
reduction in the centrel adrinistration deficit can also be regarded
unhealthy if viewed from its longer term consequences.

To illystrate this, we examine the consequences of reducing the
central administration deficit as if there were no coffee-petroleum
windfall. Wwithout the ¢ 3.5 billion windfall included above, 1986
revenves would amount to ¢ 35.2 billion and this is £ 2.4 billion short
of holding the ratio of revenves to GDP constant (18.7 % of 1986 GDP is
Z 37.6 billion). On the expenditure side, holding the ratio of
expenditures to GDP constant (20.4 & of 1986 GDP is ¢ 41.0 billion), and
this is ¢ 0.8 billion short of proposed expenditures. Therefore, the
cost of remaining independent of the windfall amounts to £ 3.2 billion in
additional tax revenuves, and reducing the deficit by 0.5 % of GOP would
require an additional ¢ 1.0 billion in tax revenues or exparditure
cots. We understand that the required € 4.2 billion in additional tax
revenues approxirates earlier projections of the 1986 fiscal gap made
without re®Tenze to the coffee-petroleum windfall.

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

In regard to Jonetary policy objectives, the relevant definition of
the public sector necessary includes the Central Bank. Present estimates
of Central Bank losses set the magnitudes at g 9.6 billion for 1985 and
ard € 9.5 billion for 1986 (see Table VII). For example, a £ 2,0 billion
transfer to the Central Bank split evenly between covering losses on
{ncreased sales of stabilization boncs and covering existing losses would
reduce the ratio of the Central Bank operating loss to GDP in 1986 from
the projected 4.7 § to 4.2 8. The functional importance of Central Bak
Josses and rationale supporting a program to reduce these losses is
examined further in section (6).

Debt Service and Relief. Table VIII presents a recent IMF
projection [@4/85/223) of Costa Rica's medium term balance of payments
and external debt service. Prior to debt relief, debt service as a ratio
of export earnings (i.e., exports of goods and nonfactor services)
exceeds S0% in 1986 and 1987. Actuallv-paid debt service averaged 36.8 §
of exports earnings during the period 19€3-1985. For the pericd
1987-1990 the_projection of public sector debt service as presently
scheduled avepages 50.6 § of export earnirn;s. Rescheduling relief per
IMF assumptions lowers tie average debt service ratio to a more realistic
35.9 § for this period. The amount of debt relief (and non-USG B/P
support) required per this projection for the four-year period 1986-1990
amounts to $ 959 million, i.e. $ 240 million annualiy, and this
approximates 55 8§ of presently-scheduled principal payments. This
projection confirms that further reschedulings of external public sector
will be required to prevent default by reducing the debt service burden
to a tolerable limit and that increments to debt service, even in the
form of long term loans, will most likely simply increase the size of
~ear-future debt reschedulings.
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TABLE I: SELECTED ECONOMIC IMDICATORS, 1982-1986

G® in Current Prices (A)

GP in U.S. Dollar Bguivalent (B)

GI®P in Constant Prices 1977=100

GDP Per Capita in Constant Prices)
1977=100 (C) :

Growth of GDP (Percent Change)

Gross Damestic Product
Basic Productive Sectors
~-Agriculture
--¥anufacturing
—Construction
Government
Other Sectors

)

Prices (Percent Change)
GDP Deflator (Annual Average)

=  Consumer Prices (Dec. to Dec.)
wholesale Prices (Dec. to Dec.)

Unemployment (Percent) (E)
Brployed Labor “Force (thousandsj
Noverber of each year)

Real Averace Wages (1977=100)
Public Sector
Private Sector

Exchange Rate (Colones per US §)
(Selling Price, December 31)_
Official Market
Banking or Unified Market

1982 1983  198¢ 1985 1986

97,505 126,337 151,304 176,420 200,942
102 104 m 13 116
89 89 92 91 91
-703 2.3 603 106 30‘
-1008 205 70‘ 103 ‘03
-‘07 309 6.8 -1\0 3.5
-1.1,‘ 1.2 10.0 107 4.0
31.9 2.7 18-3 907 10.0 :
-209 -106 0.5 100 100
-‘05 301 407 2.1 300
84.2 26.7 14.2 4.8 10.5
8l. 0.7 17.3 11.2(D) NA
79.1 5.9 12.2 7.6 N/A
9.5 9.0 7.8 6.2 NA
826.4 827.3 839.7 872.1 NA
3 86 98 102(F) NA
67 vl 84 86(F) NA
vl 90 102 108(F) NA

20.50 20.50 20.50 20.50 NA
43.65 48.00 53.95 NA

Notes: T
(A) Millions of Colones.
(B) Millions of U.S. dollars.

(C) Per capita GDP was calculated based upon the population series fram

the BOCR National Accounts 1974-1983,

and a 2.67 growth rate for

population was used to obtain data for 1984, 1985, and 1986.

(D) Nowvember to November.
(E) March of each year.
(P) March 198S.

\j~
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TARLE II: (CONTINUED)

Balance of Payments me Gap Format for 1984-19

Millions of U.S. Dollars)

Qurrent Accowrit Balance

Private Capital and B. & O.
Official Amortization

Other Official

Project Loans

Basic Financial Gap

Reduction (=) or Increase (+)
of~lu’rgars

]
Financial Gap (=)

(Financial Inflows)

ESF Loan & Grant

Debt Relief

Revolver Credit Facility and
Net Thange in Trade Credit

IMF Net Resources

16RD sructural Adjustment Loan

Over-all Balance

Change in FX Reserves (- is
an increase) .

Zero Per .B/P Accounting

1984
-288 . 4

70.5

165.9

..=383.4

174.0
-2].904
(297.4)

130.0

49.7

-3t.0

78.0

-7800
0.
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g6

1985 1986
-357.2 -176.0
129.0 70.0

. =406.3 =365.0
45.6 32.0
177.5 186.0
-mo‘ -25300
-111.8 -32.6
) -523.2 -28506
(582.3) (296.0)
160.0 120.0
274.6 136.0

74.9 -0-

32.8 -0-
40.0 40.0
59.1  10.4
-5901 -100‘

0 0

4

Note: This table is a restatement of capital and conpensatory accounts
shown above, ‘but with enlarged detafl.
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TARLE I1l: EXPORTS BY PRINCIPAL PRODUCTS, 1982-1986
(Valve in millions of U.S. dollars,
voluee in thousands of units, -

and prices in U.S. dollare) :
1982 1093 1984 1985 1986
Coffee
Valuve 236.9 230.1 267.3 315.1 480.0
volumne (46 Kg. 8acks) 2,040 2,357 2,457 2,702 2,400
Price (per 46 Kg.) 116.13 97.63 108.8 116.6 200.0
Bananas
Value 228.1 240.3 251.0 212.0 207,0
Volume (Metric tons) 1,003 1,012 .1,020 = 8S5 . 910
Price (per Metric ton) 225.21 237.50 245.1 248.0 227.5
Beef | N
value ) 53.1 31.9 43.5 52.9 §5.7
Voluwe (Kilograms) 24,268 13,920 20,504 26,954 27,000
Price (Per kilogram) " 2.19 2.29 2.2 1.96 2.20
Value 16.6 23.9 35.5 10.5 15.4
Volume (46 Kg. 5acks) 1,191 1,173 2,231 697 925
Price (per Kg.) 13.9 20.3¢ 15.91 15.01 16.60
Sub-total:Traditional
Bports 534.7 526.2 ‘597.3 590.5 758.1
Non-Traditional Exports 334.3 346.3 409.1 369.2 405.0
To: Central American ' '
Coamon Market 167.2 198.2 193.0 130.2 140.0
To: Rest of the World 167.1 148.2 216.1 239.0 265.0
_ (of which drawback)* n.a. n.a. (26.1) (28.0) (30.0)
Total Bxports, FCB* 869.0 B872.6 1,006.4 959.7 1,163.1

Source: Central Bank of Costa Rica,

February 21, 1986, for revised data for

1984 and 1985; Decemder 18,

coffee and composition of nontradtional exports,

USAID/C estimates.

Note:
Table II due to inclusion in
fioms as export incore. - In

1985, for forecast of 1986 except for
which are per

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

Table III of value-added by drawback
Table IT this value-added in included

as a nonfactor service income.
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TABRLE IV:

NET INTERNATICNAL RESERVES OP THE CENTRAL BANK OF COSTA RICA, 1982-1985
(Decemmber 31 of each year; millions of U.5. dollars)

1982 1983 1984 1985
1. NET OFFICIAL RESERVES -114.9 -92.8 -28.4 =-77.0
Assets 244.3 306.7 420.3 454.9
Freely Disposable 133.9 58.6 95.7 .9
Gold 13.3 24 .4 8.8 21.3
Bank Deposits 83.9 32.7° 20.2 ° 8l.7
Foreign Exchange 36.7 1.3 1.3 0.9
Securities -- - 65.4 9.5
Special Drawing Rights - 0.6 - 0.5
Other Assets 0.4 248.1 324.6 381.0
Time Deposits (CA Central '
Banks) 41.2 134.8 184.8 236.8
Multilateral (CA clearing
arrange:'ents) . 53.4 87.8 , 115.1 113.7
Contribution to CA Stab.
Rund) 15.8 17.8 19.2 19.2
Other 7.7 5.5 9.3
Liabilities =359.2 -399.5 -448.7 -539.1
Net Position with IMP -92.9 -191.9 -155.6 -188.6
Revolving Credit Facility -- -152.3 -201.9 -276.8
Other Short-Term -266.3 -55.3 -91.0 <73.7
Drawirg in CA Stab. PAund N.A. -32.0 -30.0 -30.0
Banco de México (and
Clear:ng) N.A. -5.0 -40.8 -3.2
Banco Republica de
COlGTbia ' N.A. '5.0 ‘5.0 -307
m .. ’ . Nvo .- 03 -1502 .3608
Mijustment of Short-Term = - . . .
Liablilities (IMP) - e - -32.8
2. PAYMENT ARREARS - -1,095.0 -40.6 -144.4 -32.6
Over 15 working days . _ . A
(imports) N.A. 40.6 26.0 —
Other . - N.A‘ - mo‘ -3206
3. NET INTERNATIONAL RESERVES . ‘
(142) - =1,209.9 =133.1 -172.8 -109.6

Source: Central Bank of Costa Rica and IMP.
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- TARIE Vi MONETARY ACCOUNTS 1981-1986

Estimate Program

1981 1982 1985 1986
<Cent-2al bank

Net international reserves -32,755 =48,648 =~ 5,994 -1l 886 - 4,680 -~ 3,480
icial reserves - 7,457 - 2,682 - 4,180 - 1,890 - 4,680 - 3,480
Payments arrears rescheduling =-25,298 -45,966 - 1,814 =~ 9,996 0 0
Net domestic assets 37,181 55,585 14,942 23,353 17,580 17,695
Net credit to public sector HreE] ' 11,881 28,385 1‘5‘5", 49 '57‘15, 9 §7fﬁ§
Net Ctedit to mnks - 6'951 - 9'872 - 8,0.‘7 ’12'907 '13':33 ‘15'503
Government trust funds (b) X ee - ee -~=1,)98 - 4,478 -13,105 -17,820
Stabilization bonds - 1,542 - 4,755 - 5,090 =~ 4,895 - 4,923 - 2,694

Long-term foreign liabilit-
ies ) -21,498 -25,271 -68,127 -93,578 -100,776 -110,1)2
Other assets net } 32,223 37,636 66,515 95,126 112,378 126,665
Counterpart arrears 25,298 45,966 1,814 8,436 0 0
Turrency issve 4,426 6,937 8,948 11,467 12,900 _14,215

-~ Banking System—--—-—

Net international reserves(c) =32,294 -48,131 - 4,290 - 9,918 - 4,086’ - 2,886
Net domestic assets 83,848 117,644 128,003 175,134 196,683 217,096
Net credit to public sector "9',294 11,620 26,697 30,7 30,798 30,798
Central Government (7,370) (6,592) (10,067) (11,400} (12,618) (12,618)
Rest of public sector (1,92¢) (5,028) (16,630) (19,321) (18,180) (18,180)
Credit to private sector ‘13,228 18,108 27,549 32,531 38,647 42,528
Other assets net = 36,028 41,949 - 71,943 103,446 127,238 143,770
Counterpart arrears 25,298 45,9656 1,814 8,436 0 -0
Goverrerent trust funds (b) - — 1,098 _ 4,478 _13,105 17,820
Long-term fo-eign liabilities 24,732 29,156 €9,998 _97.145 105,283 114,612
Liabilities to ptivat:é sector 26,822 40,357 52,617 63,593 74,209 81,778

s
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TABLE V (CONTINUED)
Percentage Change(4d)
Banking System . 1982 1983 1984 1985 1986
Net Samestic assets 33.9 13.3 12.0 12.3 10.5
Credit to privafe sector 36.7 2.1 17.9 1.8 0.0

Liabilities to private sector

1.6 2677 0.2

- -

4.5 28,7

I
Source: Central Bank of Costa Rica, Decembder 1985.

Notes to Table V:

(a)
(b)

(c)

(d)

Exchange rates utilized for conversion of foreign exchange to colones
are as follows per U.S.$ 1.00: (1981) £38.50; (1982) £41.40;

(1583) ¢£45.00; (1984, 1985 and lwa6) €60.00.

Reflects the full effect of rescheduling of payments arrears.
Includes counterpart of grants to the government and to Central
Bank.

Includes payrents arrears only for net international reserves of the
banking system. Other peyments arrears, i.e., of Central Bank and
of the banking system are: not included as they were not known at the
time of construction of this table. Wwe are, ho~ever, of $ 32.6
million of foreign excharge payment arrearages.

Percentage changes have been calculated using the same exchange rate’
for the conversion of foreign exchange to ~olones in each of the

years conpared.
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TARLE VI: OPERATTONS OF THE NCAFNANCIAL PUSLIC SECTOR, 1982-1986(N
(In millions of colones)

1982 1983 1984 1985 1986
=22 S =2

Central administration -3,258  -4,627 4,517 =3,225

? . -3,100
Revenve 4,026 21,417 27,012 32,100 38,700(B)
Expenditure 17,284 26,044 31,529 35,325 41,800(B)
Current (15,072) (20,953) (26,137) N/A N/A
Capital ( 2,212) ( 5,091) ( 5,392) N/A N/A
Rest of oeneral government 184 2,412 1,568 2,50Q 2,700
Revenue . 10,7¢2 17,555 15,176 20, 200 22,200(C)
Expenditure 10,598 15,143 13,508 17,700 19,500(C)
Current ( 9,085) (13,806) (11,916) N/A . N/A
Capital and net lending ~( 1,513) (1,337 ( 1,592) N/A N/A
State enterprises -5,696 -1,737 7 =-2,400 =2,700 .
Revenue . 18,374 29,545 34,152 37,200 40,900(C)
Expenditure . 24,070 31,282 34,145 39,600 43,600(C)
Current } (20,653) (26,826) (30,217) N/A NA
Capital and net lending - ( 3,417) ( 4,456) ( 4,328) N/A N/A
Public sector current account .
deficit (-) -2,431 5,020 7,510 N
General goverrment =17 2,897 3,867 L L
State enterprises -2,414 2,123 3,643
pPublic sector overall
deficit (-) - =8,T70 -3,952 -2,842 =2,100 -3,100
External (net) 1,505 - 324 - 384 N/A
Domestic 2,697 14,766 159 N/A
Banking system (1,872) (13,889) (-1,122) N/A
Other { 825) ( 877) (1,28)1) NA
External arrears 27,518 <=13,767 3,067 N/A
Central adninistration items
as percent of GP— : : S
:-.--mficj.t (-)3 30‘ : "306 -300 -1-7 -105
~--=Revenue: 14.4 17.0 17.9 18.7 19.3
—-Expenditure , 17.7 20.6 20.9 20.4 20,
Nonfinancial public sector : ’
defiCit (-) as mt@nt of GOP -900 -301 -109 -1.7 . -105
Central Bank operating deficit ' :
(=) as percent of GP 2 «5.6 -5.0 -4.7 -5.4 -4.7

Total Public Sector deficit .
(=) as percent of GOP -14.6 -8.1 -6.6 -7.1 -6.2

Notes: See Tah.e VII. - ‘ ’<
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v TARLE VI1s
ESTDMATED NET LOSSPS OP THE CENTRAL BANK, 1985 - 1986
(In n@llicns of colones)

1985 Proj. 1986
(260=SS]l) (Z60=USS])

I. Interest Eamed - 7,277 5,863
1. Rescheduling - Tranche I 1,734 1,734
- Tranche 11 750 678
- Revolver 600 390 .
2. Interest received 4,193 3,061
1I. Interest paid 15,840 14,410
1. External Debt 11,568 Ef'iﬁ :
2. Bank deposits F/E B ) 1,074 1,020
3. Stabilization bonds 800 600
4. ESF trust account 1,000 550
5. Other , 11398 -
IIY. DIFPEREXNCE (I-1I) . -8‘563 -8,547
" IV. OTHER NET CPERATING LOSSES - 990 - 990
V. TOTAL LOSSES (III+IV) -9,553 ' -91537

Sources Central Bank of Costa Rica (01/14/86)

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

Notes to Table VI: Source: Ministry of Finance. (A) Data for
.1984-1986 reduce coverage of public sector operations to include the
19 largest decentralized institutions and state enterprises. (B)

Data on central administration operation for 1985 and projection for .

1986 were released bv.Minister of Finance on March 4, 1986. The
revenves projection for 1986 includes ¢2.5 billion from higher
revenues due to higher prices of coffee and £1.0 billion as a
transfer from RECOPE (i.e., would continuve sare practice as 1985 and
also hold retail petroleum product prices at present levels).

(C) Assumes growth of revenues and expenditures of 10 § in 1986 for
the rest of general govermment and the state enterprise sector.

N
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TARIE VIIIt PROJECTED BALANCE OP PAYMENTS AND DEBT SERVICE, 1984-19%0
(Data in millions of U.5. dollars and peroent)

1984 1985 1986 1987 1988 1989 1990

<

B/P Current Account Balance -327 -310 =258 -210 -213 -229 -246
Net Private Capital 95 42 73 76 83 132 140
Net Public Sector . 89 138 31 -237 =62 -85 64
Disbursements to Public Sector 201 293 263 3¢8 353 305 300
Amortization of Public Sector -4)2 -406 =361 -585 =415 -390 -364
Refinancing (Existing Agreementec) 154 278 135 - -- -- -
Official Transfers (Inc. ESF grants) 109 212 172 120 ~ 65 65 60
Financial Gap (Reg. B/P assistance) - -- 56 330 212 209 208
Over-all Balance (Inc. Net. Int. Res.) =110 105 80 79 . 85 92 98
Public Sector Debt Service - - 426 481 576 ° 931 767 750 732
--Anortization 112 155 232 585 415 390 364
—Interest . 314 326 344 346 352 360 368

Debt Service as Iétio of Bports
of Goods and Nonfactor Services
---Before Debt Relief (Percent) 58.7 60.5 S5.0 67.2 50.7 44.8 39.5
—After Debt Rescheduling (Percent) 35.2 44.6 7

Source: See texts based upon IBRD Debt Reporting Service; information of GOCR,
and IMP staff estimates,

Note: Estimates for the years 1984, 1985, and 1986 included in this table &o

not necessarily conform to B/P estimates presented in Tables II and III
due to the fact that this estimate was prepared in July-Avgust 1985.

o
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4. Poonamic Transformation

In recent years writers on political econamy have came to
distinguish and separate anzlysic of a country's econamic problems into
stabilization and structural categories. Within this dichotomy the term
stabilization connotes a prograrratic remedy for an econary de-stabilized
by temporary foreign exchange scarcity and accelerating inflation.
Structural reform or adjustment connotes that there are chronic, if not
acute, problems with the country's econamic structure and that these
problems are susceptible to correction only during a longer time period.
Pram the viewpoint of results, an econamy can be stabilized in a |
relatively short period of time, such as two or three years, with a
coherent monetary, fiscal, and exchance rate program, and one can see the
evidence of stabilization in a strongly reduced rate of inflation and
public sector deficit. Structural reform is rore elusive in regard to
evidence of success and the relevant time period in which to find that
success. Moreover, the country-spxcific econamic topology may posit
{rr rtant Jifferences for strxctural reform. FPor Costa Rica, a small
open econorty, export growth is the lifeline to higher stancdards of living
am evidence of successful econamic transformation. Attairment of this
goal and restoration of Costa Rica's external creditworthiness, for which
evidence of success is very recent and only partial, requires also the
avoidance of sharp declines in real income, sharp increases in
uwemployment, as these are very likely to discredit sound but longer-term
economic prograts, i.e., econamic programs that improve the mobilization
of damestic savings, increase investment in export expansion, reduce
waste in the public sector, ax. also reduce waste in the private
sector--which may necessarily include curbing areas of high profitability
obtained solely from tariff protection.

Even though IMF programs are commonly identified as focussed on
stabjlization objectives and World Bank balance of payments support
operations bear the title of Structural Adjustment Loans, at this
juncture in Costa Rica we believe tlat these programs should be judged
fram the optic of longer term econamic transformation. Even though Costa
Rica attained general corpliance with the two formal L4P Standbys in the
period 1983-1585, and tho evidence indicates increasing econamic
stability, the country has not yet restored its external creditworthiness
sufficiently to obviate the need for new IMF arrangerents and further
rescheduling of external debt. In addition, certain policy instruments
that have been governed in the case of Costa Rica principally through IMP
arrangements, notably the exchange rate and the public sector deficit,
are key elements in any coherent program of longer-term econamic
transformation. The World Bank and AID programs are more obviously aimed
at econamic transformation and recovery over a mediux to long-term time
horizon (5-10 years) and aimed at improved econcxic efficiency in both
the public and private sectors.
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5. rransformation of Trade Structure

The structure of Costa Rica's exicting trade arrangements within
the heavily proteced Central American Common Market (CAOM) has produced a
structure of production oriented to the small domestic and regional
markets rather than for markets outside the region. At present, the CKM
g in crisis, and slow growth of this market must be assumed under the
west of circumstances. Moreover, 2 recent study shows that the net
effect of Costa Rica's exports to the CAOM is not large. In the most
prosperous years of the CAQM, Costa Rica'c exports of manufactured goods
to the region represented about 12 % of the gross valve of industrial
production and that about 80 t of industrial output was consumed.
internally. Even in the late 1970s and early 1980s, when exports of
manufactured goods to the CAM equaled onc—-fifth of all camodity
exports, the value added of these goods approximated only 1.6 % of GI®.
Apart Srom low impact, the CAO¥ Cammor External Tariff (CET) has irmparted
a high degree of effective protection to final consumer goods
{industries. Consequently, consumer goods industries avoid the
corpeticion from imported goods that would help them to became price
campetitive in third coumtry markets.

Costa Rica's trade with Central America has declined in real terms
- since 1979, and in 1985 the crisis of the CAQM Clearing Bouse produced a
$ 62 million decline in Costa Rica's exports to the CAQM ({.e., from
$ 193 million in 1984 to § 130.2 million according to preliminary 1985
data; see Table III). The clearing house crisis began in the period
1980-1982 with the Nicaraguan freeloading off other CACH menbers, and
Nicaragua now owes $ 400 million to other CAOM countries, and about half .
of that t» Costa Rica. As a result of imitation as well as through
retention of over-valued exchange rates, the other three CAM countries
have also run up significant met debit balances with Costa Rica, which
totalled & 131 million by mid-1985. 1In May 1985, the Central Bank of
Costa Rica inposedalimitmitsexportstoead\oftheotherc}\m
countries, allowing exports only to the extent of its imports fram each
ccantry for all payments processed through the Clearing Bouse. In July
the Centrel Bank of Costa Rica obtained agreements with the central banks
of Eonduras and El Salvador which provide credit terms to them in regard
to new trade arrearages and the one-to-one limit on exports to those
countries was dropoed. However, approximately equivalent credit terms
were irposed on Costa Rican exporters by the Central Bank of Costa Rica,
who are paid in a combination of cash and Central Bank certificates of
deposit. Inesmuch as the COs were readily negotiable at the San Jose
stock exchange, the discount fram the unified colon exchanze rate was not
large--less than 10 %. lowever, {n February 1986 the Central Bank
enacted new regulations governing trade with El Saivador and Bonduras
that, in effect, enforce payment for exports to these comtries in
coavertible foreign exchange (and eliminate payment through the CAQM
Clearing Rouse) and irports from these countries are now subject to the
same prior deposits as agply to other third countries.

Adojiion of a tougher ~ollection policy by Costa Rican authorities
on OOM trade debt is a direct conseguence of the fact that Costa Rican’)
oq:ortstoﬂuemhavegnaygragewtmportedcmpmentm\dthat \(L
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Costa Rica has to pay for those imports with convertible foreign
exchange. Thus, if one assures that the CACM trade debt to Costa Rica
would continue to grow to the point where credit balances become de fecto
gifts, then a reduction in Costa Rica's exports to the CAM wiuld save
foreign exchange. We suspect that the impact of these new measures will
signify stagnation of Costa Rican trade with Central America in 1986 even
with a coffee boam. In the case of Guatemczla, after several ronths of
export paralization under the one-to-one rule, a settlcment was reached
in regard to payment and i{n early 1986 Costa Rica resumed unrestricted
trade with Guatemala. 1In the case of Nicaragua, with the exception 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 administration undertook several
actions to rake exporting rore attractive. These included suppression
of a tax on the exchange rate differential, removal of an ad valoren
export tax on nontraditional exports to outside of the CAQMY, removal of
income tax on nontraditional exports to outside of the CAQM, creation of
a ministry of expotts, and the unification of exchange rates. Costa
Rica's nontraditional exports (i.e., excluding coffee, bananas, sugar,
ard beef) to third country markets, i.e. non-CAQM, increased by $ 90.8
million in the two-year period 1984-1985., Available data indicate
significant increases in exports of shrirp, alcatwl, furniture, clothing
and dergarment items, cut flowers and ornamental plants, cacao, and
chocolate. The.increase in nontraditional export earnings cited here is
less inpressive than shown by U.S. data on imports from Costa Rica
because the U.S. data is on a gross value basis while the Costa Rican
data include only value-added for drawback industries. The Cental Bank
estimates drawback value-added at $ 25 million for 1985. Purther
increases in nontraditional exports, partjcularly ornamental plants and
flowers, and selected fruits and vegetables, macademia nuts, cacao, and
pineapple are possible in coming years 1€ specific market problems and
infrastructure problems are solved ard if additional investment takes
place. . - .

Good exchange rate ranagent is a key necessary condition for the
expansion of Costa Rica's nontraditional exports and also for the health
of her traditional exports. 1n particular, nontraditional exports will
not expand unless they are syfficiently profitahle because potential
investors avoid activities of low profitability and because the already
comitted investors would lack the profits to plow back into expansion of
their export operations. Given the practical limits to export
subsidies, i.e., the impact on fiscal expenditures and foreign campetitor
lecal retaliation, good exchange rate management is the remaining most
effective policy tool for increasing export profitability. -Recourse to
this tool may be necessary even if, for distributional rezsons, increased
profits for certain other exports are captured via increased taxes.

s
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Given the relative cpenness of the Costa Rican econaxy, wvhich
entails a high inflation pass-through from devaluation, real effective
devaluation on the order of S & per anaut 15 probably a politically
feasible 1imit duve to the adverse effect on real incores from-stronger
devaluation. Por example, in naminal terms suoch devaluation would outnin
damestic inflation by about 5 percentage pcints, e.g. 2 devaluation of
15% in the context of 10% inflation (assurinc trading partner inflation
at zero). Given the inauspicious rediur.-~erm outlook for Costz Rica's
balance of payments, the existing trade deficit, and the size of the B/P
current account deficit, it is not inconsistent to press for continuing
real devaluation while eschewing the stronger devaluations vhich are
quickly eroded by accelerating inflation. The Colon is still overvalued
in the sense that the market clearing exchange rate without substantial
external balance of payments assistance would be moch higher (and with
lower real incomes in Costa Rica). :

Costa Rica's exchange rate management has improved in recent years.
In 1983 the Central Bank wnifed the "free® bank and inter-bank exchange
rates and reduced ‘the percentage of export proceeds that had to be
liquidated at the-lower official rate (¢ 20 per U.S. dollar). In 1984
the colon was devalued frar € 43.65 to £ 48.00 (nominally by 10.0 8) in
four mini-devaluations, and in 1885 the colon was devalued from € 48.00
to ¢ 53.95 (nominally by 12.4 &) in twenty-one rini-devaluations.
According to the purchasirg power parity concept and taking Septenber
1982 as the base period, as of October 1985 the real devaluation of the
Colon for this Yhree-year period amounted to 5.0 & according the
trading-partner weighted index prepared by the Central Bank.

: Apart from exchange rate, excessive levels of tariff protection
incorporated in the Common External Tariff (CET) of the CAOM has also
been an important source of anti-export bias and of economic waste. High
jevels of effective protection encouraged businessren to invest in-
production for the damestic and Central American markets rather than in
production for the world market. CAOM mestoer countries agreed in
December 1984 to a reform of the CET to reduce the level of effective
protection (i.e., the percentage by which the damestic valve-added can
exceed the internationally campetitive value-added) to a range of SO § to
150 &. This reform was ratified by CAOM govermments in early 1985; the
specific tariffs were agreed upon in September 1985; axd the new tariffs
and custom valuation system were irplemented on January 1, 1986. Related
to this reform, Costa ‘Rica negotiated with the world Bank for a
Structural Adjustment Loan ($ 80 million) and tariff reform wes also a
key condition of this prograt. The tariff reform must be viewed as a
first step toward the rationalization of Costa Rican manufacturing
industry inasmch as it will discourage {nvestment in the production of
goods which require excessive protection, that is production where costs
are strikingly higher than those in the world econcay. Thus, the
benefits are mainly in the form of directing new investment resources to
areas of higher social (as well as private) profitabllity. .
-
b
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6. Reform &f the Pinancial Sector ,

r.

A significant reform process led by the Central Bank has reduced
the scope of administrative allocrtion of bank credit and to increased
the role of interest rates in allocating credit and mobilizing domestic
savings. The Central Bank's 1986 credit and interest rate programs
incoporate precepts formulated and 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 numerousr allocative credit categories,
that had been for many years its principal tool of credit allocation and
albeit a non-price allocative instrument. As recently as 1983, its
credit program contained quarterly ceilings for each of the four
state-owned comercial banks for eight broad ~conomic categories and,
within these, there were €3 specific "topes” defined by activity or
czop. The 1984 proaram contained five broad allocative categories and &
total of 23 "topes®. The 1985 credit program continued the movement away
from credit allocaction and consisted of only quarterly global credit
ceilings for each of the four gtate-owned barks with a breakdown by three
broad econamic categories. The 1936 credit program continves the process
of moving from credit controls nec<d on detailed allocation to reliance
on orthodox instruments of menetary policy and market determined interest
tates.

Prior to 1983, interest rates on loans were used in conjunction
with the system of detailed credit allocation as a means of subsidizing
activities that’the goverrment wanted to promote. Moreover, interest
rates on both deposits and lcans (2lso set by the Central Bank) were
frequently negative in real terms. Interest rates on bank term deposits
were seldom set at levels to attract savings but rather us a means to
keep the cost of credit low. With the decline of inflation and in line
with the policy goal of the Monge >3ministration, positive real interest
rates emerged in late 1983. Beginning in 1984, subsidized credit has
been extended only to small producers and the total amount has been
limited to less 16 8 of the total credit portfolio of state-owned
banks. 1n December 1984, the Central Bank allowed banks more
flexibility in the setting of interest rates, and, at present, each bank
'is allowed to charge on loans and to pay on deposits up to 3 percentage
points above or below the respective rates set by the Central Bank.
Eowever, for the unsubsidized credit portfolio bank interest charges are
still set by four defined econamic activities, with base rates ranging
from 20 § to 28 8 per ‘annum and reflecting a political bias favoring
agriculturalists and manufacturors with less costly credit than merchants
ard consuners.

The state-owned commercizl banks represent the predominant share of
financial intermediation activities in Costa Rica, accounting to about
95 § of deposits and 85 § of loans in 211 banks and finance corpanies,
This market doninance 1s explained by the monopolistic privilege on
demand deposits granted to the state-owned banks since 1948. Bowever,
due to lack of competition and overequlation, state banks have cumbersame
operating procedures, suffer political fnterference in the granting of
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credit, and have high operating costs’ and low portfolio turnover.
Poor service and the need to make repeat trips to the bank also
impose high transaction costs to savers and borrowers. For exanple,
a recent study based on a sanple of 394 loans made in 1983 at-
selected rural branches of a leading state bank indicated that the
non-interest costs of obtaining and presentino the required
Joan-related documents as well as visits to push the approval
process amounted to 11.5 % on an annualizec basis.

2 fair comparison of the state-o-ned banks of Costa Rica with
banks of the same size in other Western countries would conclude, we
believe, that the former are overly bureaucratic in procedural form
and operations and are overstaffed. This obviously translates into
lower returns to savers and higher costs to borrowers. Rough
estirates indicate that the spread between the average rate charged
on loans and the average rate paid on deposits at the state banks is
about ten percentage points. Bowever, despite this high spread,
their profitability is low when campared with private banks
operating in Costa Rica. In 1984, profitability expressed as an
average return on‘equity was 3.7 & for state banks and 21.9 § for
private barks, and as an average return on total zssets it was 0.2 §
for state banks and 4.5 8 for private Lanks.

Any worthwhile reform of the Costa Rican banking system
should aim at irproving its efficiency. We recognize that the
specifics of any reform of the financial sector would generate
political controversy. Rowever, the inefficiencies of the Costa
Rican financia) sector are toc large to be easily reduced in the
absence of a substantial reform effort. In our view, 2 genuine,
worthwhile reform must include (a) the ability of all commercial
banks, state and private, to deposit accounts on equal terms, (b)
the powers of bank top ranagnent 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 lcwerc level loan
camittees nore ample attributions to approve loans, to simplify
bank proceedures, to reduce processing hnttlenecks, thereby reducing
the presently high transactions costs. 1In regard to private banks
ard finance companies, the laws and regulations that limit their
scope end activities shoulc be removed. The recent reforms of
inte-est rate structure to positive real rates, to market ,
determination of interest rates, and away fram negative real rates
of interest and fram the non-price directed allocation of credit
ghould be retained. We judge that the existing dispersion in
{nterest rate structure is high, largely dve to administrative
determination, and would be lower with a more market deterrined
structure, that is, in accordance with the term, cost, and risk X
ascociated with different types of deposits, borrowers, and O
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 8 of GIP in 1982 to about 7.1 § of GIP in :1985;
see Table VI. The latter is still too high for price stability
ard a goal of 3.0 8 of GIP by 1990 would be in line with stronger
price stability and a B/P current account deficit on the order of
5.0 § of GP. BRowever, the method of achieving this longer-term
goal also impacts on other econcmic objectives. In recent years,
particularly since the economic crisis of 1980-1982, reduction of
the pudblic sector deficit has been coccarplished through increasing
tax revenuves and the cha.rges of state enterprises rather than
through containment of public sector expenditures. In addition,
public sector and central govermment current account savings are
small, and this fact plus the goals of reducmg the over-all public
sector deficit irpact against capitzl form:tion in the public
sector. Moreover, a higier tax burden also recuces private sector
disposable incore and this can irpact negatively upon capital
formrtion in the private sector. The Monge administration has
relied primarily vpon stop—gap revenue measures to reduce the
deficit of Costa Rica's nonfinancial public sector and not upon
measures to reduce current expenditures in real terms and public
sector enployment. The importance of an early reduction of deficit
to price stability obviously tilted Costa Rican policymakers toward
revenue enhanceent. However, the consequences of that tilt are
unfavorable to longer-tern econcmic growth and external donors have
sought to counter public sector exmansion. In particular, the 1985
IMF Standby set a cumilative limit on centrel acwinistration
expenrditures (which was inplemented) and the World Bank SAL
requested a freeze o public sector employment (which was not
entirely effective, public sector employment increased by 3,000
positions fram March 1984 to the end of 1985).

During the past decade the tax burden in Costa Rica has
increased. Central administration tax revenues grew from 12.5 8 of
GDP in 1975 to 17.9 & of GOP in 1984, and available data indicate
that the total tax burden including social security charges
-increased from 16.7 & of GOP in 1976 to 25.6 % of GI® in 1984. The
large public sector deficits of the late 1970s plus economic
stagnation after 1980 acocounts for these higher ratios. Even though
one nught suspect that the growmg tax burden caused the recent
economic Tisis and stagnation, evidence supoorting this hypothesis
is not irpressive, at least for the period 1975-1984. As noted in
San Jose cable (85) 9857, a recent msszoﬁ-sponsored study of the
evidence on saving, investment; and economic growth as linked to the
tax burden, feiled to find a significant causal linkage. That
study cited, however, the importance of three noteworthy non-tax
econcriic policies, as follows: (a) interest rates set at levels that
made then nogative in real terms and which produced a low ratio of
damestic savings to GP and also a generally low cuality of private
sector investment activity, (b) heevy public sector external
borrowing used mainly to defending a fixed exchange rate /) \

e ————— e m— -
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held at substantially overvaluved levels, which stimlated the
consurption of imported goods and decreased the profitability of
exports, and (c) a highly protectionist tariff, which favored
damestic manufacturing and oriented investment toward expansion
based mainly upon the damestic market. This study also noted that
the relative burden of the income and profits tax was low until
after 1982 and indirect taxes were relatively high and that from
this point of view the tax structure had beer favorable to saving
and investment. However, the study do2s not rule out a possible
future negative immact from a higher tox burden after i982. As a
signal of public awareness of the heavy burden of these taxes,
during the 1986 election campaign both of Costa Rica's major -
political parties advocated reduction of the personal and corpo-ate
income tax rates. In San Jose 9857 we concluded that due to changes
enacted in 1984 the personal income tax in Costa Rica is not now as
onerous due to the broadening of brackets, increased tax.credits,
ard preferential treatment of capital income. Bowever evasion is
serious, suggesting that lurther rate reductions should be
undertaken along with irproved administration. In regerd to the.
corporate incame tax, the dominant marginal rate is nigh (50 &), and
this encourages evasion and discourages investmenc.

The deficit of the nonfinancial pul:lic sector has been
reduced in successive stages in recent years fram 9.0 § of GIP in
1982 to 1.7 & of GDP estimated for 1985. Bowever, as is indicated
in Table VII,*the Central Bank net operational losses account for a
gizeable portion of Costa Rica's public sector deficit, and these
Josses have been on the order of 5 § of GP in recent years.
Inclusive o/ these losses, the over-all public sector deficit has
been reduced from 14.6 8 ot GDP in 1982 to 6.2 § as a preliminary
estimated for 1985. The economic significance of Central Bank
financial losses consists in the fact that these losses require .
money creation in the form .Z an expansion of Central Bank currency
{ssve and this has the same impact as monetization of a deficit of
the nonfirancial public sector. The effect is also identical,
other thiigs equal, less banking systemr credit is then available to
the privete sector. In broad perspective, IMF-form.t monetary
tables (see Table V) demonstrate the rore usual el'ments creating
and extinguishing money. FPor example, a balanze of payments surplus
(i.e., increzse in net internationazl reserves) ur an increase in
banking system credit to the public (private) ss-ctors or Central
Bank losses increase money in circulation, and . balance of payments
deficit (i.e., decrease in net international reserves) or a decrease
in banking system credit to the pudblic (private) sectors or a
reduction in Central Bank losses reduce money in circulation.

As is confirmed in Table V (see net domestic assets, “other
assets, net"), the major source of monetary expansion in Costa Rica
arises from losses of the Central Bank, and these losses arise
mainly from the imbalance between the size of its interest-earning
assets and of its interest-paying liabilitles. Regarding the 7\
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latter, the largest element is interest on external debt accunulated
in the late 1970s t» defend the Colon. Other interest-paying
liabilities include Central Bank interest payments on stabilization
bonds and its interest payments on dollar-denaminated deposits of
the Costa Rican comrercial banks. At present, and due to low:
interest-earning assets, Central Bank interest income is low. Even
though cited in Table VII, interest payments on ESF local currency
deposits are not properly judged as a Central Bank loss item as long
2s 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 £ 9.4 billion are on
its "own" external debt. Unfortunately, the measures that can be
taken by the Central Bank to reduce its losses are quite limited.
In 1985 the Central Bank redeemed most of its stabilization bonds,
which reduced interest payments, and over the longer tesm the
Central Bank could. attempt to increase interest earnings through
expanding rediscount operations. However, rapid irplementation of
that solution is obviated by the existing size of Central Bank
losses as well as prudent limits to monetary expension. 1Ihe heart
of the issve is that Central Bank losses are presently so high that
given due exercise of monetary prudence the Central Bank is unable
to purchase other domestic assets so as to gain the additional
earnings needed to reduce its losses. In effect, there is no way
out of this vicjous circle without a fiscal subsicy. We are
informed that central government is considering a subsidy of the
Centra) Bank in 1986 on the order of € 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 same abnorrence 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 placed in interest bearing securities outside the
country and the earnings of these securities come to offset the
losses. Ooviously, if Costa Rica were able to build up net
internation2l reserves to about $1.5 billion, its Central Bank
losses wn\.\3d Jdisappear. .

. Apart frca the consequences of public secior expenditures on
inflation, the size and camplexity of the public sector in Costa
Rica raises the question of efficiency of public sector operaticns.
The OOCESA 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 puivate sector torrowers but also to users who
are willing and able to pay interests rates well in excess of 20 §
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per anmu. L\rent)u:gh@?ﬂ\isanexceptimlcaseof intrusion
of the public sector into an operation better left to private sector
and possibilities of liquidation through bankruptcy, an honest
examination of public sector operations would likely uncover several
areas where public services could be provided ir. rore efficiently,
that is, at lower cost and with fewer public sector eployees.

Over-staffing in the public sec:tor is suagested by the fact
that public sector enmployment has beer growing faster than private
sector employment. During the past two decades the share of public
sector employment in total enmployment has gone from 13.3 & (1963) *to
15.0 § (1983). Costa Rica's relatively low open unemployment rate
is explained in part by high public sector etployment. As is noted
in a recent study (Gary S. Fields, Employment and Economic Growth in
Costa Rica, Decetber 1985) expansion of public sector employment
poses a potential problem for two reasons. One is that public
sector employment expansion may or may not proceed in accordance
with labor produstivity, and we know of no systematic studies
addressing the question of whether employment in the putlic sector
at the margin is more or less productive than in the private sector
i{n Costa Rica. Bowever, what is clear is that public sector wages
are on the average about 70 & higher than private sector wages, and
that these wage differentials stand up even after standarizing for
differences in workers' education and experience. Consequently,
private sector workers in Costa Rica on thc whole aspire to jobs in
the public sector, and this in turn leads to shortages in private
sector occupations which require the highest amounts of education.
We suspect that income distribution consequences of abundant public
sector enployment are unfavorzble, i.e., low incare taxpayers
support higher income public sector workers, and perhaps for a
volume of public sector employment that is higher than necessary.

Y


http:e.ployme.nt

ANEX 11
Page 1 of 4

ENGLISH TRANSLATION

March 17, 1986

Mr. Lewls Tarbs”

Arbassador

Brbassy of the United States .
of America . '

San Jose

Dear Mr. Anbassad:')n

It is a pleasure to write ta you at this time to convey my regards and to
_acquaint you with a series of deliberations that 1 have pursuing since my
election to the Presidency of the Republic on Feoruary 2 of this year.

Various policies and programs developed by the adninistration of
President Mongé involve obligations which will extend into the period
during which I must preside over the Govermment of Costa Rica. In.
reviewing these programs, 1 am particularly interested in becaming
acquainted ‘-ith the agreeaments reached with various international
entities.

I have begun a careful study of the econamic support arrangements that
this country bas obtained from friendly countries and financial
institutions. A.l.D. financial assistance to the Goverment of Costa
Rica has received my special attention: 1 cannot fail to express the
gratitude we feel towards the Government of the United States for this
assistance.

In a recent visit with Messrs. Daniel Chaij, Richard Archi and Rodolfo
Cortés, as well as Messrs. Jorge Rossi, Jorge Manuel Dengo and Rodrigo
Arijas, 1 was informed of progress in {mplementing various progra&ns
supported by A.1.D., including especially the divestiture of the CODESA
enterprises, the organization of the Housing Mortgage Bank, and the
International Agricultural School for the Humid Troples.

<y
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At that time, Mr, Chaij expressed his concern about scame aspects of the
above-mentjoned programs. In the case of CODESA he {ndicated that, with
the change of goverrmment, there might be doubts on the part of the U.S.
Government as to whether the new Government of Costa Rica would alter the
present course of action. In the case of the International Agricultural
School for the Humid Tropics, there has been concern about the delay in
the process and sgme confusion about Its status as an international
fnstitution, about the exonerations which have becn requested, and about
its relationship with the Costa Rican Council of Rectors. Finally
several very specific points were raised in connection with the progress
of the Housing Mortgege Bank bill, eand the financing the Bank would
receive fram A.1.D. ‘

With respect to CODESA, allow me to reaffirm the determination of my

Goverrmment to continue and accelerate the program which was established
in accordance wjth (our) agreement and in corpliance with Executive
Decree No. 16007-E-MEC. We do not contemplate any change {n the process
which has been Initiated; my goal is the strengthening of the private
sector action as the main dynamic element of the econamy of Costa Rica.

The function of the State, in the view of the Liberacion Nacional party,
will econtinue to be one of prawting and regulating, wi thout
conterplating the participation of the Govermmant and its institutions in
the processes of production (after the model of the "Entreprenurial
State").

1 do not consider it opportune to detail bere what in my opinion would be
a repetition of elements of the agreements now in force concerning CODESA
or other programs; but 1 bave asked the First Vice President of the
Republic, Ing. Jorge Manuel Dengo and the Minister of the Presidency,

Lic. Rodrigo Arias, to formulate a carplementary merorandun to this_
letter, based on the reaffirmation of the intentions of my Government to .

go forward with the processes fnitiated by the present admninistration.

The above-mentioned document will treat in an specific way the different
‘ aspects that could be subjects of concern or uncertainty for the
Goveroment of the Unjted States.

‘Sincerely,

Oscar Arjas Sanchez "
. President-elect of Costa Rica

Nk




S Joel, 17 e v de M9b0 .

“ Senor.
Lecis Taxbe
Exbajzdor.
Eabajada de Loé Estados Unidos
de Azbrics
S’ Peapache

Estir=ds seion ‘Embadados:

£ un peecen poac el diiodme @ usics en LI ¢pralunides pers saiuist..
v hacerle paiticipe de una sexie de consideracioncs que he vendido haeicr-
de ceade 54 desionacibi a Lo Presidencia de La Reciblicn el pasado dee c:
desiaie dec e e cusis,

Er el proceso de"fc:rw:f,&.vu con Loy dielintas peliticas y progrars:
out ha venido desarrcllando Lo admiristracibn dil Presiderte Monge, qul
-imolican una sendie de oblinaciones que e prwectan al perlodo en que X
ccvesponde presdidin el Gobierno de Costa Rica, me he interesade espsciss-
neile psa conoecs Lo acuerdos & gue sc¢ ha Llesede con diveists OBTULZLt-
nes wkeuawoiaLe:, )

br OueESe wn esuder cuddedrsr Co 4y poltes €L GrrEt econimies ol
el pals hz oblenido de palscs amiaes ¢ Ce LnsTiUCACrES fananciesas. B
peeial ateneibn me ban menecido {os piogramas que §inancia La A1.D. en
apoyo al Gebierro de Cusza Rica, sobxe Lo cual no orito manifestanle el
agsad.ciniento que Loneeos hacid' el Gebienre de Los Estades Unidoz.

En unz aecicnle visita que me -hicicran el seica Daniel Choif, el seics- -
Rickard ‘Achie g el seion ‘Rodolio Ceatls, c La cunl asistieron Lambién e&
dency Jorge Rossd, el Irg. Jorge Manuel Denge .y el"Lic. Rodrigo Arics,
e Lnforncron del avance en Lo ejecucibn de Los diversos programad quet
*han aecibido apoyo dc La A.1.9., en especial de el aclaciorado con La -
venta de las empicsas de CODESA, el de La onganizaciby de La Caja Hipole-
caia de Lo Vivienda y el de la Escuela Inteanacional de Agriculiws pess

eL Trbpico &Imado .

En esc oposfunidad, el seiion Chalf manifests su prcocupacifrn sobre elounss
espectes de Los antenicncs pwgramss. En ef caso de CODESA £Lndich que con

el eecbio de edministracibn podrlan existin dudes en el Gebieano de Lod

Eatados Unidos de que ef eunse de accibn que se ha vonide siguiends pulie-

‘é‘ ée1 oodilicade pox el nuew Gobicrno de Cesta Ricz. ©n el caso de Lz

“scwela Intevnacional de Agricultutsa pese el Tabpier Himedo, La preocupscifs

hf sice xcspeclo ¢ Lo 1o dcl ulmite v a clents confusibn sobre &L N
$3ilus de Lnstitucibn inicanacional,'las exoncraciones aoﬁlu&da-b’ Y <& 23 /)/\
Lacifr: cor el Conscjo de Rectones de Cosie Rics w {inalmente diveasos purtss |
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uy upcdyicu aelalivos am«a da’pwycw de Caja Mipolecarnin pav
& Vivienda y o2 Linancioniento Que £rla Zerdria pun parte ée La A1,

En aslocibn eon CODESA me perailo ‘aalifican a usted, eb empeio Que Lien:
B Gohieans por continuan y acebenca ‘el prarama establecido de acuend:
con el eonvenio y de confoanidad con Lo establecidy en el Decreto Efecu-
Lvo Ko, 16007-E-UEC. No eontemplamos ninoun cambio en ef proceso ini-
eiado y ei deseo es el fortalecimients de 2a accidr del seclor mifvad:
coee el principal elemento dinfmino de La econorla de Costa Ricw.

e funcibn del Estade, dentro de La €sis del Pantido Liberacibn Nacional,
dtouind siendv wna {wreisn prmotora ¥ reauladora &in gue ée contemple L,
Pailicinacibn del Gebierrs u sus {nstituciones en Lo zi0cescs de proguce
cidn de beeses que conctedtan @ wi "Eslace empicsaiis'. - .

" No exeo opeatune precises o puntuclizer Lo gue a &{ juiciv serda una %g-
peticibn de Lot aspectse de Loy converics vicentre selecicnzcee eern COTES!,.
-0 con Los otrrs paoararas, pere Le ke solicitade al Frime: Vice Pacsidens.
de la Repiblicz, Ing. Jonge Maruel Dengo v al Miristro de La Presidencsiz,
Lie. Rodrino Arics, pana que {ormulen un memorandum cormplementario a esz: ,
nola, basado en La aatificacibn de Las intenciones de pd Gobierno, e conti-
nuax adelante eon Los procesos iniciados en La presente Administracibi. E:
documric en nu:c.wn.p.u:«tuauzv.d en foama especliica Los distintes asgaelnt
¢ue pudicrar $es motive de Fiteeupaciln o Lncestidurbic pas perte el Go-
beewe de o8 Estacer iise:. )

Coadinlmerie,
S

, .
VAU Une -,

Opcan Ariay S&Eir_z 7

Pwdmu&ew‘dehmx&j.} P e L e -
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[
ENGLISE TRANSLATIOR

San José, March 25, 1986

Mr. Levis Taxbds
Azbassador

Dnited States Embassy
San José

Dear Mr. Ambassador:

1 am pleased to vrite to you, _at the instructions of the President-elect,
to copfirm in detailed form the willingness of the pev Government to
caintain the agreements relating to the sale of CODESA's subsidiaries,
and also to define the necessary conditions to establish a Central
Bousing )(ortxagc' Bank.

Execution of the CODESA program

In regard to the first point sentioned above, there are certain decrees
and agreecents vhich establish the basis for the sale or transfer of
CODESA's susbsidiaries. Among these, the wmost important are: s) Lav No.
6811 dated Septesber 10, 1982; b) Lav No. 6955 dated Fedbruary 24, 1984;
c) Decrees ¥os. 16007-P-MEC and 16520-P-MEC; as well as various Cadbinet
agreewments related to the sale of shares and extension of the prograz's
deadline. Pinally there is a Meworasdum of Understanding betveen the
Government of Costa Rica and the Agency for International Development

(AID), where terms of finaocial support of the program are defined.

In the Memorandum of Uoderstsnding, the Covernment through its President
and Cabivet, agreei on February 6, 1985, that CODESA vould have to:

A. impediately sell its subsidiaries;

8. neither make pev investments nor participate in the creation of nev
subsidiaries; - : :

C. i{ocur ‘no mpewv obligstions,. wnor give any guarantee to fioance
investments, except for existing commitwents that have been ratified
by the Cabinet. The parties have agreed on A.l.D. fioancial support,
up to an smoupt of $140 million in local currency under the Crant
Agreement for Ecooomic Stabilization and Recovery of Costa Rica, to
belp in selling CODESA's subsidiaries.

(There are other relevant items wvhich we need pot mention bere).

K
-
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In accordance with the above—mentioned documents and with the
President-elect's letter of March 17, 1986, I &= pleased to-inforz you of
the firp intention of the mev Govermment to issue a Decree, and to make
any additional arrangements wvhich msy be required, to extend the mandate
of the Rational Commission for the reo-gezitation of CODESA as long as
is necessary in order to comply fully with the established prograsz.

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

a) Original grant: an -amount equivalent io colones of wup to
0.5.$140 million, minue the amounts of the investments wmade 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 vhe Nationmal
Commission for the Reorganization of CODESA, as vell as the studies,
preparatory wvork, and technical assistaoce required to comply with
vhat is specified in this document.

B. Along with the ratification of the comitment related to the sale or
liquidation of CODESA subsidiaries, we propose to extend the mandate
of the Rational Comzission for the Reorganization of CODESA, and to
charge the Comzission, as well as CODESA's Administrative Council and
Executive Presidency, with the folloving  activities and
implemcntation schedule:

&) To approve the necessary changes in the articles of Cementos del
Pacffico, S.A. (CEMPASA) and Pertilizaotes de Centrosmérica
(FERTICA), in order to include 1in their text guarantees
sufficient to protect those who acquire the forty percent (403)
of the stares of such enterprises, including e wmanagement

contract wvhich assures the enterprise's efficiency and.

productivity. .

b) During 1986, CODESA sbell sell or liquidate its shares or
iovestments in the folloving enterprises: ALCORSA, Atunes de
Costa Rics, SARSA, LACSA, STABAPARI, MACASA, NMULTIYER, RAMNUCAR,
TZMPISQUE FERRY BOAT, FLEMAR, Cewmentos del Valle and any other
enterprise not oentioned by name, in which CODESA is a majority
or wmipority sharehbolder, except tbe shares in the Kational
Securities Exchange and in CODESA's seat on this Ixchaage.
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. f
e) The folloving CODESA subsidiaries shall be sold or liquidated

dé)

To

during the first nine months of the calendar year 1987: CATSA,
CEMPASA ané FERTICA. Durinz the remaining wonths. of 1986, the
Rational Commission for the Reorganization of CODESA shall have
total powver to carry out the studies and preparatory vork needed
prior to the sale of these enterprises’' shares.

The Rationsl Comzission for the Reorganization of CODESA shall

complete the transfer of the operations and shares (including all

the assets and liabilities) of the folloving enterprises:

(1) Transportes Metropolitruos, S.A. (TRANRSMESA) to the Mimistry
of Public Works and Transportation (MOPT), which shall
paiotain it as a decentralized wunit.  TRANSMESA debt,
consolidated in CODESA's debt with the Central Baok of Costa
Rica, shall be cancelled by the Ministry of Pinance with
_Goverument Bonds in favor of the Central Bank to be credited
to CODESA's existing debt. The value of TRANSHESA shares
shall receive the same treatment.

(2) Corporacibn de la Zona Franca to the Centro para la
Promoci6n de las Exsortaciones y las Inversiones (CENPRO).
The value of the shares transferred to CENFRO, as vell as
the debts of the Corporacién de la Zona Franca consolidated
in CODESA's debt to the Central Bank of Costa Rica, shall be
cancelled by the Ministry of Fioance with Government Bonds
in favor of the Central Bank to be credited to CODISA's
existing debt.

(3) MIRASA sball be transferred to the Ministry of Industry,
Energy and Mioes (MIEM). The value of the shares
transferred to MIEM as well as MINASA's debts consolidated
{n CODESA's debt to the Central Bank of Costa Rica shall be
cancelled by the Ministry of Fipance with Goverument Bonds.
in favor of the Central Bank of Costa Rica to be crcedited to
CODESA's existing debi.

extend to the first nine months of 1987, the tera for

accorplishing of the policies -4ndicating ordinary and future CODESA
sctivity  to be : fulfilled im cooperation with the general Pudblic
Adpinietration, the Central 3ank of Costa Rica, and the Comptroller
Ceneral of the Repudblic, as wvell as the financial support of A.L1.D.,
comprised in the folloving dbinding directives:

a)

b)

The ssle, liquidation or transfer of CODESA enterprises 1in
sccordance wvith vhat is being agreed in this document;

The prohibition to elfect any nbev, majority or wmioority,
jnvestwents, or to participate in the formation of nev
enterprises; and .

A
4\
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¢) The prohibition to inmcur pev obligations or provide guarantees to
fipance iovestments or provide npev financing to any enterprise
except for operating costs or payment of lisbilities wvith third
parties which its subsidiaries might have and tbat will be
cancelled prior to the sale of such subsidiary; ion both cases
vith the asuthorization of the Retiozal Commission.

D. To delegate to the First Vice-Presidency of tbe Republic, with the
support of the Rational Commission for the Reorgamization of CODESA,
the obtaining of an agreement with the General Comptroller of the
Republic, and AID, of a formula vhich wmakes the participation of
FINTRA fessible in those cases vhere there is & difference between
the value of an cnterprise as determined by the Comptroller and the
real market cost of such enterprises. This formula shall be agreed
upon before Jume 30, 1986.- - :

E. Simultaneously with the sbove mentiomed actions, to delegate to the
Pirst Vice-Presidency of the Republic, is order to contract, joiatly
" with the Cedtral Bank of Costa Rica and the National Commission for
the Reorgacization of CODESA, the studies and reports wvhich are
considered pecessary and advisable, utilizing national and foreigo
technical resources, to define tbe possible fusion of CODESA anéd its
original development objectives in ¢-e of the government comzercial
banks, or any other inmstitution, provided that CODESA cannot create,
finance or operate any pev subsidiary. The maxioum ters for
finishing and submitting this report with as much detail as necessary
to take required executive actions shall be September 30, 1986,

F. Ibp order to comply promptly wvith the contents of this document, the
Administration Council of CODESA, the KRational Comnission for the
Reorganization of CODESA, the Central Baok of Costa Rics, the
Ministry of Pinance and the Comptroller Gemeral of the Republic, will
duly coordinate activities; for the same purposes, A.I.D. shall give

instructions to both FIRTRA and the consortium contracted tc provide

it financial support to coordinate activitieas.

Mr. Ambassador, rhe policies stated in this document are considered
adequate to accomplish the economic objectives associated with the
determination to carry out the sale, trapsfer or liquidstion of the
various CODESA subsidiaries, preserving at the same time the promotionval
function for which CODESA vas created.

Bousipg Sector

\
With respect to the bhousing area, the Government of the President Arias
S&ocbez will incorporate the folloving elements within its programs
related to this sector: ' .
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A.

B.

]

The execution of structural and political reforms within the
{pstitutional framevork, vhich shall result i{n the consolidation and
specialization of the pubdlic institutions iovolved in housing
copstruction or financial activities related to housiogs

To carry out studies and rTesearch sctivities to support the
formulation of national housing policies and to carry out strategies
to guide and manage development jnitiatives raised by the private
gector and the public sector.

The approval of a nev lav by the Legislative Assembly establishing &
Caja Centrsl Bipotecaria (Central Mortgage Bank) as a second level
financial institution with the main purpose of wmobilizing local and
foreign capital for wortgage jovestments, wmortgage rediscounts in
secondary markets, and other finsncial activities related to housing
finapce. The nev Central Mortgage Baok shall include:
a) The separation of DECAP from the Banco Crédito Agricols de
Csrtago and the transfer of its assets, liabilities and personsel
to the new Bank.

b) A Board of Directors with equal representstion from the private
sector. This Board shall be responsible for defining Bank
policies and, with rtespect to the tecanical and general
administration of the Fupd, the Board of Directors shall nime a
General Mapager, who shall be responsible for such activities.

¢) The policy that the funds mobilized by the Baok shall be lent
only to the mexmbers of the Bousing KRational Financial Syste= and
the Rational Baoking System, vho specialitze in bousing finance
and banking and cozply witb the financial and legal requirements
to be established in the Banok's statutes.

4) The policy to maintain ioterest rates of all losns at a level-
vhich reflects the market rate, im’ order to maintain the
finapcial feasibility of the Zavestments vithout wveeding
subsidies or transfers from the Coverument. In addition, the
Baok shall paintain the value of the wmortages by means of a
policy of varisble interest rates.

Yo order for the Central Mortgage Baok to reach all sectors, it is
pecessary that it be able to receive and transfer soft funds, such as
those that would come from Asignaciones Familiares and those in the
future wvhich might come from tbhe retirement plan or additional
payroll charges. These Tresources vould serve as & one time to
subsidy for bousing (in the cost), and pot for subsidizing interest
rates. '
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The policies stated in this :document are copsidered adequate to
accomplish the objectives of estadblishing a Central Morgage Bank, to
resolve the 3ssle, transfer and 1liquidation of the Corporacién
Costarricense de Desarrollo (CODESA) subsidiaries and.to define the

future of CODESA and its development purposes. %

I bhope that by this means we are complyicg vith the instructions of the
President Elect and 1 remein at your service for any explapation or
extension of the points stated in this document,

Sincerely,

-

Ing. Jorge Masuel Dengo
Pirst Vice President Elect

z
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San Jos€, 25 de manzo de 1986

Sedoa

Lewis Tambs

Emba jador

Embajada de Los Estados Unddos
de América

Su . Despacho

Estimado sefion Embajadonr:

Me es muy grato diniginme a usted en aelacibn con {utwceiones que he
necchido del sefvn Presidente Electo, para aatificarle en forma detalla-
da la disposicbn en que se encuentra el nuevo Goblerno de mantener La
vigencia de Los convenios relacionados con la venta de las empresas de
CODESA, asl como de concretar las condiciones necesarias para establecer
una Caga Central Hipotecardia para la Vivienda,

EjecuciSn del prwgrama de CIDESA

Con aespecto al puimer punto, exisien varnios decrelos y convanios que
sientan las bases para Levar a cabo el programa de venta o raspaso

- de las empresas de CODESA, De estos, Los de mayor relevancia para ase-
gquian la contintuidad del proceso en que esid empenado el Gobierno de Cosla
Rica, son Los siguientes: a) La Ley No.681° del 10 de setiembre de 1982;

b) La Ley No.6955 det 24 de gebrero de 198¢: c) Los decretos #16007-P-MEC
y #16520-P-MEC; as{ como distintos acuerdos del Conseso de Gobienw aela-
2ivos tanto a la venta de Las acciones como a la ampliacifn de Los plazos
de vigencia del. programa. Finalmente estd el memorandum de entend{mi(rLo
entre el Gobieans de Costa Rica y fa Agencia Internacional para el Desarro-
Lo [AID), en que se definen Los téwminos del apoyo financiero del programa.

EL memorandum de entendimiento con La A.1.D. indica que: ~. " :% EL
Gobierno por medio del Presidente y el Consejo de Gobierno, el dia 6 de
debrero de 1985, acords que CODESA deberd:

A. vender sus empresas Lnmediatamente;
B. no hacer nuevas {nversiones ni participar en la formacibn de nuevas .
| empresas; R y : g

C. no contraer obligaciones nuevas ni dan garant{ns para financiar {wenso-
nes, salvo Los compromises ya adquiridos y ratificadcs por el Consego de
Gobieano, e lasy pantes convendido en La csis-
tencin {inanciera de La K.1.9. para ayudar a fa venta de Las empresas de
CODESA, hasta pox un monto de $140 millones en moneda lLoccl, geneada
bajo el Convenio de Ponacisn para La Estabilidad y Recuperacibn Econfmi-.
oa_de Costa Rica. Existen otros considerandos que mo es del caso citar

- oqul,
o
%
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De confoamidad won Los documentod mencionaaos anterioamente y con la manl-

festacibn de La carta del seion Presidente Electo del 17 de marzo de 1936,

me es grato manifestar a usted, La foume intensifn del nuevo Gobieano de

emitin un Decreto y las disposdicionad adicion:les del cosv, que extienda

el mendato de La Nomisifn Kacional para la Rees ucturacisn CODESA  por

egi ﬁzapo necesario paan peunitin el cumplimients caval del programnc esla-
e .

A. Para la venta de acciones o LiquidaciSn de Linversiones de CODESA en &us
subsidianias y filiales, Lo mismo que pora La Liquidacibn de activos ge
Las primeras, el Gobieano de Costa Rica cuenta cor la asdslencdn gdaun-
ciera de La A.1.0. oorgada mediirte las siguientes donaciones: ‘

a) Donacibn ou]g;:na.!,: wna suma cquivalente al valon en colones de hasta
U.S.$140 millones, menos el ponto de las inversiones y gaslod realiza-
dos en ALUN'SA, N ' ’ '

b) Donacibn adicional: por la suma que éca necesarian, 44 el saldo indi-
cado en el pdrrafo anterion aesultara irsuficiente para Lever a cabo
L0 estipulado en este documento.

Ademds, La A.1.0. financiond el coslo del funcionamiento de La Comisifn
Nacional para Lo Reestructuracibn de CODESA, asi como el de Los estudios,
trabajos preparatorios y asistencda téenica que se requieran para cumplin
con Lo ecpeciiicado en esle documento,

B. Con fa matifleaczifn del comproniso Aetecionado con Lo venta o Liquidacifn
de Las subsidiarias de CODFSA, ée propore extender el mandato a la Co- -
nisifn Naciona? para fa Reestruciunacibn de CODESA y encomendarnle a €&4a ¥
al Corsejo de Administracifn y Presidencia Ejecutiva de CODESA las siguien-
Les ac:iones y calendario de ejcrucibn:

a) Aprobar Las aefonms necesanins en Lo Estatulod Socinles de Cementod
del Paclfico, S.A. {CEMPASA) y Fertilizantes de Centroamfrica (FERTICA),
con el prwopésito de que en 4L texto se incluyan garantlas suficientes
de proteccifn para Quienes acquieran el cudrenta por ciento [408) de Las:
acciones de fales empresas, incluyendo un contrato de administracifn Que
ganantice La eficiencda y La productividad de la empreda.

b) Dunante el aio 1986 CODESA venderf o L widand sus acelones 0 Lnversdio-
nes en las siguientes emprescs: ALCORSA, Aduncs de Costa Rica, SANSA,
LACSA, ‘STABLPARI, MACASA, MTITIFER, NAMUCAR, TEHPISQUE FERRY BOAT, FLEMAR,
Cementos del velle y cualquitx oira no mencsiprada por nombr2 proplo, en
La cual CODESA terga una posicifn acclonarda mayonitaria o minoailarda,
excepto las acciores en la Eolsa Nacional de Valores y en el purslo que
CODESA Liene °n. Lla smlsu Bolsa,

c) las siguientes iu.bsidianics de CODESA s¢ venderdn o Liquidandn durante

Los primeros ruev: mses del aiwo calendanio 19873 CATSA,CEMPASA y FERTICA.

o///
: Wz
P -
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Durante Los mses restantes de 1986, La Comisibn Nacioaal para la
Reestrwcturacifn de CODESA Liene potestad fotal para Llevar a cabo
204 estudios y trabagos preparatlorlos necesarnios previosd a a venta
de las acciones de esfas ampresas.

d) 'la Comisifn Nacional para la Reestucturacibn de CODESA

el taspaso de las actividades y acciones, incluyendo todos Los ac-

Livos y pasivos, ue las siguientes empresasd: )

(1) Taansportes Metropolitanos, S.A. (TRANSMESA] al Ministerdo de
Obras Piblicas y Taanspontes (MOPT), que la manterdrd como uma
unidad descentralizada. La deuda de TRANSMESA, corsolidada en
Lo que CODESA cdeuda al Banco Central de Cosla Rica, La cance-
Lant el Winisterio de Haciendz en Bonos del Gobierns a gavor
del CTanco Central para abonarse a la deudz pendiente de CODESA,
%ge se hard con el monto del valor de las acelopes de -

(2) Corporacibn de La 2ona Franca al Centro para La Promocifn de las
Ex-ontaciones y Las Tnversiones (CENPRO)., EL valoa de las ac-
ciones thaspasadas al . CENPRO {gualmente que las-deudas de La Coxa-
poracibn de La ona Franca consolidadas en Lo que CODESA adeuda
al Banco Central de Costa Rica las cancelard el Ministernio de
Hacienda con Boros del Gobierno a gavor del Banco Central para
abonanse a Lla deuda pendiente de CODESA,

(3] MINASA se Duupawd al Winistenio de Tndustria, Enengla y Minas
(MIEM). EL valon de Las acciones traspasadas al MIEM {gualmente
que Las deudas de MINASA consolidadas en Lo que CODESA adeuda al
Banco Central de Costa Rica fas canceland el Ministerio de Hacienda
con Bonos del Gobierno a gavor del Banco Central de Cosla Rica pam
aboninse a La deuda pendiente de CODESA,

C. A.mpuM a Los primeros nueve meses de 1987, el plazo para el cumplisiento de
pollticas senaladas como actividad ordinania y (u«m&a de CODESA, que &sta

ha .lebuio acatar con el concunso de La Administracifn Piblica en genun!. del
Banco Central de Costa Rica y de La Cortralonla General de la Repiblica y La

asistencia financiera de Lla A 1.9., comprendidas en las siguientes directri-
ces vinculantes:

a) La venta, Liquidacibn o traspaso de Las empresas de CODESA con‘om alo
acordado en el presente documento;

b) La prohibicifn de efectuar cualesquiera ruevas im ersiones mayoritanisd o
minorilarins o participar en la formacifn de nuevas empresas; ¢

¢) €L impedimento de contraen nuevas obligaciones o dan garantins para ¢iman-
cian {nversiones o dar nuevo {{nanciamiento a ninguna empresa excepls para
gasios de operacifn y pagar pasivos con Lercescs personas que Lengan sus
subsidianias y que se vayan a Liquidar previo a La venta de fal subsidia-
ra; en amboA casos con La wtquzacdn de La Comisifn Naciomal,

P. vuzgumuPumememdeukepabum la cudl contard con el
apoyo de fa Comisifn Nacional para La Reesfructurnacibn de CODESA, La obtencifn

&/

2
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. de un acuerdo con a Contrclonla General de La Repdblica, y &a AlD,
paad Logran una ¢6amula que haga viable la perticipacifn de FINTRA en a-
quellos casos en que haya diferencia entre el velor dictaminado por la
Contralonla y el coso real de mencadr de dicha: emprescs. Esla §6amula
se deberd acordan antes del 30 de junio de 1986, -

E. Simultdnecmente con las acciones anteriores, delegar en fa Paimera Vice
Presidencia de la Repiblica parn que cor/unizmente con el Banco Central de
Costa Rica y Lla Comisifn Nacional para la Reestaucturacibn de CODESA con-
haten Los estudios y trabajos Q> Coldmen necesaniss y conversenteld, va-
Librdose de recursos téenicos racior=les o extranjeros, para definia la
posible fusibn de CODESA y de sus cbjctivos originales de desavollo en
wio de Lot bancos comerciales del exiads, o cuafquien ot {nstitucidn,
siempre que €sla no pueda crear, f4rarciar u operar una subsidianda rueva.,
EL plazo miximo para completan y prcsentan esle trabajo en todo el detalle
necesaris para toman Las acciones ejecutivas requeridas send el 30 de se-
iembre de 1986, - . - -,

F. EL Consejo de Administracisn de CODESA, la Comisifn Nacional para la Rees-
Dweturacibn de CODESA, el Banco Centaal de Costa Rica, el Ministerio de
Hacienda y La Contrclorin Genenal de la Repdblica, se coordinardn debida-
mente para ¢f puntual cumplimiento de tode Lo especif<icado en csle documen-

- 20; con igucl §in la A.1.D. dand {nstwceiones lanlo a FINTRA como al con-
soncio cortrntade para suminisiran asistencdia financiean a €sta QLtima.

Sefon Embajadon, Lot politicas expresadas en este documento ée cons{dcran ade-
cuadas pana Logran Lus objetivos econfmicos buscados con La decisibn de reali-
2an La venta, traspaso o Liquidacidn de las distintas subsidianians de CODESA,
preservando el mizmo ticmpo, La guncibn de cardeter promocional que 0ALginS
esta Tnstilucibn, .

Secton Vivienda

En cuanto ol drea de La vivienda, el Gobieans det Paesidente Arias Sdnchez
inconporard dentro de Las medidas y programas relacionados con esle seclor, .
Los sigucientes aspectos: : :

A. La ejecucibn de aeformes fanto de estructura como de polltica en el marco

U institucionzf, Lo cunl resultand en Lla consolidacibn y especializacifn de
Las irstituciones pablicas involucrades en La comstruceibn de wiviendas o
actividedes firancierss atlacionadas con €slas.

B. Lleva. c cabo estudins e ;;nuuaga_u'nnu pera apoyar La gormulaciSn de po-
T Lticos nacioncles de vivienda y cjecutor cairategias para guion y manejor
inicintives de desaniollo planteadas por el secton privado y el sector pdblico.

C. la aprobecifn de una nueva Ley por la Asamblen Legislativa esfableciendo
una Caja Central Hipotecaria como uma {nstitucibn finarciera de segundo nivel

A
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con el propssito principal de mobllizan capital domfstico y extranjers para
invensiones en hipotecas, aedescuentos de hipotecas er. mercados &egunianios
y otans actividades ginancieras nelacionadas con el financiamiento dc vivien-
das. Lla nueva Caja Central Hipotecarin incluird:

a) Lla separacisn de DECAP del Banco Crédito Agaleola de Cartago y fa trans-
{erencia de sus activos, pasivos y personal a la nueva Taja.

b) Una Junta Directiva con agpresentacifn paritania del sector privado. Esta
Junta tendrd la agsponsabilidad de defiivn las pollticas de La Caja y en
Lc que nespecta a la admindstracibn tcnica y general de fa Caja, La Junta
Directiva nombrard a un Gerente General,quiln fendrd a su cargo dichas
dunciones.

¢} la politica de que Los fondos mobilizados pon la Caja serdn prestados 4o-
lamente a Los miembros del Sistima Financiero Macional de Vivienda y del
Sistema Bancario Nacional, quiencs se especializan en f<nanciamiento de
vivienda y banca y cumplindn con Los requisitos ginapcieros y legales a
establecerce en Los estatutos de La Caga. )

d) La polltica de mantener Lla tasa de intenés de todos Los préstamos a un
nivel que agdleje La tosa de mercado para asl mantener la viabilidad £4-
nanciera de ‘las {nversiones &in la necesidad de subsidios o transferen-
cias por parte del Gobilerno. Ademds, La Caja mantendrd el valor de las
hipotecas a través de una politica de fasas de «nterés variables.

Para que fa Caja Central Hipotecania pueda Llegar a todos los sectores, e
necesario qQue pueda recibin y traspasar fondos blandos, como serlan Loé pro-
venientes d¢ Asignaciones Familiares y Los que en el fuluro provengan de la
cesantia o aecargos adicionales a La planilla, Eslos aecursos seavirlan para
zuumm vivienda de una sola vez (en el costo), y no para subsidian Lasas

e uuﬂ.

Las politicas expresadas en este documento ée consideran adecuadas para Lo-
gran Los objetivos de establecer una Caja Central Hipotecaria, nesolver fa
W de La Corporaciln Costarri-
seme d&guwug COJESA) y el futuro definitivo de CODESA y sus fines de
lesarrollo, ' . - :

Espern en esta form dan cumplimients'a Las instucciones del seion Paesidente

‘Electo y Quedo u sus Oadenes para cudlquier aclaracibn o amplincifn de Los pun-

208 expresados en este documento,
Atentamente, :

1

b >

L4
\

. Jorge Hanuel Pengo -

Paimer Vice Presidente Electo
JuD;mlg

\\
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3A(2) - NONPROJECT ASS!STANCE CHECXLIST

The criteria listed in Part A are applicable generally to FAA_funds, and
should be used irrespective of the program's funding sources.: In Part B
a distinction is made between the criteria applicedbie to Econdnic Support
Fund assistance and the criteria applicadble to Development Ass]stance.
Selection of the criteria will depend on the funding source for the

progrem.

CROSS-REFERENCES 1
STANDARD ITBM CHECKLIST BEEN REVIBVED?
A. GENERAL CRITERIA FOR NONPROJECT

ASSTSTANCE

1. FY 1986 Continuing Resolution
: Sec. 524; FAA Sec. 634A.

Describe how authorizing and
appropriations coammittees of
Senate and House have been or
will be notified concerning
the project.

2. FAA Sec. 611(a)(2). 1f
Turther legisiative actlon is
required within  reciplent
country, what Is basls for
reasonable expectation that
such action will be campleted
in time to permit orderly
accarpl ishrnent of purpose of
the assistance?

3. FAA Sec.. 209. Is eas-
sistance more efficiently and
effectively glven through
reglonal or multilateral or-
ganizations? If so why s
assistance not so given?
Information .und ‘tonclusion
whether assis‘ance will en-
courage regional development
programs.

fhforuatlon
whether
encourage

4. FAA Sec. 60l(a).
and conclusions
assistance will

1S CONTRY CHECKLIST UP TO DATE? IDENTIFY. HAS
Standard ltem Checklist has been reviewed

Congress has been notified through

AID FY 1986 Congressional Presen-
tation. A Congressional Notifi-
catzion will be provided for Con-
gressional review.

No further preconditions for
obligation are necessary.
Prior Costa Rica compliance
is satisfactory.

No

Assistance will increase inter-
national trade, foster private
initiative and competition,

and improve technical

G



efforts of the country to:
(a) increase the flow of
jnternational trade; (b)
foster private initiative and
corpetition; (¢)  encourage
development and use of
cooperatives, credit unions,
and savings and loan associa-
tions; (d) discourage monopo-
listic practices; (e) improve
technjcal efficiency of in-
dustry, agriculture, and can-
merce; and (f) strenghten
free labor unions.

FAA Sec. 60J(b). Information
and conclusion on how assist-
ance will encourage U.S,
private trade and investment
abroad and encourage private
U.S. participation in foreign
assistance programs (jinclud-
ing use of private trade
channels and the services of
U.S. private enterprise).

FAA Sec. 612(b); Sec 636(h);
¥Y 1985 Centinuing Resolution

Sec. 507. Describe steps
taken to assure that, to the
maximm extent possible, the
country is contriobuting local
currencies to meet the cost
of contractucl and other
service:, ~ and foreign
currencies owned by the
United ‘States are utilized in
ljeu of dollars.

FAA -Sec -C12(d). - Does ‘the.

United ©Stetes own excess
foreign currency of the
country end, if so, what
arrangements have been made
for its release?. S

"FAA Sec. 60)(e). Will. the

assistance : utilize
carpetitive - "~ selectlion

efficiency of industry, agriculture
and comnerce.

The project is specifically intended to
expand U.S. markets ior Costa Rican
products and to enhance U.S5. private
investment in Costa Rica.

Agreenants with GOCR encourags use of
local currencies for local needs.

Yes



9.

10.

procedures for the awarding
of contracts, except where
applicsble procurement rules
allow otherwise?

FAA 121(d). 1f assistance is
belng furnished under the
Sahel Development Program,
has a determipation been made
that the host goverrment has
an adequate systen  for
accounting for and
controlling receipt and
expenditire of A.I.D. funa:?

FY 1986 Continui Resclution
Tec. 533. Is ansEursement ol - -

the assistance conditioned
solely on the basls of the
pollcies; of any multilateral
institution?

8. FODING (RITERIA KR NONPROJECT
ASSTSTANCE

1.

Nonproject Criteria for
Economic Support rund

a. FAA Sec. 531(a). Wil
this assistance pramte
econamic and political
stabjlity? To the maximm
extent feasible, is this
assistance consistent with
the policy directions,

purposes,. &nd . programs of -

part 1 of the FAA?

b. FAA Sec. 531(c). Will
assistance under this chapter

be .used for military, or -

paramilitary ‘activities?

c. FAA Sec. 531(d). Will
ESF {unds made available for
cammodity import programs or
other program assistance be
used to generate local
currencies? If so, will such

N/A

No

Yes

No -

- Yes/Yes

5D



local currencies be avallablé
to support activities
consistent viith the
objectives of FAA sections
103 through 106?

d. ISDCA of 1985 Sec. 20S.
Will ESF funds -mede avallable
for camodity import programs
be used for the purchase of
agricultural comodities of
United States-origin? If so,
what percentage of the funds
will be so used?

e. ISDCA of 1985 Sec: B801.
}1f ESF Junds will be used to
finance inports by an African
country funder & coamodity
import  program of sector
program), will the agreement
require that those imports be
used to meet long-term
development needs in those
countries in accordance with
the forlowing criteria?

(§) spare parts end
other Iimports shall be
allocated on the basis
of evaluations, by
A.1.D., of the abillty
of likely recipients to
_use such spare parts and
fmports in a meximally
.productive, eployment

generating, - and - cost -

_effective way; -

:tf(lli.) _imports ~+shall be

_coordinated = with

. investments - in ~
accordance with - the
_recipient .country's
plans . for “proamting

~ econamic development.
.A.1.D. shall assess such
plans - to determine

. whether °. they ~— will~™
" effectively ~  promte

"econamic development;

N/A



(111) erphasis shall be
placed on imports for
agricultural activities
which will expand
agricultural production,
particularly actjvities
which expand production
for expory or production
to reduce reliance on
impor ted agricultural
productss

(iv) erphasis shall also
be placed on 8
distribution of fmports

baving a - broad
development  impact in
terms of econamic

gectors and geographic
regions;

(v) in order to maximize
the likelihood that the
imports financed by the
United States under the
ESF chapter are in
addition to jmports
which would otherwise
occur, consideration
shall be given to
historical patterns of
foreign exchange usesg

(vi)(A) seventy-five
percent of . the foreign
currencies generated by
the sale of such imports
by the government of the
-country shall be

" -deposited in a special.

* account - established by
- that government and,
except as provided in
-subparagraph (B), shall
be avsilable “only for
use in accordance with
the agreement for
" “ecopamic development
_.activities which are

4N



consistent with the
policy directlons rof
section 102 of the FAA
and which are the types
of activities for which
assistance may be
provided under sections
103 through 106 of the

FAA;

(B) the agreement shall
require that the
governient of the

country make avallable
to the United States
Goverrmment such portion

of the amount deposited.

in the special account
as may be determined by
the President to be
necessary for
requirements . of the
United States Government.

f. ISDCA of 1985 Sec. 207,
Will FSF funds be used to
finance the constructlor of,
or * the operation or
maintenance of, or the
supplying of fuel for, a
nuclear facility? 1f so, has
the President certified that
such country ic a cgarty to
the Treaty cn the
Non-Proliferatiorn of. Nuclear
Weapons or the T-cstr for the
_Prohibition ct Nuclear
Weapons In Letin American
(the "Treaty of Tlatelolco®),
cooperates fully with the
IAEA, . . 2nd - pursues

nonproliferation ‘°° -policies’

" consistent with those. of.1he
United States? " .

g, . FAA  Cec.', 609. 1t

" cammcdities are to be granted:

so that sales proceeds will

accrue to the - re_t_:ip_lent'



country, have Special Account
(counterpart) arrangements
been made?

2. Nonproject Criteria for
Development Assistance

a. FAA Sec. 102(c); Sec.
111y Tec. 281(al. Exienf fo
which activity will (a) ef-
fectively involve the poor in

development, by extending:

access to econamy at local
level; increasing labor-
intensive production and the
use of appropriate
technology, spreading
investment  out fram cities to
small towps and rural aveas,
and "insuring wide
participation of thé poor in
the benefjts 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
thenselves toward better
life, and otherwise encourage
deamcratic private and loesl

governmental institutionss
(c) support the self-help
efforts . of  developing

countries; (d) promte the
participation of women in the
national econamjes of
developing contries and the

_ improvement of . wamen's ’

status; and (e) ‘wtilize and
encourage * regional
cooperation by developing

countries?
\

b. FAA Se:. 103, 1034, 104,

105, TUE, 107, Is assistance

belng made avaflables (in-

clude only applicable para-

N/h

N/A

Ny



graph which corresponds to
source of funds wused. If
more than one fund source {s
used for assistance, {include
relevant paragraph for each
fund source.)

(1) (103) for agriculture,
rural development or
nutrition; If so (a) extent
to which activity is
specifically ces jgned to
fncrease  productivity and
income of rural poor; (103A)
{f for agricultural research,
full account shell be taken
of the . needs of smll
farmers, and cxtensive use of
fleld testing to adapt basic
research to Jocal conditjons
shall be mude; (b) extent to
which assistance is used in
coordination  with efforts
carried out under Sec. 104 to
help improve nutrition of the
people* of developing
countries through
encouragement of  increased
production of crops with
greater nutritional value,
improvement of planring,
research, and education with
respect to nutrition,
particularly with reference
to Improveament and expanded
use of indigenously produced
foodstuffs; and the
undertaking of pilot - or
demonstration of poor and
_ vulnerable people;’ and - (c)
extent to which . activity
increases national Tood
security by improving food
policies and menagement and
"by strengthening national
._food_ . reserves, with
particular concern for. the
needs of the poor, through
measures encouraging domestic

N/A

N/A



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

concerned with data
collection and analysis, the
training of skilled

personnel, research on and
development of suftable
energy sources, and pilot
projects to test new methods
of energy production; and (b)
facilitative of geological
and geophysical survey work
to locate potential oil,
natural - , gas, and coal
reserves . and to encourage
exploratibn  for  potential
oil, natural gas,.and roal
reserves.

(§§) technical cooperation
and development activities,
especlially. with U.S. private
and voluntary, or regional
and international
development, organizations;

(111) research into, and
evaluation of, econanic¢
development processes and
techniquess .

(iv) réconstruction after
natural or ranmade dlsgster;

(v) for special development
prodlems, and to enable
proper - utjlization ‘of easrlier
U.S. infrastructure, etc.,
assistance; - :

(vi) for . special
development, especially smll
labor-intensive enterprises,
marketing systems, . and
financial or -other
instftutions to help urban

H/A

N,



poor participate in econamic
and social development. !

(s) - (107) is appropriate
effort placed on use ‘of
appropriate technology?
(Relatively smller,

_cost-saving, | labor - usfog

technologies : ©--that = ‘are

generally most . appropriate
for the small farms, small
_businesses, and smll incames
of the poor.) ' :

c. FAA Sec. 118(c) and (d).

Does ~ the assistance - carply -

with the environmental
procedures set forth in AID
Regulation 16. Does the
assistance take into
consideration the problem of
the destruction of tropical
forests?

d. FBA Sec. 281(b). De-
scribe extent to whlch 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 development; eond sup-
ports civic education and
training In skills required
for effective participation
in governmental and political
processes essential to
sel f-government.

e. FAA Sec. 122(b). Does
the activity give reasonable
promise of contributing to
the development of econamic
resources, or to the Increase
of productive capacities and
self-sustaining econamic
growth?

~— e

- W/A -

R/A

N/A



production, building national
food reserves, expanding
avajlable storage facillties,
reducing post harvest food
losses, and improving food
distribution.

(2) (104) for population
planning under sec. 104(b) or
health under sec. 104(c); if

so, extent to which actlvity.

arphasizes low-cost,
integrated delivery systems
for health, nutrition and
family planning for_ the
poorest people, with
particular attention to the
needs of  mothers and young
children, | using paramedical

and auxiliary . medical
personnel, clinics and health
posts, commercial

distribution systems and
other modes of coamunity
research.

(3) (105) for education,
public administration, or
human resources development;
if so, (a) extent to which

activity strengthens
ponforral education, makes
formal education . more

relevant, . especially for
rural familles - and urban
poor, or strengthens
management capabjlity of
institutions enabling th:
poor to participate  in
development; and. (b) - extent
to which assistance_provides
advanced educatjon and
training of people in
developing countrieg in such
disciplines as are required
for planning and
implementation of public. and
private development
activities.

R/A

u/m



