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June 20, 1968

MEMORANDUM FOR THE DEVELOPMENT LOAN COMMITTEE

SUBJECT: Costa Rica: CONFISA, Private Development Bank
(Second Loan)

Attached for your review are the recommendations for
authorization of a loan in an amount not to exceed $5,000,000
to the Corporacion Costarricense de Financiamiento Industrlal
S.A. (COFISA) to assist in financing the dollar costs of subloans
and equity participation by Borrower for the creation and expansion
of industrial and agricultural enterprises in Costa Rica and Member
Countries of the Central American Common Market.

This loan proposal is scheduled for consideration by the
Development Loan Staff Committee at a meeting on Monday, June 4%, q&l
1968.

Rachel C. Rogers
Assistant Secretary
Development Loan Committee

Attachments:
Summary and Recommendations
Project Analysis
ANNEXES I-VIII
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COSTA RICA - COFISA, Private Development Bank
(Second Loan)

SUMMARY AND RECOMMENDATI ONS

Borrower: Corporacion Costarricense de Flnanciamiento Industrial,
S.A. (COFISA), a private development bank.

Amount: Not. to exceed $5,200,000.

Other Financing: COFISA will be required to sell additional shares
for at least $1,500,000 equivalent to be paid in at least pari passu
with AID disbursements and in not more than two years from the first
AID disbursement. Private .S, and European banks are expected to
make at least an additional $1,000,000 available in short-term credit
lines.

Purposeg: To provide financing for economic diversification. To
establish an effective private lender for agricultural development in
competition with the nationallzed commercial banks. To insure the
continued expansion of the successful private development bank. To
increase support for the CACM hy assisting industries dependent on the
CACM market. To help finance rapid economic growth while Costa Rica is
taking needed fiscal and omnetary measures. To help develop a domestic
caplital market and encourage the investment of Costa Rican capital at
home. To expand U.S. exports by requiring all loan proceeds be used for
U.S. procurement.,

Procurement: The loan proceeds will be used only to procure goods and
related services with U.S. source and origin (excluding marine insurance).

Project Description: Changing the role and emphases of the effective
industrial development bank (COFISA) by providing it with both the funds
and an incentive to finence the highest priority productive projects.
Emphasis 1s on moving COFISA into agriculture; it was largely limited to
industrial lending during its formation period while disbursing the first
$5.0 million AID loan. Reduction of the ratio between loan funds end in-
creases in COFISA's equity insures a greater mobilization of Costa Rican
funds to provide the source of local costs financing which is essential in
agriculture. COFISA is also being given an incentive to make more equity
investments to overcome the typical undercapitalization of Costa Rican
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fivmms and to begin the creation of a capital market, It is recommended
that usc of funds from the sccond AID loan be prohibited for industrics
in the "C" category of the CACM Industrial Incentives Treaty (primarily
assembly or packaging operations).

LXIMBA NK and Alternative Sources of Financing:  In May, 1967, the
Eximbauk informed AID it was not prepared to consider this loan, ExIm
interest rates would not provide the incentives for priority investment

on which this project is now based, Present lending policies of the IDB
and IBRD recuire acceptable third party or government guarantees, No
government guaranty is desirable since COTFISA as a private lendcr should
be independent of government. IFC loan funds are too expensive (7% - 9
per cent), and foreign bank lines of credit are mappropnate sources for
medium and long-term loans.

Counlry Tcam Views: The Country Team gives this loan second priori=-
ty, afler the malaria loan, as an integral part of its overall strategy.

The continuing [liscal and balance of payments problems can most readily
be resolved during a period of rapid economic growth, The availability
of these AID funds will help maintain the growth rate and also make it
possible for the Cealral Bank to resist demands for an increase in do -
mestic credit which would exacerbate the balance of payments problems,
The subloan projects will help the balance of payments directly,  Sub-
stantial sclf~help measures have been taken during the past year in the
{iscal field as well as in improving incentives for non-traditional agri-
culture. With Government programs oriented toward education, health
and other Alliance objectives (no military expenditures), these self-help
measures justify an AID input of more than $4 million in FY68, The
COFISA loan is more appropriate than any alternative because of its direct
support for the private sector, The loan will also increase U, S, exports
both now and through future years by creating demands for spares and
replacements,

atutory Criteria:  All statutory requirements of the Foreign Assistance
Act have been met (Annex One),

Major Issucs and Conditions

a. Why a second COFISA loan?

Because COFISA has been succossful both administratively and fi-
nancially, one can argue a second loan is not needed to build the
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institution, The second loan provides the incentive for a capital
increaso diluting share value and the resources for a dynamic ex-
pansion, but the primary roason for the sccond loan is to take ad-
vantage of tho effectivo private institution already developed to di-
rcct both AID and Costa Rican funds to priority development ob -
jectives, especially to commercial agriculture (Sections II, A, B;
I, C),.

Why any funds oxccbt for hiphest priority purposes?

There is slidl an important role {or COI'ISA in lending to industries
which do not export outside the CACM or use 75 per cent CACM

raw matcrials to: (1) incrcase support for the CACM, (2) keep Cos-
ta Rica competitive with othcr CACM countries recciving AID funds
for similar purposes, (3) provide employment, (4) increase COFI-
*A's cquity holdings to help develop a capital market, (5) provide
financing for U, S, equipment competing with that of other developed
counlrivs, The most marginal industrics are not eligible, wairl the
size of the interest rate subsidy is greatly reduced, Availability

of AID funds for U, S. procurement will permit use of a higher pro-
portion of COFISA's capital and secondary generation for local cost
loans in the priority fields (Sections I, C; IL, A, B; LI, A, D).

Ownership and Profitahidivys

Although COI'ISA has more shavcholders than any other lending
instituiion in Cosla Rica, over 65 per cent is owned vy 20 family
groups. We recommend the condition b continued that, without
the prior wrilten approval of AID, no naiural or juridical person,
or anyone relatled to the same within the second degree, shall own,
directly or indirectly, morc than 5 per cent of COFISA's voting
stock, The seven man board of directors owns 22 per cent, but
less than 7 par cent of loans have been to {ivins in which board
members wnd their families contirol 33 per cent or more, Never-
thetess, AR is crilicized for giviag substantial assistance to a
amall group, though it is dynamnic, clficient and mindiul of the
national interests We recommend COFISA be required to place at
least $500, 000 equivalent of the new share issue with persous or
firras not sharcholders on Decembor 31, 1967 (Section I, B).

Soame are also critical of the supposedly high earnings on COFISA
shares, We recommend a limitation of 12 per cent on cash divi-
dends bo retained for the 20 years of the AID loan anu that the 12
per cent cash dividend limit be reduced whenever stock dividends
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aro paid such that the maximum cash dividend will bo 12 per cont
on the amount of capital subseribed in cash plus the 6 per cent stock
dividend alveady paid.  T'hus carnings above 12 per cent will bo ro~
tnined and invested in cconomic development, In tho current period
of cruehanes viie onoes biivty and wivivg nriceg, a fivad vetorn of 1.2
per coent is not compatitive with othe? mvestarnts such a3 Govern=
ment honds yiclding 11 per eent tax-frce. Typical investment re-
turns are 20 ner cents Projected earnings on paild-in capital

‘ after taxes (Annex V, Part 1(a)) show a maximum return before
reserve allocations of 20.5% in 1973, which peak reflects AID's

'; concgssicnal rate for relending for priority projects, but which

“ . ~ declines thereafter to about 17% in 1976 resulting from an

. increase in AID interest after five years.

d, Lending terms and equity participalions:

COFISA bas made more loans of less than two-ycars than iy desirable
and bas laken fewer cquity positions than we would wish, Wo recom=
mend (he mirisunm term for subioans with AID funds be incrcased
from Lwo to taroe years with tho maximum 10 years, COFISA uscd
part of the first ALD loan to finance imports from the U, S. of raw
matervials and itermediaries; we recommend only machinery and
equipment be cligible under the sccond loan except when COrisA
finances priority pr ijecis or takes an cquity intcrest at least cqual
to other {inanced impcirts. We do not discourage COFISA's short-

" term lending with its lines of credit from foreign commercial banks ;

- barsuse COFISA offers the only alternative to the slow and collateral

oriented nationalized commereial banks (Section I. C (6) (7); Aunex 4).

0.  Fmchanpe svsten problems:
The present exchanre system males it advantageous {or a’company i
to horrow from CONFISA to import machincry even though it does not ’
neod ihe fands Alghough we have confidence the COTFISA hoard will
not awherizo unnecdad loans, we recommend a detailed review before
commitments pass §1,750,000 to assure AID ils [unds are going only
where there is a veal necd, A devaluation would increase the leverage
of the AID loans and thus the profilability per col6n invoested in shaxes,
We o not vecommend an escalator clauso because additional carn-
ings will have to bo rotained for 20 years and any escalalor provision
would mako the shares unattractivo at this time of exchange rate un-
certainty when wo want a maximum mobilization of Costa Rican re- .
sowrces for investment in Costa Rica (Section VI). 1

11, TReccommendations: Authorization of a loan to COFISA in an amount not
to axceed $5,000,000,
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a. Termg: Loan to be repaid within 20 years including a 5-year grace
period. -

b. Interest: Three percent per annum on drawlngs for priorlty projects
for five years after which the rate will be railsed to five percent.
Five percent on other drawings, which may not exceed %2,500,000.
Priority projects are defined as those directed primarily at
- increasing exports outside the CACM or exchange earnings from
tourism, those increasing agriculture production directly or the
processing of Costa Rican agricultural production, and other projects
for which COFISA can show that 75 percent of the inputs are of CACM
origin and the expected selling price of the output is within 25 percent
, of the normal landed cost of similar imports.

c. Repayment: In U.S. dollarg unless the Government enters a two-step
agreement for the use of colon repayments with terms to the Government
40 yeers including a 10-year grace period and interest of 2 percent
during the grace period and percent thereafter with repayment in
U.S. dollars.

d. Other conditions:

(1) Except as AID may otherwise agree, a professional economist
and an agricultural specialist acceptable to AID must be added
to the COFISA staff before commitments exceed $1,000.000.

{2) The maximum interest rate charged to sub-borrowers utilizing
these funds will be 8.5% for priority projects and 10% for
other projects.

(3) No loans or investments will be made with funds from any source,
including subsequent rollovers, which will directly or indirectly
increase the production of coffee, sugar or cotton except as
AID may agree in writing.

(4) Agricultural loans must be based on a comprehensive project to
be considered priority; equipment financing or crop financing,
except as part of a larger project, are not priority projects.

(5) oOutstanding loans for the banana industry, including companies
whose principal business is servicing banana farms or providing

transportation for bananas, may not exceed $500,000 from all
gources of funds, except as AID may otherwise agree in writing.
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(6) Al no timo may dishursemoenta of ATD loan funda for projccts
oulide tha prierily enlopory oxcccd by more than $350,000 i
the amount of ‘lasburcomonts of AtD loan funds plus loans of 4
moro than one year from other COTISA funds for projects in ' ?
the priority calegory financed aftor May 15, 1068,

(7)  AID may roquive COFISA ‘o obtajn prioy AID approval for
cvery project in the priority category if reviow of COFISA's
monthly repovts indicates the dofinition of priority projects
is not heing followed completely.

(8) COFISA will make no loans from any source of funds to purchase
existing shares and may not make loans for the purchase '
of new sharces in oxpanding or new entorprisesunless COFISA '
itself purchases cquity equal at least to the equity financed,

(9) No discrimination ghall be practiced with prospective clients.
with respect to their nationality or citizenship. Forelgn "

cquity participation shall not exceed 40 percent. of COrisA's
voling stock,

Oiher conditions, most of which are normal for dcvelopmenl. bank -

VRS

loans, are shown in Annex Five, .

PROJECT COMMITTEE:

Project Coordinator - Robert Groy USAID/CR

Economist and Financial Analyst John Bushnell USAID/CR

Loan Officers . . = Erpst Schlomann USAID/CR
. " Arnold Schwartz AID/W

Evaluation Oljicer , -~ William Ludwig AID/W ' o

Supervising Officer ' Robert Hoffman USAID/CR
Drafting Officer : <  John Bushnell USAID/CR
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I Background

A, llistory of Project

The idca of a private industrial development corporation in Costa

Rica dates from about 1948 when the local commercial banks were nationalized,
At that time Rodrigo Madrigal Nieto, a young attorney, wrote a brief paper dis-
cussing the possibility of such an institution. The rationale was the necd to
finance on a larger scale the development needs of the private industrial scctor
to diversify the national economy which was then dependent on the production of
agricultural commodities, particularly coffee and bananas, the world prices for
which were subject to severce fluctuations, Stimulation of the private industrial
scclor, it was reasoned, would assist materially in providing jobs for a rapidly
growing population as well as contribute to the amelioration of trade delicits by
encouragement of import substitution industries.

In 1957, Madrigal visited the U. S. under ICA auspices to study
capital formation; this trip resulted in further conversations and study of Lhe
possibililics of a private development institution by Costa Rican businessmen,
By that time it became clear that strong external economic support would be
required to assist in the formation of the development corporation, and various
possible sources {or such support, among them the Banco Nacional de México
and Crédito Bursdtil, were approached without success. Growing interest was
generated among local industrinlists and entrepreneurs, especially alter the
approval of the Industrml Incentives Law in 1959, During the carly 1960's,
with the approval of the President of Cosia RRica, serious conversations were
initiated with AID for long-term financing, The Madrigal group noted that the
nationalized banking system was insufficiently liquid to meet the mcdium and
long term needs of the private sector, that the existing hanking system reésponded
at hest only slowly to industrial credit applications, made loans primarily based
on adequacy of collateral rather than on in-depth project evaluation, and, as
government entities, were subject to political pressurcs, I April 1963 an
organizing commitiec. for the development bank, headed by Madrigal, formally
. . submilted an application for an AID loan {0 complement permanent equity

capital to be raiszed Irom local entrepreneurs for the creation of Corporacién
Costarricense dc¢ Financiamiento Industrial, S, A, (COFISA),

The Capital Assistance Paper of 1963 called for the creation of a
completely private industrial development corporation to finance a portion of
the capital requirements of the private industrial secter. In November 1963,
an AID loan to COFISA was authorized which was signed in December 1963,
This loan was for $5.0 million at 2 percent interest for 20 years with a §
year grace period, Up to $1,250,000 was for local currency use while
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$3,750,000 wag limited to U, 8. procurement, To qualify for initial dishursbe
ment, COTF'ISA was required to have commitments for $1,0 million cquivalent
in cp ital to Le paid in over the anticipailed threoe-year AID dishirsement pe~ .
riod. This requirement was satisfied by initial payment of $200,0060 equiva-

lent in share capital and legally binding commitments for the remainder, all

of which has now beon paid,

An important feature of COrFISA's cquity issue was the prohibi-
tion apainst acquisition of more than 5 percent of COFISA's stock by any busi-
ness entily, individual or immediate family group; the result hos been that
COJISA's original stockholders numbered 136, making COFISA, after the
National Cement Company, the most widely held private corporaLion in Costa
Rica, This ownership limitation remains in effect, Of the 136 original share-
holders, eight subscribed for the full 5 percent limit ($50,000) of whom three
became members of the Board of Directors. Approximately one half of the
original stockhbolders subscribed under $3,000 each, Only 18 of the original
sharcholders subscribed to over $15, 000 equivalent, although these 18 pur-

- chased more than half the shares,

A manager, industrial engineer, financial analyst and other ad-
ministrative personnel were engaged; a Board of Dircctors and vigii“nce com-
mittee were elected, and COFISA made its [irst subloan in October 1964.

When it appearcd in early 1966 that the first loan would soon be
fully committed to sub-projects, COFISA began discussing the possibilily of a
siecond loan. The negotiation of this second loan has been long and difficult.
COT18A could not show to the satisfaction of the USAID that it required a sec-
ond concessionary loan to continue in business. The very success of COFISA
handicapped it in getling a second AID loan in comparison with other Central
American development banks. Moreover, the favorable terms of the first
loan mean that a second loan and an increase in COFISA's capital will reduce
_the valuc of each COFISA share. COTISA shares which have been sold have
not commanded a substantial premium; as recently as mid-1967 COFISA
shares were sold at par., As most COIX3A sharcholders purchased their
shares as an investment, not to enhance possibilities of financing for their
companies, there was major pressure for payment of a dividdend as soon as
psssible, thereby limiting the amount of resources reinvested.

In 1966 a second Costa Rican business group proposed to AID the
establishment of a second development bank with an AID loan to provide com-
petition for COFISA, This group maintained that COFISA's board of directors
played favorites in making subloans. Moreover, the second group was pre-

, ired to accept for its first AID loan the terms which COFISA was not prepared
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to accept at that Lime for its sccond loan, especially all U, S. procurement and
a five per cent interest rate, 1t did not appear that the second group could de-
velop a profitable operation for a few years on the basis of this assistance. In
Scptember of 1966 an IRR was presented proposing a second loan to COFISA and
a loan to the new pgroup of businessmen. The IRR was rejected by the CAEC,
The Missicn was uvged to attempt to bring the new proup into COTISA in con -
nection with a second loan to benefit from the economies of scale inhercnt in a
single larger organization,

Despile major Mission elforts, few members of the alternative group
are preparced to purchase part of the new COFISA issue. Part of the problem is
a clash of personalities among the leading [igures in each group, but the major
problem is that, cven if the alternative group should purchase 10 or even 25 per
cent of COFISA's shares, it would not be entitled to even one seat on the COFISA
board, 'There is no Costa Rican law providing for minority representation,

Nepotiations with COFISA thus made slow progress. An ILR was
approved by the CARC in May of 1967. It became increasingly apparent thal the
over-encouragement with fiscal incentives of industry in Central America was
creating a weak assembly-oriented industrial structure and serious fiscal prob-
lems. Costa Rica did not ratily the Central American protocol mildly limiting
industrial fiscal incenlives until early 1968, The Mission did not believe that
additional assistance to industry Lad a high priority for AID,

Iinally in early 1966 COVISA developed more interest in a second
AID loan as it began to develop a backlog of good projects for which it lacked
(unds as its lincs with foreign banks were used to the extent believed wise. The
Mission ok advunloge of this interest to explore with COFISA the possihilitics
of convertir.y it into an institution to finance high priority investment in agricul-
ture, the processing of agricultural production and industries which can export
outside the CACM. Negotiations on these points have resulted in the proposal
presented in this paper,

B. Borrower

1, Liepal Slilus
The Corporacion Costarricense de Iinanciamiento Industitial,

S. A., COFISA (Cosia Rican Industrial Financing Corporation, Inc.) was legally
established in San José on August 29, 1963 as a private corporation.

2. Orpanizalion

The Board of Directors of COTFISA is composed of the Chair-
man and six members. Each of the present members of the board or his family
hold some shares although it is not required that they be shareholders. Tho
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Board is elecled to a four-ycar term by the General Assembly of stockholders
with one vote for each share of stock hold, The individual board members are
cligible for reclection.

The staff of COFISA includes a manager, an assistant manager,
an executive sccretary, an accountant, a chief of operations, ‘three loan officers,
three sccretaries, three ollice boys and one part-time lawyer. A Costa Rican

- consulting firin which has working arrangements with many Central American,
S U. S. and fLuropean firms perlorms [casibility studies for COFISA, usually assign-
- ing a specialized engincer to each study.

A Vigilance Committce with three members is elected every
two years by the General Asscmbly. The function of this Committee is to audit
the meetings of the Board of Directors; although members of the Vigilance Com-
mittee do not have a vote in Board of Directors decisions, they may participate
in discussions. ‘l'he pr sent Vigilance Committee collectively controls a tolal of
about two per cent of the total COIISA stock issue.

The Board of Directors mects at 1cast once each week. 1Its
main function, other than thc handling of internal business, is that of a loan com-
mittee., The Manager, who is present at Board mectings but has no vote, prescnts
credit requests on whose eligibility the Board passes. Criteria for project cligi-
hility follow the gencral requirements for development projects. The criteria
have becn improved over time partly ecause of continual dialogue between CO-
I'ISA and USAID, A prcject is tirst declared eligible; it may tiicn be presented
as is, if sufficienily detailed, or it may be sent back to the applicant or to COFI-
SA's technical ov Linancial staff for further study and/or development, When an
cligible loun project is presented to the Board for final consideration, the Board
{ixes the interest rate and establishes the collateral and other details. Board
dccisions are made on the basis of a simple majority, and AID concurrence is
sought only as required by the Loan Agreement, i.e., when a director, officer
or principal stockholder of COFISA is the sub-borrower, if the subloan is in
excess of $200,000, or if an equity position is to be undertaken.,

As remuneration for their services, Board members receive

150,00 ($22,.50) per mecting, and Vigilance Committee members receive
¢150,00.

3. Ownership

No individual shareholder or family may own more than 5 per
cent of COI'ISA's stock. In March 1968, the number of individual owners had
risen to 181, However, among the 181 shareholders, 20 now hold more than
$15, 000 equivalent worth of COFISA stock each - individual holdings larger than
1.4 per cent, At least 65 per cent of the shares are in the hands of not more
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than 12 per cent of the total stockholders since some shares arc held in an indi- S
vidual's own name and, at the same time, in that of ore or more of his companics, —_—
cven though the 5 per cent maximum limit is not violated. The Board of Dircctors

owns in total approdimately 22 per cent of the stock of COFISA. Thus, despite a

numerically subsiantinl ownership hase for Costa Rica, effective control rests in

relatively few hanrg,

This concentration of control has not heen abused. Other Cen'ral
American develonment. banks as wesl as most Central American businesscs have
cven more restricted ownershin, and control in some other private CACM develop-
ment banks rests with an aven smaller group. TFurthermore, the numbesr and —_—
magnitude of COFISA loans made to all COI'ISA stockholders, not just those own-
ing 5 per cent of tha total igsne.are not as large as had been expected at the time
the 1963 Capital Assistance Paper wa.g written when it was anticipated that indi-
vidual membery of the Board of Directors, composed of promincnt, ablc and a7z~
gressive businessmen, vould be borrowers of substantial magnitude. That this haz
not occurred as yot cin ha geen in Table One showing; total lending of COFTSA and .
ATD funds to enfities in which any COFISA sharcholder, not only the largest owners,
have financiel intesesta,

In fct, the totals in Table One pgreatly exagzerafe thé amonnt of
loang for whish pacticination of the borrower in the ownershin of COFTSA might
have nffe~ter the dancicion tn make the loan, Tor examnle, loaws to Industria Na-
cional de Arroz, S. A, are ineludes only because the manager of COFISA (alro w
sharehnldor) helds 2 per cent of & coinpany which holds 15 per cont of the borrow-
ing compuny. The lonn to CANCO, S, A. is included because CANCO holds 20
COFTSA charae  T.nang o Industria Nacional de Cemento, S. A, are included be-
canse many COFISA ghareholders algo hold stock in this widely heln enmnitiy,
Althoush some COTFISA direectnrs are also directors of Cemento, less than 10 por

. cent of Cemento stock is held directly or indirectly by COFISA stockholders., "The
. " owners of Industrias Bavrzuna hold less than one per cent of COFISA's stock, Ta-
brica Saprissa is included only because a holder of a small interest in Siprissa
holds 212 COTFISA shares. A ghareholder in Laboratorios ILuz has 53 COLFISA
. shaces, Fliminoding inst the cases mentioned above reducces the total of loans
from all sources fo comnanies with a stockholder interest from $3. 8 wmillion to
$2.3 million, Onlv $700, 000 of the $5,0 million AID funds are included in the re-
vised total, '

A. COTISA study indicates that only 7 per cent of its louns have 1
been to companies in which members of the board or the manager and their fami- :
lics have an intorest of 33 per cent or more, Even this percentage is exaggeratced
since the loans to Compaiila Aprfcola Santiago, S, A, were made before its owner
became a member of the COFISA board (he and his family own only a small block :
of COFISA shares). FExclusion of these loans would reduce loans to companies of ;o
boaxrd members and the manager to 3 per cent, In short, COFISA has been managed o
as a development bank serving all Costa Rica, not as & stockholders olub, —
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No. of
T.oans

_TABLE_ I
TOTAL COFISA LENDING TO FIRMS IN WHICH ANY

UNCLASSIFIED

COI'lsA SHANDEIIOLDER IS KNOWN TO HAVE ANY INTEREST

Name

Ho Ao

gy

AGRICULTULLE &
LIVESTOCK

Ramdn Aguilar Castro
JTurtado, Lild.,
Industria Naciouud de
DBanaao, S, A,

Frulcra Atldntica, 5. A,

FCOD PRGCOUCTS

Macicnda Santa L., uiddl.
Genival Agrlevia do

Cartago, 8. A,

Becel Prouacis Co., Lida.
Proycctos Industriales, S, A,
Industria Nacional de Arvos

Orange Crush de Custa Rioca,
S. A,

(TSR AR RIS SRS K F S YA irrespy
Poliulnd w LLALLLLLUAL\.

Fdhuica Suprissi, Lldd,
Iibrica de Tejidos Los
Leconces, S, 4,

Indusivias Darzune, Lidae
FP&heivu de Cudzalo i
Progieso, S, 0.

(In dollars)

Industeias Mil Cotorcs, Lida, 8,495,30

Tenerfa Primenca, Lidi,

WOOD (Except I"urni(.ur(_:)

Ascrradero y Depbsito de
Maderas Barbard, Lida,
Donald R, Stewart, Lida,
Caribbean Veneer Co., S. A.

COFISA
AID Funds I"'unds

7,518, 80

4,511, 28

60, 000, 00

3,579,40

51,127, 62

7,518,560 7,518, 80

23, 007,52

5,263, 16

18,045,12

35,000, 00 15,037, 60

56, 7244 94 10,000, 00

55,639, 10

140, 000, 00 248,120, 30

45,112,78
30,075.19
4, 812,03
19,548, 87

21,148, 04
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Repayment

Funds Funds

. Lines of Credit-

3,750,450

15,105, 75
22,556, 40

3,759, 40 320,500, 75

15,037.60

173,613, 82
103,975, 19
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Name

ey

(AT i N

PRINTING & PAPLER
PRODUCTS

Carlos I'ederspiel & Co.,
S. A,

Industria Nacional de
Papecl, S. A,

La Nacitn, S. A,
Lditovial La ltazén, 5,A,

CHEMICAL PRODUCTS.

Laboratorios Luz, S, A,
Productos Plésticos, S, A,
Companfa de Pldsticos y
Aluminios, Lida,

NON-METALLIC
I\ILNL'{AL PRODUCTS

Industria Nacional de
Cemento, S, A,

Sauri Continental, Ltda,
Socicuad Arena y Grava
Ricalit, S, A,

M I‘AL & MLIAL

Canco, S. A,
Rosago, S. A,

NESN-BLECTRIC
Y \'l 1NLR.Y CONSTRUG-
TION

Vulcan Enginecring
Works

CONSTRUCTION O
ELECTRIC MACHINERY

Productos Electrbnicos,
S. A,
Panatra, Ltda,

AID Tunds

COTIIsA
Funds

Repaymont

UNCLASSIFIED

Funds Funds

Linesg of Credit

100, 000, 00

14,000, 00
150, 000, 00

30, 000.00

126,799.14

150, 000, 00
94, 707,55

50, 000, 00

30, 000, 00
49,762, 26

654,680,39

120, 300, 75
11, 278, 20

7,518, 80
62,631.58

41,244,286

49,624, 06

UNCLASSIFIED

10,563, 47

49,939, 86 19,447, 11

18,045, 11
3,920,19°

15,037,569

62,000, 00

7,542, 60 43,481, 81
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g
Jo, of COTrISA Repayment  Lines of Crecdil
s0ans  Nume AID Tunds IF'unds Funds Funds |
TRANSPORTATION -
1 Compaiifa de Plisticos
.y Aluminios, Ltda, 48,421,035 .
= 1 Quiréds & Cfa,, Ltdu, 86,124,09
1 Lachner & Sdenz, 8. A, 10,024,695
. INDUSTRIAL COtSIUC-
! TION -
5 Urbaniziciones y Carre-
teras, S, A, 38,373.14 39,093, 98 18,797,00
1 Barzuna & Vinocour,
: Ltda, 2,266, 64
-1 Consirucciones Urbina,
Ltda, 13,758, 75 i
ELECIRIC FNISRGY -
3 ¢ Compafifa Agrfcola
Sanliugo, S. A, 37,5693, 98 347,368,42
INDUSTRAL SERVICES
1 Lavancdorin y Dry Cieaning
T Mavgarila i18,045,11
2 Cervicios Marllino- , y :
Aduaneros, Luda, 22,5964 39 12,030, 08
1 Proyeclos induslriaies, '
S. A 2,631,568
2 Consultéenica, Lida, 16,552, 87 .
i Alberto L. Aree, S. A, 3,383,46
2 Tualleres Industriales
Casciro, Luda, 18,045,111 22,556.39
1 Cragswuceiones Uvand,
Lida, 30,000, GO
1 Daniel Ratton Thiery 3,007.52 '
- INVESTMENT DEVELOP-
MENT -
1 Omar Dengo Obregdn 7,788.00 {
1 Edmund Woodbridge Mangel 4,984, 89
TOTAL IN DOLLARS - 1,241,036,61 1,174,238,38 817,426,70 519,356, 40
UNCLASSIFIED "
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4. Loan Policies. S
COI'ISA, upon being organized, advised AID that its main ac-

tivity would consist of making loans or participating in tho equity financing of

private industrial enterprises which are financisily sound and contribuie to the

cconomic development of Costa. Rica, It was anticipated, however, that among

other activities in which COFISA might participate would be the issuance of

guavantees., underwriting stock issues, offering technical assistance to clients :

.md trado in foreign exchange. 'L'he categories of industries to be financed in- A

- cluded hasic raw maferials, i.c., forcstry products, agricultural industries, S
sea food indusiries and mineral extraction; manufacturing industries including
all production activities involving more or less extensive processmg or re -
guiring a large amount of equipment; and service industries,

Contrary to what is reputed to be characteristic of the grant-

ing of loans througn the exisiing nationalized banking system or of "street’ ,
transactions throuch which short-term money is made available at high interest i
charges, COFISA proposcd to make loans based in large measure on the ap - ‘

‘ praisal of a projeci's economic and technical feasibility, rather than relying g
primarily on the adequacy of collateral,

Priox Lo the initial disbursement of AID funds, COFISA sub-
mitted a proposed operations program including an identification of the kind of
loins 1t would make and general procedures. This proposed program noted ihit
while COFJSA would not finance asricultural activitics directly, it expected to
heln dovelop the apricultural resources of the country by financing processing
industries thai use agricultural products for food or as raw materials for other
industries. COFISA also agreecd not to finance ventures which might result in

the incraase of production of any agriculturgl commodity in world surplus; CO- —
I'ISA conteimplated playing a substantial promotional role in attempting to evalu- ,
y - ate deposits of mineral resources. It emphasized the promotion of industries

which would increase Costa Rican exports as well as substituting for imports.

- COVISA wlso indicated it would not approve subloans for
nrojects dependent on continuation of high protcctive tariffs, The siated basis
of this policy was COI'ISA's aim of increasing the efficiency and competitive
ability of Costa Rican industry., Although COFISA expected that cquipment (i-
nanced by subloans would normally be secured by chuasttel mortgages and, possi-
bly, additional property mortgages, it expected to rely mainly on the fcasibilicy

of each project, its earnings prospccts, the  financial’ position anc and managc,nal/

tcchmcal alnl\ues as the main determinants in c cons1dcrmg loan applications.

- ———— kel
——

e b —c aiep .

Beyond the col6u and dollar funds made available under ihe :
ATD loan, which were to be lent for not less than two nor more than twelve years .
for the importation or CACM acquisition of equipment, fixed assets (excluding e
land), long-term inventory needs, raw materials and indusirial construction R

costs, COTFISA planned to open lines of credit with private U, S. and otiher com~ '
mercial banks for short-term lending to borrowers whose needs would meeot the
gereral development criteria established,
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COrISA's program of operation also envisioncd cquily invest-
ments in new share issues, normally o he made in combination with loans, Such
activity was not only consistent with COFISA's role as an industrial dovclopment
institution but also conducive to the eventual formation of a stock market in Costa
Rica,

COTISA began to make loans for agrxcuuural production in
1967, and itis expected that COIISA will expand its role in agricultural lending,
Othorwme, its basic policies have not changed.

C. Evalualion of Performance Under First Loan

1. Principal Purpose Accomplished

in November of 1963, AID authorized a loan of $5.0 miliion to
COT1SA " to facilitate the establishment of a private development corporation
and enable it to make medium and long term (two years to twelve years) loans
and take equity participation so as to promote the creation and expansion of pri-
vate industrial enterpriscs in Costa Rica''. The building of a new institution,
which was the principal purpose of the first loan, has clearly been achieved.
COT15A is established, It makes medium and long tcrm subloans and takes sonic
cquity participations. By March 31, 1968, COFISA had made 449 loans for a
total of $11.2 million; 55 of the loans for $2.6 million were made to cover fixed
investment in new industrial establishments, and 61 operations for $1.7 million
to provide working capital to new industries. A total of 132 loans for $2.8
million financed fixed investment in expanding firms and 201 operations for $4.1
million working capital in expanding firms,

2, Operating Methods Unusually Good

The project Committee is plecased with the resulis of COTFISAT 5
operations and its modus operandi. Its board has become a high~quality loun
committec bringing together more diverse taleni than any comparahle organiza~
tion in Costa Rica or most other developing countries, The board mcmbers have
been willing to spend time and effort in studying loan applications far heyond what
could normally be expecticd for the compensation received, Most bourd mcerabers
consider their work in COFISA is important to help the development of Costa
Rica. The attachment they have to COI'ISA is illustrated by the requost of one
board member who was recently appointed manager of the Central Bank to join

UNCLASSIFIED
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the Vigilance Commiitee and continuc working with COFISA as he could not le~
gally conlinue on the board while serving as Central Bank manager, . This di-
rector has only a small financial interest in COTFISA,

COFISA clients who were interviewed, including several who
were turned down, were unanimous in complimenting COTFISA for the dispatch
wilth which it decals with applications. Those wnose loans were for expansion
. indicaled the expansion would not have occurred or would have becn postponed
were it not for COFISA, COTISA!'s major ' competitor' , the Bank of Costia
Ri:a which administers several IDB credits, favors a second loan to COFISA
although it complains that joint financing operations are difficult because
COTFISA wants the [irst mortgage which is the usual security for its loans,

Interviews with about 25 borrowers by members of the USAID
and the projcct committee indicate a bigher percentage of borrower satisfac-
tion with COFISA than is normal in the banking business. No borrower com-
plained that COTFISA! s lending rates or collateral requirements are wircason-
able, It would appear logical that businessmcen would prefer to borrow from
the Iunk of Costa Rica because the exchange risk is carricd by the Bank and a
greater proportion of local cost financing is generally available while the in-
terest rate is about the same as COFISA's, However, the interviews indicate
the opposite is the case. Scveral of the companies interviewed have had loans

from both COIISA and the Bank of Costa Rica, and a couple noted that COT'ISA! s

interest rate is higher but they prefer dealing with COFISA, The main faclor
in this preference [or COYISA appears to be that COFISA handles loan requcsts
in a business-like way and acts rapidly, while borrowers have experienced
long delays with the Bank of Costa Rica,

During the period in which the first AID loan was disburscd,
industry was a lcading scctor in the Costa Rican economy wiln production in-
creasing by 11 to 14 percent per ycar, COFISA's loans made an important,
although unmeasurable, contribution to this rapid growth, not only because of
the investment COFISA itself financed, but more important because of the do-
mestic and foreipn investment it drew into projects through the leverage avail-
able from ifs loans,
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3. Lending Distvibuted by Indusiry as Expected

Table ‘f'wo shows tiic breakdown of COTISA loans by industry.
The general paliern conforms to what might be expected in a developing coun-
try. Essential consumer goods industries, capital goods for construction, and
natural resources export industries gencrally develop {irst in an industrializing
country. There is a temptation in 1968 lo criticize COFISA for lending too
heavily for assembly-type industries and not enough for the industrialization of
Costa Rican raw malerials. Given the national priorities of 1968 such crit-
icism would be warranied, but COFISA loans made in 1964-66 tended io comply
with the then current national (and AID) priorily of emphasizing industrics
which could export to the CACM even if raw materials had to be imported.

The data in Table Two indicate that much of COFISA's lend-
ing went to areas now considered priority. The largest single ficld of activity
has been foodstuffs with over 20 percent of the AID funds. The manufacture of
shoes and clothing is sccond; the garment industry is increasingly based on
CACM raw material and is highly competitive within the arca, In general,
prices arc below thosc in the United States although not yet as low as some arcas
in the Far Kast, Shocs are made from local raw materials, and one [actory Lo
which COTISA has made loans began exporting outside the CACM recently. The
toxtile industry is in third place., Much of this industry processes local cotton
for the growing garmont industry, Other industries based on local raw mate~
rials are electrical cnergy (all loans were for hydroelectric plants), wead
products, and agriculture. Over 55 percent of AID funds were used in the above-
mentioned six industry groups. °

4,  COFTSA Loans Have Encouraped Imports But Not Monopoly

Neane of the industries assisted by COT'ISA enjoys monopoly
status within the CACM, the so-called integration industries, although some
have high tavifl protection and/or duty free import and other tax concessions. .
Costa Rica has now taken the lead in the CACM in pressing for limitations on
the tax and other incentives offered to industry to control competition for new
plants among the member countries. The original Fiscal Incentives Treaty :
was exccuted and ratified but subsequently revised to accommodate Honduras, {
The revised protocol awaits ratification in Guatemala and Salvador. In the

I
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TABLEII
AR
: {: COFISA. DISLURSEMENTS BY ACTIVITY IFROM INCEPTION TO MARCIH 31, 1968
nx (Thousands of dollars)
-t
i COFISA
-Ei Total Capital & Lines of
i Disbiursemconts Reserves AID Repavmeonts Credit
7 Foodstuffs 2, 380 231 1,474 377 298
Manufacture of Shoes & Clothing 1,716 427 854 391 44
5 Textile Industry 869 246 201 414 8
i: " Industrial Construction 747 238 335 103 71
L . Electrical Energy . 716 353 - 363 -
‘..{éf Printing & Paper Products 601 192 298 42 69
r’: Manufacture & Extraction of Non Ferrous
A " Mineral Products 537 200 263 74 -
%f Chemical Products 507 102 267 97 41
,-gj;._; Manufacture of Electrical Machinery,
. Accessories & Electrical Products 506 234 122 - 150
T / Wood Products 446 69 277 94 6
& Industrial Services 410 137 198 33 42
9 Transportation 391 33 251 7 =
_'3? Metallurgical Industry 255 5 245 35 -
__ )i Machinery Manufacture 172 55 66 8 43
T) . Agriculture & Livestock 162 114 15 29 4
A Miscellaneous 156 88 22 39 7
(: TOTALS - 10,601 2,724 4,958 2,106 783
W,
F,
L
&
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view of the AID Central American Industrial Policy Commitiec, the World Bank
and others Lhis protocol does not go far enough, Cosla Rica has proposcd clim-~
inalirg most duly [ree import privileges altogether as a means of encouraging
industrialization. ‘Thus, il appcars Costa Rica and its {ellow members of the
CACM are awarc that ineflicient industrialization must be paid for in reduced
public revenues and/or higher consumer prices and that inefficient industry is
a result of an indiseriminate granting of incentives, The priorities for invest-
ment in Costla Rica have changed.

The common CACM tarilf on many items remains quite high,
Many of the protected industries have received financial assistance from COI'ISA
and the project commitiee visited several. The manulacturcer of Manhattan

shirts complains of the competition from Van Heusen (manuwfactured in Honduras);

a relatively small canner of meat described the problems and advantages in
competing with large forcign-affiliated cannerics in Ll Salvador and Nicaragua.
In short, it appears that becausce of compctition within the CACM consumecers
have not bheen required o bear an unduly high sharc of the costs of industrializa-
tion in the majority of industries iinancec by COFISA, On the contrary the
propensity to import may have been increased by an actual reduction of prices
Lo consuincrs leading to greater consumption of goods with a high import com-
ponent. Much of the loss of public revenues at the .\c'uft;tomshouse may eventually
be offsct by gains in corporate income tax receipts<~/ and other taxes,

It has not been possible to make meaninglul estimates of the
amount of product value added by the Costa Rican indusiries assisicd by COI'ISA
that import most of their raw materials. Some of the planis visited by the proj-
ect committee; e.g., a radio and television assembly shop, appear to add litcle
except labor to the imported components; nonctheless, inexpensive skilled labor
is an imporiant competitive advantage enjoyed by Costa Rica., It was the major

W / In Costa Rica corporate income taxes like individual income taxes have a
progressive rate schedule, The World Bank study of Central American
industry points out that this acis as a disincentive to the establishment of
large firms and a reform to create a scparate fixed rate corporate tax has
been prepared by a technical committee with CIAP assistance and will prob-
ably be submitted to the Costa Rican Assembly in 1968,
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rcason given by a Japancse textile firm for locating in Costa Rica rather than
elscwhere in the CACM, These industries have the possibility of encouraging
subscquent growih through vertical linkages, c.g., the production of cabinets
for the radios und TV seus.

Nevertheless the low value-added industrics with tariff
exemptions are a serious nalional prohlem. It can be shown that COFISA has
financed few of the most glaring cxamples of tax evasion such as in the cos-
mectic industry. DBoth its loans to automobile assemblers werc made afier the
industry was cstablished to finance additional operations increasing the local
value added. Thus COfISA has not contributed substantially to the most
undesirable aspecis of the industrial structure developing in Costa Rica and
the CACM, The Cosia Rican authorities are now taking measures to redirect
the industrislization patlern, including a freceze on incentive contracts for
indusiries new to the CACM which do not have substantial local inputs.’

5, Profits Larver Than Expccted

COIMISA has cavned substantially larger profits in its first
years ihan projected in tne urst loan paper, parlly because the projections
were busad on a four instead of a five million dollar AID loan, The projected
income statement forecast a loss of $57, 500 in the first ycar followed by a
profit of 366,791 in the second year., In the first ycar (ended September 30,
19G5) COFISA had a deficit of upproximately $32,000 after provision of
$35, 700 to had debl reserve, In the year ending Scptember 30, 1966, COFISA
earned $116,000 after deducting taxes and veserves, or 11.6 perceat on share
capital. The extra $1,0 million in AID funds plus higher re-lending interest
rates provided the higher earnings. The estimates of administrative expenses
were good (8160, 000 projected as against $102,000 actual in the second year).

In the year ending Sentember 30, 1967, COFISA showed a net profit alter taxes

of $153,360 after nrovision of $48,450 to reserves; administration expenses
were $125,654. The balance sheets and income statcments for COFISA's
first three years of operation are shown in Annex Two,

COFISA has not yet been able to pay the 12 percent maximum
cash dividend to which it is limited by the conditions nn the first loan. TFor the
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1965-66 ycar AID permitted a smaller allocation to reserves than called for in

the loan agreement and COTISA paid a 6 percent cash dividend plus a 6 percent -
stock dividend. Thus naeof the 1965 loss was covered in 1966 and ihe loss

was carried forward into 1967. In 1967 COFISA earned 14. 5 percent on its
increased capital after taxes and reserves. However, USAID did not give per-
mission to tap rescrves for the payment of cash dividends as requested, It )
was possible to pay only 11.1 percent on the capital increased by the previous }'"—""'-“'ff
year! s stock dividend because the 1965 loss had to be covered. This payment )
was equivalent to a dividend of 11.8 percent on the original capital investment.

COFISA believes it is important to pay as close to the max-
imum dividend as possible in order to keep up the value of its shares and at-
tract new stockholders for the new issue. It will be able to pay 12 percent in ,
cash for its 1967~68 yecar when earnings are expected to be 17, 3 percent after !

, {axes and reserves, It should be noted, however, ihat 12 percent is not a high RN
return in Costa Rica; government bonds are available paying 8 percent on face »
value tax-free, and such bonds can often be purchased at a discount to yield
about 11 percent to maturity. Bonds in leading industrial companies pay 12
percent tax free. Commercial banks charge 12 percent on some loans and the

strect lending rate is often 2 percent a month even for borrowers with the best
securily.

It would of course be desirable for COFISA to retain more of
ils earnings to build up the capital it has available for investment., As carnings -
advance beyond 12 percent the conditions oi the AID loans will require such re- _
tention. The lack of a functioning capital market discourages such retention in q
COFISA as well as in other Costa Rican companies. The value of the shares -

" simply does not appreciate to reflect the value of the retained earnings or of a
good management record, Despite its excellent record, which would have
movcd its shares to a substantial premium in most areas with an organized
capital market, there have rot yet been sales of COFISA siock at a substantial
premium, COFISA has tried twice to organize a curb exchange for common .
stocks as well as bonds under provisions of the commercial code, However,
there has thus far been too little activity to support such an operation,
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6. I'cw liquity Positions Taken

A disappointing aspect of COFISA' s performance has been its
slowness in taking cquity positions. To date COFISA has acquired equity in
three companices for a total equity investment of $98,000 or roughly 10 percent
of its equity. One such equity investment resulted from a work out situation,

A rice processor who had borrowed {rom COFISA was in default, Rather than
forcclose on the machinery, COFISA and the other creditors reorganized the
company and added some new capital for which COFISA received $33, 000 in
shares, COFISA also made two loans totalling $75,188 which carry conversion
rights; i.e., the debt sccurities can be exchanged for stock at an agreed price
at the option of COIISA. The problem is basically that solid closely-held {firms
or family businesses simply do not want to bring in new partners even when a
major expansion of cquity is needed, Generally, those borrowers willing to
scll shares have such poor earnings prospects that COFISA is not intercsted in
acquiring equity, Tac legal structure in Costa Rica gives no protection to
minority stockholders and COFISA is understandably reluctant to take small
equity posilions, in [irms where it does not have Board representation, Many
firms furnish no linancial information to the public,

'The failure of COFISA to take more equity positions has been
unfortunate not only because equity positions would begin to lay the base for a
capital market but also hecause many, perhaps most, Costa Rican enterpriscs
are undercapitalized and chronically short of woirking capital because of this
undercapitalization, In many cases COFISA has made short-ierm loans when a
purchase of new equily would have becn a much better long-term solution to the
financing of the enterprise. COFISA is being given an incentive to take equity
positions in such cases under the second loan by permitting the use of AID funds
for the import of vaw matcrials or intermediary products even for non-priority
projccts when COMISA takes an equily participation,

Tn mid-1967 COTFISA rcquested USAID authorization Lo muke
loans to individuals Lo purchase shares in new or expanding companics, COI'ISA
argued that through such loans it could support more risky ventures since its
funds would be secured by the total assets of the borrower not just by the stock
in the new or expanding company., At first USAID authorized such loans with
the limitation that COTFISA itself must purchase equity in the company of the
same amount ag its loan to an individual permits him to purchase, In making
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this concession the USALID took into account COFISA's problem of tuking small
cquily positions without Board representalion, By making a loan to purchase )
stock to a businessman known and trusted by COFISA, the Board could feel
rcasonably surc COFISA?s interesis as an equity holder would be protected; it
could in fact make arrangements with the borrower to represent its shares.

Later, COFISA arpued that many companies and families W
are unwilling to make shares available both to COFISA and an iavestor and the —
USAID removed the limitation that COFISA iiself must purchase shares when
loans for share purchase are made., The project commiltce belicves the
limitation that COFISA take equity equal to any equity purchases it finances
should be rcinstated in connection with the second AID loan., Failure fo rein-
state such a provision would work against the AID objective of encouraging
COFISA to tuke as muany equily positions as possible as there would e a
temptation for board members or their [ricnds to arrange CONFISA lodns to tuke
attractive cquity oifers. Only because of our interest in encouraging COI'ISA
to take equity positions do we even recommend continuing this limitéd auihority
to make personal loans for share purchases.

The invesiment in cquity sccurilies is the most important
thing COFISA can do toward developing a capital market. A company that
wishes o issue shares to the public finds it quite difficult at the present time,
largely becanse investors lack knowledge of or confidence in the firm. I
COTISA! s name and participation were present, securities would be easicr 1o
place. This role is in fact what the old line investment houses did in Europe

- and the United States during the period of rapid industirialization before the
enactment of investor protection laws,

7. Terms Shorier than Exmacted -

COTISA has made shorter term loans than expected and has
even used its own funds heavily for loans of less than one year, Tablell and
Annex Four show COFISA® s portfolio. according to maturity.

r
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TABLE I

ORIGINAT, MATURITY OF COTISA'S SUBLOANS
(in millions of colones)

Amounis Less Than One One To Tive Over Tive
Outstanding Total Year Years Years
September 30 Amount Amound Percent Amount Percent Amount Perecent

1965 14.5 3.0 21 8.1 56 3.4 23
1966 30.5 5.4 17 17.1 56 8.1 27
1967 390.7 6.1 16 22,8 o7 0.8 27

As COTFISA began operalions, 26 percent of the amount sub-
loaned was for less than two years (Annex Tour). Once therc was more time {0
process and study long-term Joans, this proportion dropped to 19 percent in the
year to April, 1966, ilowever, as the [low of secondary gencinlion, especially
from shori-icrm loans, increased, COFISA has moved substuntlially inlo short-
term lending, 30 percent of the amount loaned in the year ending March 31,
1967, and 38 percent in the year ending March 31, 1968, Howcver, as Table 3
sivows, the percentage of funds loaned short-tcrm may be mislcading becausc
these funds roll over so fast., In terms of debt outsianding the proportion with
long original maturities has increcased, On Sepiember 30, 1965, 21 percent
of all funds outstanding had originally been loaned for less than onc ycar; by
September 30, 1967, this percentage was reduced to 16 percent despiic the usc
of substantial funds from forcign bank credit lines for shori-ievin louns, Off(-
sctiing the [alling peoporiivn of loans with short original maiurities is the fact
that medium and long-term loans become shorter term as time passes. The
outstanding balance on a three-year loan made in 1965 is in effect a short-term
loan in 1967, COFISA has had a tendency to do more short-term business than
“would be expected of a development bank, There are scveral rcasons {o1 this
tendency toward short terms, some unique to Costa Rica and somne coinimon in
most developing countries.

The most unique factor is the operation of the nationalized

commercial banks, Al.hough the commercial banks make loans largely with
resources from sight aeposits, they tend to make long~-term loans, Itis
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reporied that, until recenlly, two-thivds of commercial hunk loans had wn initial
term of 5 years or morce. As the commcreial banks do not [ulliil the usual
function of providing working capital financing, the greatest limitation on indus- -
trial or agricullural expansion is often the lack of working capital o operate
closc to capacity the machinery purchased with long-terim loans {rom Lhe com-
mercial banks., This situation is compounded by the undercapitalization of most
Costla Rican firms. In may eases COT'ISA!'s short-term loans have a large nay-
off in increased production. Nevertheless, the purpose ol a development banlk
is lo make medium and long term loans and the USAID has discouraged COTISA
from becoming overly aclive as a short-term lender. Use of COTISA' 5 short-
tcrm credit lines {rom foreign banks for such short-term lending is appropriate
and we are pleascd that the increase in capital associated with the second AID
. loan will permit COFISA to increase the availabilily of shori-term f{inancing
from its credit lines.

A sccond relatively wmigue factor is that the commercial banks T
arc extremely slow in proceusing most loan applicalions. Such slow processing >
is usually less important for long-term loans than for shovi~term loans to cover
immediate nceds. As COI'ISA has established a record for exiremely rapid
processing of loan applications, especially in comparvison wich the commercinl
banks, companies with a desperate nced for funds olten come to COTISA,

COFISA is often able to make low-risk loans at relatively high interest rates,
Some of these lnans are for as little 25 two or thrce months. In some cascs
these loans maercely provide COTISA with an interim usce of funds pending dis~
bursements for other commiiments, Although such iending is nol the role of « '
development bank, because of the unusual Cosia Rican situaiion we do not rec-

. ommend restricting COFISA' s short-term operations with its own funds. We
are suggesting an increase in the minimum term of loans with AID funds,

: COTISA has made few loans for morce than six years, cven jor .
rew industries and even where grace periods of up to two years were providoed,
The reuason for ihe limilation to what might be called medium-icrm lending: is
that there are few competitive projects in developing countvies on which the .
return is not sufficient to repay a loan within six years. COIFISA wouid nrefer
to have the enterprise rcturn for a second or third loan for subscquent expan~
sion instead of giving it initial loan terms such that its expansion can be fi~
nanced out of current cash flow, The USAID supports this COFISA policy as it
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is both financially more sound and also gives COFISA a uscful occasional review
of its clients' operations. COI'ISA has in fact made several loans.lo many
firms, ‘

Another factor leading to a shortape ol working capital and a
high demand for short-ternm loans in developing countries is that new and inex-
perienced companies tend to underestimate their total capital requirements,
When the plant and equipment are paid for, what is Jelt over is working capital,
Frequently this is not enough to carry adequalte accounts receivable and inven-
tories or to provide sufficient cash to meet payroll and other recurring costs.
Constlruction cost overruns reduce the amount of funds available for working
capital. While commercial banks commonly provide this [inancing to going
businesses in developed countries, new firms have difliculty borrowing from
banks until they have demonstrated their ability lo earn a profit,

The World Bank indicates that a tendency toward shori-term
lending in the formative years of privaic developnient banks is usual: In i
report on the conomic development of Centrul American dated June 1967, iac
IBRD states: '...the newly organized private (inancieras can play and Luve
played a major role in developing capital markets. In ihe carly stages of their
operations these iastiiutions tended to have a very high ratio of working capital
or commercial loans in their portfolios, with very smail amounts in cquity and
long-term invesimenis, This tendency was to some extent to be expectzd since
there has been great demand for short-term funds in the region while the de-
velopment and processing of long-term loans or equily investinenls requires
more time, It was obviously important to accumulate earning asscts as quickiy
as possible to meet expenses and to give sharcholders a quick return. Nevcr-

theless, if these institutions are to serve their objectives which have qualified
them for foreign public assistance, longer-term assets of a development vy,sc
must become a more important element in their porifolios, in particular equity
investments in inclustry.' COTISA is representative. Table Three indicates
how COFISA's average subloan maturity has lengthened while it was disbursing
the AID loans., In 1967-68 when it had much less long-term funds to commit
this tendency was reversed (Annex Four).

8. Wider Variety of Staff Skills Necdaed

COTIBA is presently reconsidering its staffing requirements.,
The contract of a relalively expensive American industrial enginecr was not
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renewed upon expiration and a Costa Rican consulting fivm was hired Lo provide
these services, AlD agreed to this change. It is the view of the project com-~
mittee that COFISA and s clienls would profit by the addition of an cconoimnist
to the stall, COL'ISA should sharpen the economic analysis going into projects.
TFor cxample, the degree of eifeclive tariff protection, the pricing policies, the
number of jobs created, and the public revenuces lost should be weighed against
one another, There is no question that the staff and Board of Directors of P
COIiSA are capable of running an eifective lending institution. However, Lhey s
are lawyers, bankers and businessmen., Scveral of COFISA?s clients who were
interviewed appear to be in need of some economic and general business advice
in solving mariketing and expansion planning problems. COFISA cannoi anu

- . should notl aticmpt to manage its clients® alfairs. Nonectheless, develupment
Lanking consists of technical as well as financial assistance and it is largeiy on
li.is basis that larpe intercst rate spreads are justified. In addition, an agricul- J
tural specialist will be needed to review and promote agricultural produciion and s
agro-industrial projects stemming {rom the new thrust under the sccond loan, .
COFISA has indicated it is prepared to add these two stail members and will —
offer salaries on an unusually high scale for Costa Rica to ailract qualified
Costa Ricans now working in the U. S, .

9. Legal Iees

A Costa Rican law establishes fixed fees for registesing corinin
legal documenis such as morigages. TFor sizabie transactions thesc fees wie _
large in relation to the amount of legai work involvad, for exampic two colonus

. per thousand above one million, If is customary practice in iie privaic scciwl

for enterprises to give such work to their regular lawyers and foxr uic lawyers L
to provide other legal services at relatively low cost, COFISA uscs tne icgal <
services ol its President’ s firm, and there have been accusations that the
notarial fees on COFISA generated business provide a major henc.it io Lae
President and principal organizer of COFISA, The loan economist investigated
the situation carcfully.

COFISA pays only 500 colones ($75) a montn to the lirm fov
the part-time legal services of the three partners., This is an unreasonubly low f
" legal fee considering the substantial amount of legal services of various types :
required by COFISA, When COTFISA takes a morigage on a sub-borrower!s '
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property, the registralion is performed by the Presidentt s firm. lowever, much
of COFISAl's husiness is done on the basis of notes and other docuinents not re~
quiring such regisiration. In fact COFISA requires considerably fewer notarial
services and less mnrigare security than the commercial banks, and the savines
on such fees ond commissions were mentioned by several borrowers as a reason
Tor preferrving to do business with COFISA. Notarial fees received by the
Presidentt s firm as a result of COFISAts business do not appear to have ex~
ceeded 50,000 coloues (£7,500) in ony year, Since the AID loan was fully com-
mitted, such [ees have been much less than 50, 000 colones a ycar. These notar-
ial fees are paid by the borrower, not by COIISA. In effect COFISA reduced

the cost of its legn] services by directing its business to this trusted firm, it
does not appear that the total of the direct plus the indirect compensation received
by this Jegal pertnership hecause of its connection with COFISA is excessive in
comparison with the legal and other services rendered. Also there cdoes ot
appear to be any practical means of changing this relationship, Were CONISA
required to spread its notarial services among many {irms, tic only result

would be a substantial increase in legal fees which COTFISA would have to pay

itself to its regular legal advisors, thereby reducing its profits and the retaini«i
earnings it can invest in development,
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IT. The Project

A. Description of the Project

The project is the development of o major private lending inatitu-
tion to make loans quickly on the basis of project analysis to finance private
sector projects contributing to the highest priority economic development ob-
Jjectives: increasing exports outside the CACM, increasing and diversifying
agricultural production, and relatively efficient industrial import subsitut-
tion based on CACM raw materials. The expansion and modiflcation of the
existing private development bank (COFISA) is proposed instead of the creation
of a new institution because COFISA has an excellent performance record in
complying with the objectives of a previous AID loan, has an established
knowledgeable staff and loan committee, and is prepared to increase its own
capital substantially in connection with a second AID loan. Thus use of .
COFISA offers the fastest development results, minimizes the requirement for
local cost AID finasuncing, and avoids straining the limited technical capacity
of the country while taking advantage of economies of scale and the apread
of risks available to a larger banking organization.

Except for farm development and agricultural production COFISA
was authorized to make the priority type of sub-loans from the first AID
loan. However, less than 35 percent of its funds were used in these
categories. Incentives for COFISA to enter these priority fields must be
increased if it is to meet the economic needs of the country. The
percentage of COFISA loans in priority fields will also be increased by
encouraging it to enter the agriculture financing field. The incentives
proposed are a concessional rate of interest, 3 percent, for drawings on
the second AID loan to finance sub-loans in the priority fields while
'COFISA will pay 5 percent on subloans not in the priority field. The
spread permitted in the priority field will be 5% points which will be
reduced after 5 years when the AID interest for priority as well as other
projects will be unified at 5%. The ultimate spread of 5 points after
interest rate unification will be generally consistent with the spread
to other development, banks which have received a second AID loan. COFISA
will also be permitted to finance working capital through use of the AID
loan to pay for imports of raw materials and intermodiaries in the priority
fields if the overall loan term is at least three years. Otherwise use of
the AID funds 1s generally limited to equipment. ‘At least $2.5 million of
the loan must be used in the priority fielde or it will be deobligated,
thereby reducing the leverage through AID fundes for each COFISA share.
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Moreover, disbursements for the priority projects must he approximately as
rapid as disbursements against the more expensive Lut more easily used AID
funds, Should a subsiantial part of the funds earmarked for priorily projects
not be used, il will also be necessary to deobligate a part of the AID funds not
restricted to priority projects, The loan agreement will provide that at no
time may disbursements of AlD loan funds for projects outside the prioritv
catcgory exceed by more than $350, 000 the amount of disburscments of AID
loan funds plus loans of more than one year from other COFISA funds for nroj-
ccts in the priority category financed after May 15, 1968, Discussions with
ithe COTISA board and management indicate COFISA wishes to concentrate its
lending in the priority fields and it will be able to commit at least $2,5 million
of AID {unds in the priority figlds within two years.

A major factor contributing tc COTFISA' s much increased interest
in the ALD priority fields is a general change in national priorities. Wiicn the
[irst AID loan was made, Costa Rica was just joining the CACM and there was
greal emphasis on import substitution industrialization to take advantage of ‘ic
greatly expanded market., AID encouraged such industrialization at that tima
both through the COF1SA loan and the provision of technical assistm ce to pre-
pare importl substitution projcects. Both AID and the Costa Ricans have nov
realized that import substitution, especially that encouraged by fiscal incen-
tives, has gone too far, The c;"itical problem now is increcasing exports oul-
side the CACM. The management and directors of COFISA have good busincas
reasons to be skeptical of pro jccts which requirc {iscal incentives since dlicre
is considerable discussion of reducmfr these privileges. In addition COI'ISA's
borrowers of AID funds carry the exchange rate risk; such risk is minimal fox
export oriented projects or efficient import substitution, but a substantial de-
valuation could cause a large loss for a firm dependent on imponrted inputs and
the local market.

One of the most difficult problems in providing AID support for
agricultural development is that many agricultural projects do not requive a
substantial import component., Local currency financing is essential for ap~
ricultural development as well as some other areas of foreign exchange earn-
ings such as tourism, The strategy of this loan is to encourage COFISA to use
most of ils $1. 5 million equivaleit from its new share issue plus much of the

secondary generation under the first AID loan to finance the colon costs of proj-
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ccts in the priority arca, Therefore, the formula above permits COT'ISA to
move faster with AlD funds in the lower priorily areas to the extent it puts its
own funds into the priority areas.

A sccondary purpose of the loan is to solidify COFISA as a dvhamic
and growing deveclopment bank covering the entire productive sector. Althonugh
the USAID does not belicve f{inancing of the textile, chemical, containcr and
some other indusiries is as important as the priority arcas identified ahove.
increases in production in these other areas are needed to maintain an cconom-
ic balance. Many of the non-priority industries export to the CACM and fi-
nancing growi of such industries contributes to the objective of strengthening
support for the CACM in Costa Rica and encouraging both competition and
ellicieney in the region, Eventually many industries which do not now qualify
for the priorily category may improve their efficiency such that they would
qualify by exporting, particularly if the Latin American Common Markct de-
velops. )

AID funds are being madce availanle [or these lower nriorily indus-
tries in other CACM countries through both private and public acvelopment
banks. Moreover, suppliers' credits from most developed conntries except.
the U.S. are now available for such industries from CABEI. TFailure to permit
COTFISA to continue with its financing role outside the priority fields would
probahly result partlyin slower economic growth and partly in a substilution
of equipment [rom other countries (often higher cost) with CABEI funding.

Nevertheless, we propose to prohibit the use of AID funds for low
priority industry projects. The Central American Agreement on Fiscal Incen-
tives for Industrial Development (signed in 1962 but not yet in effect) divides
industries into three catcpgories:

Group A includes industries producing:

a) Industrial raw materials or capital goods; or

b) Consumer goods, containers or semi-manufactured products,
provided at least fifty percent of the total value of raw mate-

UNCLASSIFIED

t

e T et g e T e e e L e e Lt e T T T LT ey e
AT e 3 N I I, G e T, I T G S R D P S T R T L b S e B T e T TR T



«27~ UNCLASSIFIED

rials, containers and semi-manufactured products utilized
therein is of Central American origin,

Group B indusiries must meet the following three requirements:

" a) ‘Produce consumer poods, containers or semi~-manufactured
products;

b) Produce important net benefits in the balance of payments
and a high aggregate value in the industrial process; and

c) Utjlize, in their entirely or in large proportions, in terms of
value. non-Central American raw materials, containers and
semi-manufactured products. '

Group C includes industries which:

a) Do not meet the requirements set forth for Groups A and B:
or

b) Merely asserble, pack, botile, cut or dilute products; or

c) Pertain to industries expressly listed in Annex 1.

The industries excluded in the annex are those producing dviniks.
alcoholic or not, tobacco products, perfumes, cosmetics and related products
except soaps. No loan may be made with AID funds for industries in the C cai-
egory. The Mission is encouraging COFISA to consult with the Secretariat of
the Central American Common Market, SIECA, to define the categories moce
precisely.

The second loan differs from the first in a number of ways., As is
the case with the other sccond AID loans to development banks, the interest
rate is higher and the full amount of the loan is tied to US procurement.,

The first Loan Agreement contains a requirement that loans to or
investments in firms in which " members of the Board of Directors, Officers,
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or principal stockholders of the Borrower or thcir immmediale familings, bave
any f{inancial infcrest” be approved in advance by AlD. The CALC has decided i
1o substitule majority IBoard of Direclors approval wilh the interesled parties

not voting for AID approval in these cases and this requirement will be mod-
ified.

- A1D presently requires subloans of more than $250, 000 instcad of -

$200, 000 to be submitted for prior approval., Since we wish COI'LGA to make S

more cquity investments, we are recommending that equity investment he

trcated the sume as loans as has been the policy adopted in all recent develop-

ment bank loans., The present reserves (legal and bad debls) seem adequate,

They differ only slightly from the reserves maintained by the other AlD-as~ ,
sisted developmeant banks, and we are recommending conlinuing the present i
system of rescrves.

COTFISA will find it casier to make disbursement for the procure-~ ——

ment of US raw materials than for US equipment. We propose to restrict the
use of AID funds for raw materials and intermediaries procurcment to the
highest priority projects and projects in which COFISA takes an equity partic-
ipation equal at lcast to the financed imports other than machinery and equip-
ment,

Although COFISA is one of the most widely held companies in Cosla
Rica, AID is already subjcct o considerable criticism for giving such sub-"'
slantial assistance to a relatively small group. In order to broaden its owner-
ship and to reduce criticism suggesting that COFISA is a closed ciub, we shall
require that at least $500,000 equivalent of the new shares be sold to persons
not sharcholders of COFISA on December 31, 1967,

or the first time COTISA will not only be periaitted but encour-
aged to usc ALD [unds to finance agricultural production, ccuipment and farm .
improvementi. This chunge is responsive to the ncceds of the Costa Ricin ccon= v
omy, the prioritics of the AID program as well as the request of COI'iSA and :
the recommendations of the AID Central American Industrial Policy Commit-
tee. We believe COFISA's Board of Directors together with the proposed ag-
ricultural specialist to be added to the staff contain enough agricultural ex-

ertise to permit effective appraisal of agricultural projects
?efending pinterest rate Ofp%é% %o sub-g . P j ¢« A maximum

borrowers will als a
0o provide a :
meaningful incentive to applications for priority projects. ‘
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B, Justification of the Project

The USAID does not believe consolidation of a viable private indus-
trial development bank and the provision of more funds for industiry are sufli-
cient juslification for a sccond AlD loan to COFISA. Bccause COI'ISA has per-
formed so well, making sound loans to outsiders and keeping its administraiive
costs low, il does not have the same requirement for additional concessional
A1D support as did the private development banks in other Central American
countries. Some may argue that the lack of a privaic commercial banking sys-

tem makes the need for a2 dynamic and growing private development bank grecalc.

in Costa Rica than in other Central American countries where there are aggres-
sive private commercial banks, including branches of U.S. banks. lowever,
Consta Rica has chosan to keep deposit banking in statz hands, and it is not an
AID role to attempt to offset the results of this national decision, whicn was
fully debated as recently as 1967, It should also be noted that Costa Itica nas
the highest interest rate structure in Central America, giving COF1SA advan-
tages in borrowing from higher interest rate sources. Costa Rica also has e
most unstable exchange rate, making dollar loans more risicy, however,

The justification for this loan is not to strenpthen COFISA bHut 1o v
it. The USAID bheclieves the highest priority requirement for forecign finaacing
in the productive scetor is credit for agricultural diversificaiion. Such diver-
sification is nceded to make the economy and pariicularly forcign exchange
earninps less dependent on coffee and io help resources move out ol colfec piv -
duction, The resources which mav move are more apt to be capital, manage-
ment, technical skills and labor than land, although some. diversiiication may
even prove profitable enough to encourage diversification of land use.

Manv of these diversification px 03<,cts require integral Jending lor
agricultural production, processing and marketing. Moreover, iacy require
lending based on project analysis mare than collateral requirements, The
nationalized banks do not appear to have the [lexibilivy to handle such lendung
and the expansion of commercial bank credif is being limited severely in con-
nection with efforts to avoid devaluation, The Government has suggesicd the
establishment of a new public sector institution, perhaps with private sector
participation, to promote and finance diversification projeots, and a group of
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private agriculturalists had sugigested the formation of a new privale develop=~
ment bank along the lines of COFFISA 1o concentrate on agricullural productlion
and processing, USALD believes there are many sclf-evident advantages to
using the existing, established institulion over creation of a new institution
along either of the above lines, particularly as many of the advantages oi the
above institutions can be incorporated. The Government has already esiab-
lished an autonomous cenicr to promoie exports and investment. COLibA hus
indicated it is prepared to work closely with the center, Once the center in-
terests investors in a diversification project, COI'{SA would consider hnancing
it. Some of the potential investors in a new agricultural development bank

have indicated they will purchase part of the new share issue of COxldA anu
ncgotiations for loans to some members of this group are already in the pre~
liminary stage. Moreover, AlD would have to provide local currency ior sub-
loans 1o a new institution while COFISA can finance local currency necus narcily
from repayments on earlier industrial loans. Thus we conclude that muiang
additional funds available to COFISA is theoretically the best means ol unancing
the needed diversilication.

{

The principal rescrvation is that COFISA may prove 100 conserv-
alive o play an active role in the more difficult and uncertain diversiuiCution
ficld, As the risks are greater in this field, COFISA will have 1o take more
cquity particinations to varticinate in the large prolits of the successiul ven-
tures and cover the losses in the unsuccessiul. ‘I'he loan is being struciureu
such that the funds can be deoblicated and used in an alternative way u CQ 1.
dones not move vigorouslyv into the priovily iiclds,

Althouch USAID bhelieves agriculture offcrs the best [ieid wr expia-
sien of exports ontside the CACM, there is no reason to prejudice purely indus-
trial projects which can exnort to world markets. Such projecis provide siinuas
opportunities for diversification in the use of capital and lahor., “nus these
industrial projccts are included in the priority category. COFISA urged that
efficient import substitution projecis be inciuded as they have a similar clicct
on the balance ol payments. Morcover, such efficient import substitution
projects are ofien the initial stage of export industries. The principai prov-
lem is defining the efficient import substitution industries. The USALU has
established a formula, but only experience will show its workability,
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Since priority projects will genérally have o compele on world

. markets, a concessional rate of intercst 0 the lending institution is justificd
to support compelilive entry into a difficilt market, COFISA will be partly
compensated for the greater risks throfigh this low AID interest rate. Pecrhaps
the projects with ithe greatest risk will be those financed from COFISA's own
funds to cover local costs. Since ALD funds can be used only for imports,
therc is an clement of protection aghinst loss in the goods imported. Thus,
although the concession rate of . 3 percent may not seem justificd for some
of the projects actually {inanced, such as milk processing equipment for the
large cooperative, it must be kept in mind that we expect the earnings on
these projects to be risked in other projects which may require few imports,

The ahove discussion fully justifies the funds io be used [or prior~
ity projcets, but why should COFISA be authorized any additional funds Jor
industrial lending in such fields as the textile and printing industrics? The
USAID is divided on this issue. Some believe no funds should be authorizcd
for use ouiside the priorily fields, Some believe COFISA plays a useful rolc
in financing industrial development and such additional funds can be justificd
on the basis of crealing sunport for the CACM and contributing to the «rowth
ol the cconomy and employment, cspecially since low-value added industries
ave ineliginle. Others take a middle ground supportiing COFISA's posilion that

, there isnot yet enourh business in diversification and export industry lending to
- supporl the development bank ond that it needs to continue with the business for
which it was originally estahlished to carry its overhead, to justifv such a large
loan and increcase in capital (which provides more local currency for tie prior-
ity ficlds), and to press forward the development of such indusiries as wood
products, chemicals and texliles which may not yet qualify for the nriority
category but must arow as the economy grows if the demand for impoxts in
. these fields (laveely from other CACM countrics no more cificient than Cosia
Rica) is nol to increase rapidly and complicate the balance of paymenis proh-
lem, '

There ure nlso technical reasons for supporting additional funds fou
domestic industry. A smaller loan would mean a smaller increase in capital
as only the leverape of the loan makes the shares an attractive investment, and
a smaller issue would result in much less broadening of COFISA' 8 ownership.
TFailure to make dollaxs available for domestic industries would forcc COFISA
to usc much of its secondary generation to continue its lending relatinnships
with its best industrial clients., Thus, in part making these dollars uvailable
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liberates colones for the priority projects. Of course, these problemy would
be overcome through strict conditions on the AID loan, but COYISA hag indi-
cated that its sharcholders will not aceept the dilulion of their original cquity
if such strict conditions are imposed. Continuing making AID funds availablc
for some domestic industries is the price of taking advantage of the strong
csiablished development bank to move funds into the priority field,

There is another strong argument for a private orvganization in the
diversification ficld. ‘'L'he establisament of new productive activitics 1s dil-~
ficult and complicatcd. Government institutions in many countries have suf-
fcered large losses because projects were not sufficiently studied. “L'ne proiii
motive is an important restraining factor in weeding out unworkable projecis,
cven il it means a guod project is occassionally rejected,

'The Foreign Assistance Act, overall U.S, policy, and the AJD
Central American Industrial Policy Committee all recommead use oi priviate
institutions whenever possible. 1L the cost of using a good private institution
is to make some AlD lunds available for a use somewhat below tihe highest
priority, it muay be a price welt worth paying in terms of the etliciency wiih
which the ALD lunds are used,

The World Buank lamily shares this precicrence tor private insticu-
tions. The World Bank docs not plan to continue iinancing capitil equipmeni
througih the Central Bank us 1t did between 1955 and 1963. 'Lne 1170 now deitin
only with privately ownea institutions, and most of its potential projccts in Go« '
Rica would be joint projects with COLFISA if COFISA has funds availavie irom ni-:
second loan, The same is true of ACELA,

C. The ifect ol Higher World-Wide Interest Rates

When the tirst Central American development hunik toans were mai
AID believed the original seed capital supplied by AID woula sulliclent.y
strengthen the banks o permit them to finance fulure growih by borrowing iroin
private sources or harder-term international lenders. When, in 1960, severiu
development banks had committed their first loans and their sharehoiders cap-
ital, they found they were unable to contract long~-term loans from othor
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sourccs. There were several rcasons for this. Iirst, moncy was generally
tight and expensive in lurope and the United States; sccond, the moderale in~
terest rate lenders (IBRD, 1IDB, and Exim) said they would require govern~
ment guaranices of repayment or, in their abscnce, a substantial history oi
carnings and ability to service debt; third, higher risk private lenders (1a'C
and " Edge Acl' companics) required a rate of return which makes 1t impos-
sible for development banks to relend the funds profitably. Similariy, tne
level of local interest rates was sulficicently high to prohibit profitable opesa-
tions with any [unds that might be borrowed from that source. In Costa Itica
first class incdustrial bonds pay 12 percent. The development banks were
able to negotiate short-term credits from foreign commercial banks; however,
these funds could not be used to finance their major development activitics
because they would risik an impossible liquidity squeeze by borrowing snhort
term and lending long term,

The developnisnt banks were also limited by market forces as o
the amount of new sharec capital they could raise. The Banking busincss 1s
essentially borrowing money at one price and lending at another. i the stoch-
holders were to increase their own cquity contribulion without acquiring any
more debt capital, they would be lowering the average rate of rclurn on 1~
vested capital since they would dilute whatever leverage the original shares
enjovaed by dividing it with the new shares.

In view of these factors, AID decided to consider second loans 1o the
development banks to continue their growth, Sccond loans in lLionduras,
Panama and Nicaragua were authorized in FY~67. The Costa rtican ussaw wd
not recommend a second loan to COFISA in FY-67, although CUlISA*s iunus
were all commitled, because other development areas had a higher priority as
explained above,

There is recason to believe that these banks will be able to {inance
future growth from other sources, With a loan and investment jorifoiio os
approximately $10 million they will be able to opcrate with a smal.er sprcuu
between the interest they earn and the interest they pay and the seconu long-
term AID loan will increase their borrowing base since private medium-term

“lenders tend to look at the long-term AID funds as close to equity capiial ,
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D. The Place of the Project in the Country Program

The I'Y-69 Program Memorandum (August 1967) identified the
improvement of public sector economic policies as AID's first priority goal,
The three policies to which particular focus is direcied are: (1) closing the

' 3. fiscal gap, (2) agricultural diversification away from coffee, and (3) revised s
emphasis in industry to stress exports and cificient high value-added import A
substitution,

During the past year the dialogue between the USAID and the Gov-
ernment has resulted in substantial progress on all three priority goals. Ac-
tion has becn taken to reduce the fiscal gap by more than half. The lirst AID
program loan in Ceniral America was justificd by this self-help. However, |
the fiscal problem continues and the prospects for 1969 are for a much larger
deficit. Thus consideration of a second program loan, which was indicated as
the highest priority AID loan in the program memorandum, has been posiponed
pending additional fiscal action. In the meantime, the Government will [ind it
casier to resolve the fiscal problem if the economy continues growing rapidly.
Performance continues good with an average 6 percent growth rate in real
terms over the past three years, There are indications the growth rate is
slipping below this rate in 1968, and early approval of the COFISA loan will
provide another injection of investment funds to help maintain rapid economic
growth in 1968 through 1970 and thus indirectly help the Governmcnt’res:olve
the fiscal problem, both through a higher income base to tax and through a
general atmosphere conducive to new tax action.

The economy of the country and exports are being diversilicd

rapidly. In 1969 bananas are expected to surpass coffee in export earnings.

Minor exports to markets outside the CACM have started in a substantial -
aumber of fields. Among products now being exported for the {irst time are

yuca, tires, cut flowers, shoes, gloves, women's underware, dry-cell bat-

teries. An export and investment proimotion center has been created to develop -
additional diversification and export products; major work is already underway .
on pine trees, macademia nuts, and a pond fish for domestic consumption. The b
proposed loan provides direct financial support for such diversification projects.
COFISA has already made loans to firms exporting all but two of the new ex-
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port products mentioned above., Early approval of the loan is needed to reduce
the bottleneck of [inancing for diversilication projccts.

The Costa Rican Government alonc cannot revise industirial policy
because Costa Rica is in a common market. Should Costa Rica refuse indus-

1 trial incentives to a firm, it can go next door to Nicaragua, obtain the incen-
tives, and then export the product to Costa Rica, Thus an incentives policy P
tighter than its neighbors merely results in the loss of both revenues and johs —_—

instcad of just revenues. However, Costa Rica has taken the lead in pressing

for CACM changes in industrial policy, Meantime, it has modified its own
incentivespolicy to make it one of the {oughest in the area. The COFISA loan

will provide {inancing for precisely those industries which should receive em-

phasis, and the preferencial interest rate to COI'ISA and to the borrowers for i
these industries will increase interest and investment in these fields evcn .
before there is a formal change in CACM policies.

The USAID believes sclf-help in Costa Rica has been impressive in
! I'Y-68 and justifics a substantial input of AID resources, cven though the fiscal
and halance of payments problems have not been fully resolved. Most Costa
Rican cconomic policies are already among the best in Latin America. The
fiscal deficit is not the result of heavy spending on the military, there is none,
nor on prestige type projects. The deficit is because of large spending on
education, hcalth and development of infrastructure, the key objectives of tihc
Alliance for Progress. Over half the einployees of the Central Governinent
are school-teachers, and taxes are already the highest as a percent of GNP in
the CACM. Incentives for agricuiture have been improved during the past year
through an increase in the support prices for rice and beans and by permitting
the domestic price of beef to rise somewhat closer to the export price. Plans
have been made for a large expansion of agricultural research and extension
. services with the assistance of an IDB loan, Roads are being built in almost

. _ every part of the country.

In 1968 the Planning Office expects the rate of industrial expansion i
to slow from the 11 to 14 percent of rccent years to about 8 percent, the same
as the total increase in GNP in current prices. The rate of increase in ag- ;
ricultural production is expected to increase sharply., Thus the revised em= ;
phasis of the second loan to COT'ISA fits the revised national priorities.
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The Country Team gives the highest priority to the sccond malaria
loan Lecause failurc lo continue funding that projcct will result in tremendous .
losses allowing malaria to spread to arcas where it is now controlled. Alter
that loan the Country Team gives the highest priority to the sccond COFISA
loan and urges its rapid approval with the conditions proposed in this paper
such that disburseinents can begin promptly to assist in maintaining the rapid
growth rate and to reduce the pressures on the monetary authorities to expand
credit beyond the scope of the stabilization program .
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1. Economic Aspeels

A, Industry in the CACM and Coslit Rica

The problems of industrial deveclopment in Central America were
examined by both AID and the World Bank in 1967 (final report Aib Ad lloc In~
Gustrial Committee, Sun Josd A-434, Juno 1967 and volumo IV ol IBRD's lico-
nomic Development and Prospecetls of Ceniral America, June 1967), iae gener-
al thrust of these studices is thil the CACM has procecded too rapidiy wilh
fiscal incentives for industrialization, cspecially exemptions firom imporl aulics
on raw matcrials and inlermediaries, that insufficient attention has beco given
to hasic industries and indusiries of scale, and that there is a tendency to pro-
vide virtually unlimited tariff protection to almost any industyry cstabiishing in
the arca. The reports recognize the high priority of additional investment in
industry but suggest that consideration be given to basic changes in industrial
policy to obiain more CACM value added and industries to process CACHL raw
materials and expouxt oulside tac arca and that more cmphasis he placeu va ihe
agricultural scelor. The details of these reports will not be repeited; owever,
the conditions on this loan conform hoih to many specific recommendatious and to
the general thrust of these hasic studics,

Because of the problems of modifying CACM industiial policy, there

-is a tendency to forget thai indusirialization is whai the CACH (and laicr the
LACM) is all about, The CACM was formed becausc o ihe desire of the mena-
ber countries to industrialize and the necd for regional trade {o support indus-
trialization. While there is some inter-member trade in agriculture, it is the
expanded trade in manufactured goods which has been the siguniiicant featurce of
the CACM.. Inira-regional trade in the period 1962-67 grew {rom about $50
million to nearly $200 million with manufactured products accounting for some
85 per cent of the increase,

The CACM has about 15 miilion people, but the economy is only
about the size of Nebraska or Arizona., Most of ihe trade hits izcen in products
with relatively simple production; however, nearly haif the growi in icude vc-
curred in non-traditional products (fextilizer, pelrolewn prowicis, cicmicals
=nd metal producis) all of which are produced by indusirics velacively new o
the repion and which are dependent to a great extent uvon importci raw malori-
als, Many of thesc are also dependent upon high tarilf protection and liberid
tax incentives because they are essentially mixing or assembly oporations with
low value added, On the other hand, some of these assembly industries produce
a product with a high labor content; e. g., the metal fabricating industry, wihich
tends to make the Central American product competitive. Some of ihese indus-
tries would be competitive without excessive protection because of the high cost
of transport from other regions. Consequently, all assembly or mixing indus~
tries cannot be condemned out of hand,
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We ave Limiting the use of AID funds to prevent use in projects with R
the most obvious abuses of incentives, hut there is no doubtl that some of the 5
per cent ATD funds will be used for industries which Costa Ricn and the CACM
should not encourage at this time. It is the history of developing countries, in- -
cluding the United States in its time, to go too far in cncouraging incilicient
indusf{ry during the initial phases of industrial development. 'The cost of such
inclliciency should be considered a part of the cost of development; morcover,
in the case of the CACM, there is the major additional benelit of promoting
regional inlegration,

The World Bank study attcinpts to apply the results of Professor —_—
Ilollis Chencry's work for the United Nations relating indusiry's shiare ol gross
domestic product to population and per capita income, 7The results of this exer-
cisc are set forth in Annex IiL Costa Rica, which has the highest per capita
income in the CACM, has achieved a level of output somewhat below the expectod
valuee,

B. Rclationship of Loan to Tizht Domestic Credit P

The Central Bank has embarked on a program of tight domestic
credit to reduce pressure on the excihange race and the balince of payments, Al
the same time the commercial bunks are attcmpting to make their portiolios
moure liguid by concentrating new lending from domestic resources in short mi-
turitiess Thus there will probably be lew commerciil bank niedium and long term
loans for industry or agriculture during the next 12 to 18 monihs except for loans
at least partly finunced abroad. .

Table Tour shows the grawth of commercial hank crcail during ihe
past four years, The amount of loans for lL,oth industry and caiile incrcased by
over 15 per cent a year and for the rest of agriculture by over 8 per ccut, Theso
credit increases as well as the first AID loan to COFISA and ouhier foreign fi- R
nancing have been extremely important in establishing the current growiin rate ‘
of aboul 6 per cent in reul ternis. As domestic credic will grow oaly slowly, il
at all, under the Central Bunk's stabilization plan, there is & waajor need for ad- — °
ditional forcign rcsowrces to maintain the growth rate,

The Table also illustrates the importance of COTFISA cntering tie .
agricultural field., 7The rate of increase in credit for agriculture, cxcliding
caftle raising, was only a little over half the rato of increase for indus.ry although
agriculture is the basis of Costa Rican exports., Credit for caltle did increcase .
rapidly, pairtly because of the IDE loans in this field. '
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: TALLE 1V

COMMERCIAL BANKS LOANS —
(Outstanding Balances in Milliong of Colones)

End of February

% Incrcasc 1966

) 1964 1965 1966 1967 1968 Over 1564
Agricullure * 257,2 339.8 323, 7 346.4 356, 8 38.17 R
Cuttle, Hunting —_—
& Fishing 136, 8 165.5 199.0 207.5 242,60 77.3
Manufacturing &

Extraction 131.7 166.4 185.17 180.6 220.0 67.0

Elcetricity 2,7 3.3 6.3 G.8 7e4 174. L

Commerce 52.8 56.1 53.1 43.4 33.7 ~30, 2 |
Services, Trans- s
portation and : ' 3’
Slorage 54,7 62,4 70, 2 61.7 66.1 20.8
Housing 27.6 24,0 16.9 12.5 19,0 -31,2 -—
Personal Credit 48.9 57.5 56,7 54,6 " 59,1 7 20,9

Other 12,3 20,2 34,9 34,7 26, 9 11i8. 7

TOTAL 724,7 895, 2 946.5 948,2 1,031.6 42,95

*  Includes Rural Credit Départment

The Table also shows the resulis of the major efforts which have been -
made by the banking system to concentrate credit in the directly productive ficids, '
The absolute amounts of credit for commerce and housing were reduccd. e

The Table overstates the efiective increase in credit for indusiry, . ow-=
cver, because of what might be called ihe credit cosis of integriiion; credics o
the export of industrial goods are included in the industry ciassiiicacion, As iiias-
trics trading in the CACM have developed, there has been a heavy demand on ihe
. : national credit resourcces of each country to finance sales to the other couaiiiv.,
For example, the opening in 1967 of the large Firesione tire planl in Cosia itica
crecates a substantial demand on the Costa Rican banking system for credit to Gis- S
count the export sales of tires; usually 80 per cent of the invoice is {inaaccd. From
the point of view of the CACM, as a whole, the industrialization process greuliy
increases the need for credit. For example, before ine formation of the CACM,
tires were imported and there was little domestic bank credit to finance tires since
little credit is extended to finance retail sales. The distributors took advantage of .
what foreign suppliers' credits might be available., When production starts in the A
CACM, the local manufacturers are pressed to provide at least the sarac teTms 48 s——
the previous foreign suppliers, The composition of imports switches from tices :

e main e
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to various raw materials, but suppliers' ercdits for raw matcrials arc usually
shorter than for finished products. There is a net reduction of working capital I
credit furnished from abroad which must be olfsct by domestic credit. Once
compectition among various manufacturers begins in the arca, there is a tenden-
cy to increasc credit terms, especially since the banks in each country. tend to
give export credits gencrously, Thus credit is provided indircctly to commerce
and consumers.

In short the development of the CACM and increascd {rade amony e e
the member countrics increases tne requircement for domestic bank credite The ‘
COX'ISA loun does not mect this need dircctly, but it will provide additional —_—
medium and long term financing in agriculture and industry while the commexrciu:
banks are shifting resnurces to these shorter tcrm needs. Thus, in a sense,
the COFISA loan does cover one of the most difficult and immediate costs of inic~
gration and supports the U, S, objective of assisting integration efforts.

C. Rclationship to Other Forcisn Lending .

AID-DLC/? - 535 of April 1967, supporting a $5, 0 million loan [or —_—
relending to small farmers, crgaed that othcr foreign loans were covering the
nceds of the medium and large farmers, However, dovclopments during the nast
vear make additional credit for large farmers essential, especially for the di -
versification projccts that have the highest national priority in order to reduce
the dependence of the economy on coffee,

In early 1967, it was planned that the necds of large farracrs woulfl
be met from a $5.0 miliion IBRD loan which would be the lirst stage of extensive
IDRD lendiug lor export apgriculture, a $2.5 million loan for banunas [rom Nitional
City Baunk, loans from Chase of $5.0 to $20.0 million and, to a lesser extent, use _
ol the IDB $5. 2 million loan directed primarily at medium-size farmers. The
IBRD loan has not yet been made; the amount under consideration has been ro-
duced to $3.0 million, and the credit is limited to production of bananas, cuu.c,
pineapples and collon, The loan will probably be authorized snortily, bui there
arc already appiications for more than twice the amount avaiiaoie for hoth hananas
and cattle. Therc is no indication ihe IERD plans to make a second loan soou.
AID funding may ot be uscd for cotton; thus the only area in which therc will he
a possible overlap with the proposed COIISA loan is pincapples. As the IJRD .
loan may not {inance facilities to process pineapples, a role for COFISA lending .
with AID funds may develop even in this {ield,

The National City Bank increased its banana loan to $3.0 million, bui

it is already fully disbursed. A new loan of $6.5 million for bananas and other :
agriculture has just been arranged with Chasc Manhattan Bank., Negotiations are ;
underway for additional banana credits from foreign commercial bainiks, Mean- mon
while, considerable foreign capital is being invested in the banana husinoss with= p—

out passing through the banking system. The AID loan itself can have only &
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limited role in the banana industry. Aside from the Inrpest foreipn companies
which import their own heavy tand clearing equipment, most of the lorcign ex-
chiange investment is in scrvice companies engaged in land clearing, acrial
spraying and other production operations and in railway constructlion and volling
stock. Thus the banana farmers themselves have litlle requirement for AID
funds although they may nced COFISA's local currency. COFISA may also make
some loans with ALD funds to the service companies for the import of U, S,
cquipment. Because of the large amount of credit going into bananas and the un-
certaintics of the banana market, COFISA loans outstanding at any time to the
banana industry including companies servicing banana farms or providing trans-
portation for bananas will he limited to $500, 000 from all sourccs of funds ex-
cept us AID may otherwise agree,

The [unding now proposed from olher foreign bank credits to the
banking system would essentially be a switch of seasonal financing oi collee and
sugity [rom Costa flican resources to foreign resources without an alternacvive
usc of the Costa Ricen resources. This operation is primarily a means of im-
proving the balance of payments, not of providing additioniai domestic finw.wing.

The IDB loan to medium-~size farmers hag been commitied only slow-
ly until recently, There is still about $3,0 million uncommitted. Ulilizalion is
now accelerating; over $1.0 million was committed during the fivst four months
of 1968, Commilments will be even faster once arrangements ave made to use
thie funds through the Rural Credit Boards as well as the commercial department.

Most of the loan will be committed by the end of 1968,

The Nuational Bank pays a higher interest rate than CGIISA, 4 per
cont but it docs not piass on an oxchanfrc rate risk as the IDD loan is fr o the
d for Special Qoexglions and is rep: X’lblc in colones, M:rmu‘v, QU \1'L S g r
jc'di'?p TFEd with the Nationai Bank's .07,
foi e .Murwum&%rmtomrmm'mw vwmmuw.w mrs.t’é’ulp Nulionaleiilahse
Iaamfzmmwwmwmmmm

In addition to filiing gaps where funds for purcly apgricuiwural purposcs
arc not available, COIISA will offer an important new type of inwcgruied lending
including [inancing for both the agricultural production and its processing.  Such
[inancing is especially important for most of the diversification crops, It is not
enough just o grow strawberries. They must be frozen or canncd for cxport.
COFISA is uniquely qualified to provide such integral f{inancing for agriculiural
production, processing and marketing becausc its operations are Lhemselves inte-
grated in a small stalf, The commercial bauks have diflcrent deparimenis for
agricultural, industrial and commercial credits, Moreover, as a private insti-
tution COFISA offers more security on the timely availabilily of funds. In many

diversification projects the financing and construction of the processing (industrial)
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facilities does not begin until well after there has been a major investment in T e
the agricultural parts of the project. COIIEA can punrantee the availability of
such credit when it is nceded, The commercial banks do not have the proce~
- - dures to make such guarantces and experience has shown thatl even when guaran~ -
tces on credit aviilability are made, the credit is olten delayed by a year or
more, Such delays have bankrupted more than one promising Costa Rican di-
. versification project.

Entry of COIFISA into the agricultural ficld may have muitiplicr cf= o
feets by providing some competition for ihe nationuiized comercial binks, O
The banks now rely almost cxclusively on sceurity [or agricultural loans, CO-
FISA will rely on project analysis. TFor example, some of the dynamic but
undercapitalized firms which rely on renting land inglead of buying it will be
cligible {for COTFISA credits, although they expericence great dilliculty in borrow-
ing from the collateral-oriented commercial banks,

The international lonchrg wgcncxcs are providing Lhiree souces of
funds {or industrial leading in Costa Rica. whe 100 his raade owo ol praiages

to the Bank of Costa Ricn, a nationalized comuacrcial bank, Seopliers! cvedil R
[rom most developoed couatrries arve available tirough the Cenleal American Bark r

(CABEI), and AID has supportad COFISA, All international lending for-imports D

of machinery and cguipment competes witia private supplier cuodii [inancing,
The first IDB loan to the Bank of Costa Rica (RCH) was for §3.0

million in 1562, I is fully dishursed, T'wo loans were appirove in L9065 wd

signed 1n 1‘166 one for $2.0 million from ovdinary resources ai 6 per cont and

one ior $2,2 mxlhon from: the I"und for Epecial Opcrincions ot 3. 25 per oo n‘c.

Most of these funds have now heea commiited, and the Dank of Costa Riea wx-

peets to apply for additionad IDB furds before the end ol calendar year J..‘)Go as —_—

soon as all funds arce committed and disbhursements advanced, At the cad of

February 1958 only $1.4 million of the $4. 2 million had been dishurscd, ilow=

ever, the current exchange system is accelerating use of this loan, The LCIt

oficrs one major advantage to the sub-borrower in comparison with CGLLad;

the BCIR carrics the exchange risk while COFISA denominates iis subioans fi-

nanced with AID fands in dollars, The interest rate from hoin insiluticns is :

the saume, akbout 9 per cent, Degpite this advantage, which con be oficved only

because the BCR is stute-owned, many horrowers favor COMISA and COFL&'!\

has moved funds at approximately the same rate ag the 3G, Il should iso b3 -

noted that the BCR has becen able to finance procurcment in mosi Buropoain coun= v

tries and Japan from its ordinary capital resowrces while financing U, 8. pro- '

curement {rom the Fund for Special Operations, COFISA was limited to U, S,

procurement under the first AID loan, once the $1.25 million for CACM pro -

curement was exhausted, i

In most respects COFISA's record compares favorably with Lt of b
the BCR. It has made some loans turned down by the BCR because of insuli-
cient collateral, COTISA's record on subloan repayments s excellent while the
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DCR is only now improving its record with techniceal assistance from the IDD,
The choice between two active industrial lendors has been uscful in keeping hoth
on their toes. The availability of funds {rom the BCR avoids the charge that
AID is establishing a privite monopoly in the industrial lending market and a-
voids the always present danger that COFISA will attempt to maximize its prolits
at the expense of national development,

During the first six months to one ycar that the proposcd sccond loan
to COFISA is available, the BCR will probably have only limited funds {or cos-
mitment as its application to the IDB is processed. This slowing in ils coinpeii-
tor's opcrations will help COTFISA comnit its loan rapidly, just as COTI'ISAts
relatively limited fund availabilily, since the second IDI3 loans to the BCR were
sigiied in August 1966 , has helped the BCR move funds rapidly, The loan com-~
mitlco believes such staging is useful in assuring rapid commitment and dig-
hursement of funds while maintaining the competition between the two organiza-
tions.

With the exchange rate situation increasingly unceriain, COXISA will
find it much hirder to move its funds passing on the exchange rate visk if tne
BCR does not pass it on also. It would secm no additional Fund for Spceinl Oper-
ations loans should he made to the BCR until it agrees to pass on the exchange
rale rislk,

The reported phitosophy of CABEI is to limit its industrial lending
in the member countrics to projects requiring loans of at least 0.5 millioa.
As COTIS rrcnnmlly does not wish to concentrate as much as $0.5 million in
a single loan, there is theorctically little competition, However, CABTI hus
loaned a total of $7.1 million since 1963 in Cosia Ricu, making 15 loans excluding
increasces in loan aumounts, Of this 15, threc were for $1, 000,000 or more,
three between $400, 000 and $500, 060, fowr heaween $200, 000 and $300, 600, two
helween $106, 000 and $200,000, and three less than $100,000,  Thus CALIL
has in fact previded ecompetition for COFISA. The two CABEI loans most re -
contly approved in Costa Rica are for $60,000 and $100,000, CABEI subloins
can only be made to "regional" projects, but this qualificaiion does uol reuwily
exclude anything since any plant that imports raw materials irom or eclls oulpul
to one of the other member countries qualifics as regional. Decausce of its
cagerness to move some of its over $50 million in supplicrs' ciredits fvor Tlexi-
co, the U, K., Switzerland, Holland, France, Italy and other countriecs, CALEI
is entouraging applications for mdusu”al credits of all sizes in Cosia Ilica. in
general, CABE!'s terms are about the same as COVISA's, IHowever, COFISA
will not face serious competition until CABEI's reputation for taking a year to
process credit applications is changed.,
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COIISA has been prepared to engage in joint operations with either
CABEI or the BCR. It is also encouraging a more active lending vole by ADIE-
LA, a COLIISA stockholder, One of the most interesting projects now being dis-
cussed between COFISA and CABEI is & major expansion of rice production for
export, Initial studies indicate a loan of about $3.0 million is nceeded to gener-
ate annual experts on the nrder of $10,0 million. CABIL[ has approached COTI-
SA on joint financing hecause much of the necded ficld cquipment can he piro-
cured most economically in the U. S, and CABEI does not have funds for U, S.
procurement. The project would be eligible for the lower interest rate under
the AID loan and the lower interest rate might make it more economical to pur-
chase some of the other equipment in the U, S, as well,

The project committee concludes that the proposed $5. 0 million for
COrISA do not incrrase the available foreign financing in cither the agricultural
or industrial field above the immediate needs of the economy and that provision
of these funds through a private flexible institution is highly desirable not only
to cover some nceds not now being met by the public institutions but also to pro-
vide an element of choice for the borrower (competition), '

D. The Amount of the Loan

There are scveral restrictions on the amount of the 1oan which it
is prudent to make available tn COFISA at this time: (1) the amount of funds it can
commit for U. S, procurement in not more than 24 months for good projects in
the priority arcas; (2) the amount of new domestic capital which COFISA can
raisc with the 4 to 1 ratio of AID loan to equity (after the second loan) which hus
already Leca established in Ceniral America; (3) the araount of gupplementary
resources available to COTFISA from other lendeis once the AID loan is madc
(which depends heavily on conditions in international capital marlket); (4 lhe
amount of AID support justified by recent Costa Rican self-help; (5, the ahility
of its staff to handle increased volume; (6) the amount COTFISA can commit {or
U. S. procurement in non-priority areas with the exclusions provided,

1. Preeds for Priovity Lenaing

Assuming Costa Rica should be develeping a misimum of &5
million a year in additional exports outsice the CACM in non-traditionul ;..oducis
and a capital output ratio cven as low as 2 to 1, a minimum of 4310 million of
investment a year is needed in the priority ficlds, This caleulation makes no
allowance for investment in efficient import substitution industry or non-export
agriculture projects., Thus even $2.5 million of AID funds plus an cqual amount
of local currency from COFISA's capital issue and rollovers would meet no
more than a quarter of this requirement during the next two years. Howover,
it is not clear that the projects to use even this $6 million {rom COIISA will be
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available or that the projects developed will rocpire substantinl amounts of
U. S. procurcment, COFISA now has relatively few such projects pending: ————
eslablishment of a manufacturer or low quality colonial [urnilurc to compclo

with Yugoslavia in the U, S, market, the growing and processing of straw=-

berries, the growing and processing of tomatocs for cxport. The total valuo

of probable loans of this nature now pending does not appear to exceed $0.5

million,

COI'ISA is considering two large milk processing loans, each about e
$0.5 million. One would assist Boxden csiablish a plunt to process condensaed S

milk in remote Guanacastce to substitute for imports throughout the CACL; the —_—
other would (inance a modern ice-cream manufacturing facility for the large

and cfficient milk cooperative to help promote the consumption ol ice-cream

and improve nutrition levels. If both of these projects develop satisfactorily

and the new Export and Investment Promotion Center identifies several addi-

tional opportunities, morc than $2,5 million of AID funds might be committed

for the priovity [iclds in less than 24 months, As subsequent studies may indi- «
cate problems in soiac of these projects, it appcars the priorily projeci arca is

month period, We bclieve the priority of this area justifies liberal ratlier than —_—
conservative availability of funds, ' .

2. Ability to Increase I.ocal Capital

Given the unceriiiaty of the present financial sicuation in
Costla Rica, COTFiISA is reluciant to undertake a share issuc ol raore than 1.5
shares fur cvery original share issued, even with the requirciment to sell a
substantial block of shares Lo new stockholaers., To tiuc extent the issue is too
large it will cither not he sold or will have to be sold to new stocihoiders at'no
premium at all, a substantial penalty for exisiing shareholders, Only afl~

long negotiations has COFISA agreed to an issue ag large as $1.5 million egriva- .
leat, Thus the ability to raise local capital in a 24-month period coupled with
the 4 to 1 ralio accepted in Ceniral America for AID leverage in private cevelop-- ‘.

ment banks limits the overall sizo of the AID loan to about $ miuion, COIISA
proposcd extending the time period in which purchasers of the shares could make
payment to three years. The USAID does not wish to enter such a long-term
arrangement with COI'L3A because it is still an unproven lending institution in
the priority project area,

3. Supplementary Resousces

Additional lines of credit from Jforeign banks will uncounicdiy ;
hc made available to COFISA once the second ALD loan is approved, In May the i
COTISA manager had couversations with severai important bankers during the
IDB meeling in Bogotd, and approval of a second AID loan will lift a cloui which

has formed on COFISA in the minds of some private bankers because AiD hasg —
UNCLA.SSIFIED
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not made a sccond loan as il has to other Central American developmaent banlas,
Iowever, conditions in tho international capital maikets arce now Light, U, 1,
restrictions Limit the expansion possibilitics for many banks.  Thas the amount

. of supplementary resources which will hecome available may be quite limited, :
perhaps no more than another $1. 0 million. Iailurc to obtain more supplemcentia-
ry resources may mean the lack of sulficient accompanying local currency ro-
sources will limit the use of AID [unds (available for U, S, procwrement only),
especially in the high priority fields where there are greater local currency

! nceds,

4, Costa INican Seil-lielp

Costa Rican self-help during the past year has been substanting
and a loan somewhat larger than $5.0 million would be justified on this ground,

_ 5, Stall Ability
Although a larger voiume of lending will requiro some addition-
al staff, the arrangement with the largest Costia Rican indusiviai consiiiing firm R
and the solid basic staif and loan committce indicale that COFISA’s stafl could .

handle a considerably larger loan than $5,0 million even with a sharply incrciscd
role in the priority ficlds,

Go Possible Commioments in Lower Priority Arcug

As a new financing enterprise in a smaller economy COLMISA
wilts able o commit more than $2,5 million for indusiriai pirojecets outside e
priority urcas in less than 24 months, Asswaing the IDB docs not make an un-

usually favorable loan to the Bank of Cosin Rica, it appears virtually certain —_—

COTFISA could exhaust ils more expensive funcs within the time period even wiln

the limitation to machinery and ecuinment from the U, S, and a minimw.i lerm

of three years. We hope the COFISA board will reserve some of taeso {funds ior
additional projects in the priorily areas if such projects become availaole, Wiz
availability co make non-priority loans is not a limiting factor. Corumitmuiis

for lower priority projccts will be limited by the rate funds arc usea lor pricvcity ¢
projects. As it is not the prineipal purpose of this loan to finance theso lower
priority projects, $2,5 million appears to be sulficicnt to make available,

Conclusion
Were the loan to be $4. 0 million with only $1.5 million for tie
lower priority projects, the smaller sale of suure capital and less supplemenia-

ry resources [rom foreign banks would restrict the availability of local currency
financing in the high priority field, Were the loan $4.0 million with half for
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cach priority, legs resources would probably be available for the hign priority
ficld than nceded and justified by the country's self-help, Were the loan $6, 0
million, cither the bigh priority ficld would tend to be overfunded at $3.0 ox
$3.5 million, espccially in relation to local fund availabilily (secondary gener-
ation would be no greater), or additional funds would be made available for the
lower priority projects which the USAID does not believe is justified at least
until there is a full modification of CACM mdustt ial policy. Thus a lozn of
$5.0 million is recommended.

E, Progpects for Repayiment

COTISA is a well-managed development bank which has already
proven its ability to carn substantial profits, Other sections of this paper,
particularly iV. B, deal with the problem that COFISA may earn too much; thus
there is no reason to believe its cash flow would ever be insuificient to scrvice
the AID loan., Cash dividends will be restricted to 12 per cent, and the rcinvest-
ment of prolits as well as the establishment of a substantial bad debt reserve
will ensurc its financial solvency. The relatively short term of its loans insurcs
a lavge cash flow.

However, it is possible that excharge restrictions might limit CO-
TFISA's ability to remit principal and interest to AID, Under the exchange re~
strictions the Central Bank imposed at the end of 1966, COTFISA!'s position is
ideal, It has not only becn decliared cligible for the ofhcml rate for servicing
its registered debts, including the AiD loan, but exchange has been mado availa-

i ble prowmpily not only for payments to AID but also to service its lines of credit
from foreign conmuercial banks. Such conditions :nay not always continue, how-
ever. Thus the loan is somewhat more risky for AID than a similar loan to tie

- public sector,

It is proposed that the Government be offered a two-step (uwrange-

ment to spread the debt service pressures on the Costa Rican buiance of pay -
. meoents over the most concessional AID terms instead of the 20 ycurs b(,inf;‘ mado
available to COFLEA. A similar two-step agreement has been pruposced to cover
the first COIFI8A loan, and two versions have already been signcd by the Govera-
ment, The first agrcement was turned down by the I'inance Committee of tiic
Assembly when neither COFISA officials nor the Finance Minister appearca o
defend it,  After sipning the second agreement, the Government found it could
not legally make the commitment because the Assembly had not authorized it
to sign such un agrecement, The Costa Rican Constitution is now being wmended
to remove the legislative authorization step, and the two-step agreemuat will
again be submitted to the Assembly later in 1968, Should the Government {ind
it convenient, one agreement might be submitted covering both the first and
second COI‘ISA loans., If the Assembly approves a two-step agreemeni, COTISA

- UNGCLASSIFIED

& b ‘
S it e e o i e v B e AL AR
"““,,g~_,"‘“"'~ O s e e G R e S o RN U P

o e am et




- 48 - UNCLASSIIIED

will service the deht in colones and the Govornment, instead of COFISA, will
have the problom of purchasing exchange for remittanco to AfD,

The Government has had little interest in the two-step on tho first
loan thus far because the grace period to COFISA hags not yet cxpired and the
difference between Government receipts and its payments to AID would be mini-
mal, The grace pcriod to COFISA expires in 1969 although the Government
would still be within its grace period, Thus substantial amounts will be availa-
ble from the first loan for mutually agreed economic and social development
projects and it is expected the Government will increase its efforts to obtain ap-
proval of the two-step agreement,

A debt service projection for the public sector 1965-1990 is on page
162 of AID/DLC/P-535 and a complete analysis of the balance of payments is
in AID/DLC/P-648, pages 19-21, .

T, Tlicet of Loan on U, S, Economy

*

The loan will finance $5,0 million additional procurcment of goods
and scrvices in the United Stotes, Most of this procurcment would not other-
wise be made in the U, S., primarily because tae borrowing firm would not havo
the funds for the purchases without the loan. In some cases the Costa Rican
firm might eventually {ind the funds from another source, but the procwrcmeit
might then be made outside the U, S,, especially if the financing is from a non~
U. S. source such as the CABEI supplier credits, Thus the loan will provide
support for U, S, industry, especially industry producing the relatively simnle
industrial machinery and equipment necded in a developing country and the inrim
machincry indusiry. There will be no financing of locai costs with dollars under
this loan,

In the future, the sale of spare parts and compatiblc equinment wiil
increasc U, S, sales to Costa Rica not financed by AID, Algo tae strengthenin
of distributors and agents ior U, S, products through this substantiol volume of
business will tend to increase the U, S, share of the Costa Ricuin mariket oa a
permanent basis, '

Soame of the projects financed under the priority seccion of the loua
will produce [or export to the United Siates, In most cases these firvms wiil
produce items which the U, S, is now importing from other sources at higher
prices, The reduction ia the price of imports to the U, S, may yield a balance
of payments saving to the U, S, In other cases the products exporticd to the
U. S, will make available desired food items curing the seasons when U, S,
production is not available., In only a few cases will Costa Rican production fi-
nanced by this loan be directly competitive wiith U, S, production. Financing
which would increase the production of cotton, sugar or coffee will be pro-
hibited, '

UNCLASSIFIED

L TN N L metane s
A e T Lo C g "o

. LA Ty e TR e R T Lo Voo T Nty g i s e e
R N e N R _:‘/,'*."-w‘_rr_' s e ,: PP T e, [T

L e/

p—— e



[\

i
i
1

.
1]
'

- 49 - UNCLASSIFIED

The increase in Costa Rican exports from projects financed under
this loan will permit Costa Rica to import more goods and services. As the
U, S, provides 50 per cent of all Costa Rican imports from outsice the CACM,
the principal beneficiary of increased Costa Rican imports will be the U, S,

Some of the projects financed by this loan will lead to impoxt substi=
tution and a change in the composition of imports., Import substitution tends to
be in areas of relatively simple operations and high labor cost, The U, S, is
generally not the principal supplier of these products. Thus import substitution
tends to increase U, S, exports by switching the composition of Costa Rican
unports to raw materials, intermediaries, a.nd capital equipment in which the
U, S, is more competitive,
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IV. Financial Analysls

[

A. The Terms of the Loan

In Section III D a loan of $5.0 million is justified. The
standard practice with AID loans to Central American development banks
has been to provide a second loan such that the ratio of AID loan funds
to share capital 1s 4 to 1 after the second loan is disbursed and the
new share issue fully paid. In Mr. Diamond's basic .text on development
banks he recommends a ratio of long-term debt to equity of about 4 to 1,
and this ratio seems appropriate for COFISA. By 1971, COFISA will have
AID loan funds of about $9.5 (two $5.0 million loans less amortization)

and $2.5 million of paid-in capital. The ratio will continue dropping
as the AID loans are repaid.

The twenty-year maturity and five-year grace period are the
terms AID has previously authorized for second loans to Central American
development banks. These terms were selected becauase they provide for
a strong capital base necessary to permit subsequent borrowings from
other lenders and because they enable the banks to make equity investments
and to extend grace periods to their sub-borrowers. Another advantage
of the 20-year term is that 1t controls COFISA's cash dividends for a

long period ensuring the reinvestment of funds in the business and in-the
development of the country. .

B. Irofitability

COFISA has been a profitable enterprise as discussed in Sectlon I,
In its fiscal year ending September 30, 1968 it is expected to earn at
least 17 percent on par value of ite shares after taxes and provision to
reserves. If there were no new share issue, earnings would continue .
increasing. Assuming there would be few loans which must be written off
and an increased amount of short-term credits from foreign banks would be
used as repayments on the AID loan, the profits per share would
probably exceed 20 percent, perhaps even more if the staff and other
expenses were reduced as the amount of new loans made was reduced. Afte;
geveral years, profits would begin to fall as repayments on the first Al
loan reduced the leverage of the equity. However, profits per share in
each of the next 10 years would be substantially higher than they will

be with the new issue.

The requirement of a large capital increase in ‘connection with the
gecond loan means COFISA will not earn as much per share over the next
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decade ag it would have without the second loan. Projectlons have baon
prepared through 1976 (Anvex V, Part 1(a)) which indicate thnt por phare
earnings aftar taxes but, hafors raeserve allocations will diminioh from the
. 1968 level during theo diaburaemont period 1969--70. These earnings riea .
to slightly ahove 20% during 1972 and 1973 principnlly as a result of the )
3% AID interest rate on the component for priority uses bul decline as
- the interest rate is unified at 5% after the 5 year concessional rate
period. Yet these earnings are not excesslve in the Costa Rica situation
ns 1o domonstrated below but will be adequate to assure a maximum return
to equity holders of 12% leaving some funds for expanding COF1ISA's portfolio.
The real possibility of further tax increases in Costa Rica will, of course,
be reflected in an earnings decrease. Weore AID to insist on charging higher
Interest for this loan the problem of attracting the requisite additional
equity would be greatly intenaified as the probability of a 12% return to

sharehclders became less certain.

Superficially it might seem AID should not assist a private
enterprise owned largely by a score of familles to earn profits at this
level. However, AID wishes private Costa Rican investors to purchase
COFISA shares as an investment, not for the purpose of obtalning loans.
Thus the return on COFISA shares must be competitive with alternative :
investments available in Costa Rica. AID is also imposeing a 1limit on. .
cash dividends of 12 percent on capital pald in cash. Such a cash return, B

even i1f it is considered to be a certain return, is not competitive with —

other investments available in Costa Rica.

Bonds of the Government and various autonomous agercies, including
the commercial banks, pay 8 percent tax-free. Such bonds are usually avail~
able with a clause providirg for immediate repurchase. Government bonds
without a repurchase guarnatee are usually available at substantlal discounts,
making the yield to maturity as high as 11 percent, The large assembler and
distributor of General Motors vehicles has been advertising regularly to sell
on igsue of 10-year bonds paying 12 percent tax-free., Interest on Government
bonds 1s tax exempt; the borrower must pay tax at the rate of 15 percent on
private bond issues to make the interest tax-free. At the moment corporate
dividends are tax-free, but a tax reform which would make dividends taxable
is now under discussion. A prudent investor would have to consider the
strong possibility that his dividends from COFISA would be taxed within a
few years. Other investments generally pirovide higher returns. Consumer
finance comparies are generally prepared to pay 1.5 percent per month or
more for time deposits. Investors in most indusirial projects expect to
earn 20 to 30 percent per annum on their capital. In short, the investor :
in COFISA shares actunlly makes a financial sacrifice, at least in caeh 1
return, . z

v~
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Moreover, Cngta Rican expnrience has bern that sharas in thae
few public compnning bave not appraclated to reflect ratnined earuines
or good managnment. Thus the invesstor may not even bo compansated with
a capital gain should he sell hia COFISA sharen.

The ansumptions on which tho earnings projectiona wara banad
appear reasonable and reflect close scrutiny of COFISA'a operatlonsa to
dnte. Interest receipts are estimnted at 8% on the smnll transitory
investment in bonds, 12% on short term loans and 10% on medium and long
trem loans utilizing COFISA's cepltal, lines of credit and funds from
the first AID loan. The conditjons of the socond AID loan will require a
mrxienm intereat rate of 844 a3 incentivae to borrowers in tha priority

arza and 0% for othera through the initial diabursemant period. If
world-wide interest rates are reduced in the future from their present
high lovela, COFISA will have to reduce its rates, especially on dollar
deacineted loang which COF1S5A characteristically makes. Thua, interest
enrnings appear readsonable and may well be overstated for the 1nter year
projections of this long term loan.

COFISA agsumes its equity investment will increase from 2 million
colones at the end of fiscal 1968 to 6 million at the end of 1969, 9 million
in 1970 and then stabilize at 10 million colones. Dividends received increase
gradually on these investments to 8 percent in 1973. No capital gains on
aale of stock are shown 1n the projection. These estimates appear reasonable
for the next fow years. Companies in which COFISA purchases equity will be
new on expanding and it'is reasonable to assume dividends will bo restricted
for a few years. In the longer run COFISA will porbably reaceive greater
returns from such equity invesimonta including nome gubatantinl capital
gains., Thus per share earnings may not tapar off ns rapidly as expected
once the grace perlod on the second AID loan expires and the leverase on
concessional funds falls rapidly. We believe COFISA ghould have a sufficient
profit margin to encourage it to take equity positlons, especially in new
companies, without concern that its 12 percent dividend would be threatened.

The projections assume less use of credit lines from abroad thau :
we would expect, a gradual increase to 7.3 million colones by September 196¢9
from about 5 million now. Because of the second AID loan and what we
expect will be increased forelgn bank purchases of COFISA sharea, we believe
more than twice as much funds will be available from forelgn commercial
banks. The margin on these funds is relatively small as it is not always
possible to pass on the exchange risk and lend at 12 percent. Nevertheless,
this under-estimntion probably leads to a Blight understatement of future
prnfltu.
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It appears the estimate for adminiotration expense is slightly
high, Expenges will cartainly increase tn hnandle the agecond AT 1nan
and becomr more active in apriculture; the snlaries and relsted expsndltures
of the two techunlciana which AID is requiring conld ba as much ag 200,000
colones por yenr. Efficlent orpanlzation may menn there will not be other
peragonnel nceeds, biut office expenses and travel will increase. However,
amortization of organization expenses and of technical assistance {from a
U.S. engineer) was 131,000 colones in 1967 and the remaining balance in
this account 1s only about half a million. This operating cost, which was
15 percent of total administrative:expenses in 1967, should fall subatantially
within a year or two. Administrative expenditures would have to be over-
egtimnted by 250,000 colones per year (20 percent) to increase the after-
tax profits per share by one percent; clearly any overestimation is considerably
less than 20 percent. Moreover, no increase in administration expenditures
ia projoected in future years although wages and other costs will undoubtedly
rise. After GOFISA commits the second AID loan and its funds from its new
issue, 1t might be able to reduce staff, but it is more likely to continue
its active role in the economy. The projections do not take into account
the future development of the organization. :

In conclusion, the terms of the socond AID loan, including the
interest rates and the ratlo to new caplital have bsen designed to yleld .
a proper and negotiable level of profitability. The profit level made
avallable by the first AID loan was too high, and the exlstence of this
extremely favorable situation for COFISA's shareholders greatly complicated
our negotiations. Those who may feel the earnings after the second loan are
high should keep in mind that profits will be about 20 percent beginning in
1969 if the second loan is not mada. However, we do nct believe the level
negotiated is just the lowest COFISA will accept; we believe the level is
fully justified given conditions in the Costa Rican capital market and the
threat of devaluation. Moreover, a sufficlent profit margin to encourage
COFISA to take equity positions in new firms which will not provide a return
for some yeara is necessary to serve both our developmental interest and
our goal of helping create a capital market. Also AID is making ite second
loan when worldwide interest rates are the highest in over 30 years; mosat
economigts believe interest rates will fall within a couple of years;
should interest rates fall, COFISA will have to reduce ite rates for dollar
lending and its profitabllity will be less than shown in the projections.

C. Taxation

COFISA pays income taxes under Costa Rican law which provides
for a payment of 122,980 cclones on the firet 500,000 of profit and 30
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percent on esrnings above 500,000, In addltion, there wos a 25 percent
surtax for the year ending in 1967, Should thlis surtax be extended to
help reduce the Governments serious flocal defiocit, COFISA's after-tax
profite would be nearly 2 percontage points less than shown in the
profit projections.

COFISA is a substantial contributor to the Costa Adican treasury.
In 1967 it paid 656,916 colones, about one-hi.1f of one percent of all
income taxes paid in Costa Rica. The projections lndicate that COFISA
wil) poy over twico as mnich tax by 1972.

Its own tax payments are not COFTSA's only contribution to the
treasury. COFLiGA has found on more than one occasion that the financial
reports submitied to it as the justification for a loan sre not the same
ag nged to compute tax llability. 1In such cases COFISA inaists the
borrower put his house in order to be eligible for a loman. USome borrowers
complain bitterly about the unreasonable conditions of COFISA, especlally
as the commercial banks, although Government owned, do not exact such
obnoxious conditions. We belleve such conditions are precisely what le
implied by the Alliance for Progress symbol on the back of COFISA's
annual report and the title, Alimnza para el Progreso en la Empresa |
Privada, :
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V. Implementation Procedures and Schedule

A, Increase in Capital

The COFISA board already has the authorily to incrcase the share
capilual as required by this loan and has written the USAID that it fully supports
the increase. However, Costa Riciun law provides that the existing sharcholders
must be given the first opportunity to purchase new shares in relation to their
current holdings. Thus, should each sharcholder wish to purchase the approx=
imately 1.4 new shares [or ecach share now held (the proportion is lcss than 1,5
beeause of the 6 percent stock dividend), there would be no shares available to
meet the AID requirement that at least $500, 000 equivalent be sold to persons
not sharcholders of COFISA at the end of 1967. The AID requirement would
then require COI1SA {o increase the amount of the share issuc until suilicient
shares are available to outsiders. Naturally the COFISA board docs not wish
to reduce tie leverage provided by the AID loans more than ncecessary. Thus
the board plans to ecall a meeting of sharcholders to explain the situation and to
work out arrangements for sharecholders to turn over part of their entitlement
of shares for sale to outsiders. By coordinating this opcration COIFISA hopes
to place the shares at the maximum premium possible witn the premium being
used to cover part of the cost of the shares bought by exisling stockholders,
The toial cash received from the new issue will be only $1.5 million. Bccause
of the uncertain financial situation in Costa Rica and the size of the new issuc,
it docs not appear that the premium will be lacge. Also the book valuce of the
stock is less than 5 percent above par because of the relatively large dividends
paid. ‘ ’

The basis for paying in the new capital will be the same as the first
. share issuc. The downpayment will be 20 percent of the vaiue with Jour sub-
scquent equal payments at 6, 12, 18, and 24 months. The Costia Rican law
provides that once an individual or company has made a commiwment to puv-
chase a share, the company has a legal claim against any asscis of the inci-
vidual or company for any part of the unpaid value of the sharce. Thus AID Las
full sccurity that the full amount of the new issue will be paid in once the down-
payments are made. The loan agrcement will require COFISA!s receipt of the
20 percent downpayment on new shares equivalent to at least $1.5 million and
proof that at least $500,000 has been taken up by new shareholders as a condi-
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tlon pracadent to the first disbursement.

The loan ngroement will alan provide that AID dishurremsnts
nay not bo moro rapid than parl pagsu with the payment of the capital R
gubgeription. Recnuas of the normal procurement delays, it 1o not ;
Jikelyv thnt the recenlpt of funds from the share lsgue will delay
diaburaanaptn an the loan at any tlme.

B....A}D Insbursemsnt System

The digburnnment of the lonn at two different interesi rates
{3 a minor complication. 7This situation will be handled by COFIGA's
otenlng Letters of commitment with at least two different banka. Each
Jetter of commitment will cover disbursements for either priorlty orojecta
{3 percent) or non-priority projects (5 percent) but not hoth. Thus the —_
Vi) Controller will be able to charge each disbursement against the out=-
gtanding capital al the appropriate interest rate by handling the two
parta of the loan essentially as two loans initially. Once the losn is
rully disbursed, within the grace period, the averapge rate of intorest
o the loan can he computed. Thereafter, the rate wlll be unified at ‘ ;
5%¢. In all other respacts the procurement and dlsbursement system will ‘
be the asame ag for the firat CJOFISA loan, and COFISA is alreandy familiar
with such AID requirements as small business notification and 50-50
shipping. ——

(. Hiring of Additional Professional Staff

Because it is desirable for COFISA to add hlghly qualified
personnel in the new agriculturalist and economist positlomsrequired
by the loan, it does not appear appropriate to require that both poaitions
be filled as a condition precedent to loan disbursement. Such a condition
would place extreme time pressure on GOFISA to hire from a small market
of professionals. It is worth waiting a few months for the right man.
We recommend the loan agreement provide that COFISA will not firmly
commit more than $1.0 million of the AID funds until AID has approved
the personnel for these two positions, Such AID approval could be given
on the baslis of a contract which might not require the individual to
begin work immediately.
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D, USAID Monitoring of Loan

The most dilficult monitoring aspcets will be: (1) cligibility for the
lower , vriority project inlerest rate, (2) incligilility of industrics clas-
sified as Category C by SIECA, (3) assurance that commitments in the non-
priority field do not advance substantially faster than commitments of AID and
COFISA funds in the priority field, (4) assurance that only machinery and cquip~
ment are financed with the non-priority funds.

Both the USAID and COFISA wish to avoid prior approval of subloans

by USAID beeause of the interference such a procedure would cause with COIFiSA' s

norimal rapid processing and because of the peak demands on the limited USAID
stall to handle such cases promptly. USAID investigation of proposed individuul
loans hefore they are made wauld result in client pressures on ihe USATD lor
approval and might even result in COTFISA!s passing USAID some difficust cases
knowing that USAID (instcad of COXISA) wouid turn them down. USAID also
prefers to have the minimum problem of access to confidential business infor-
mation. Insicad, COTISA will send USAID a list of all new commitments cach
month including sufficient detaiis o justiily the lowesr interest rate when COTFISA

. has determined it applics. Marginai cases will be discussed in the continual

\dialoguc between COFISA and the USAID at any time. AID will reserve the
rizht to require prior approval for eligibility for the lower iiterest raic, but
this right will he exerciscd only if review of the mointhly reports and subsecucnt
discussion with COFISA indicate COI'iSA is not following the prioritics estin-
lished in the loan agreement as interpreied ny the USAID, Since anotiher provi-
sion requires that a loan increasing COTFISA!s outstandings to any firm to more
than $250,000 must receive prior AID appioval, there is littic possibility
COTISA will abuse this coniidence during any month, The USAID will indicate
the priority it believes a large project has at the time of giving approval.

Should the USAID review after the fact indicate COI'ISA has violuted
the loan agreement by financing a category C industry, financing raw materlals
or intermediarics outside the priority ficlds or equity participation, ov any
other loan condition, COTISA will he required to cancel any AID financed letter
of credit opencd and to refund any funds already disbursed from the AID loan
for such subloans, Such refunds will reduce the principal of the loan; they will
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not be reprogrammed. Presumably COFISA will then have to finance the sub-

) borrower [rom ils own resources as it will have a binding commitment, .

Past experience indicates a frank and informal relationship be-
. tween COTFISA and the USAID yields a mutual understanding of probleins and
i priorities. The USAID direcior will play a major role in the COFISA dialoguc
‘ personally, assisted by the loan officer, the agricultural economist and the
Mission cconomist. It is expected this will be the largest loan heing monitored
by thc USALD at least until the end of calendar 1969, and substaniial sia’f re-
sources will be used to insure compliance with both the above mentioned special
conditions and the other conditions typical of all development bank loans.
Quarterly and annual reports will be required on the same formut as now being
provided.

Because of the exchange rate problein discussed in section ‘Vi. the
loan agrecment will provide for a comprchensive detailed review of COIMisAl s
lending operations from the new ioan when commiiments under the Loan reach
$1,750,000, Although this review will concencrute especially on the possinie
substitution of loan financing for oihér available financing because of the ex-
change rate system, it will provide @n opportunity for a compleie review of
COYFISA! s performance. Because oi the backlog of pending apyslications it is
expected $1,750,000 of commiiments will be reached quickly and this important
review will be held in early 969,

E, Implementation Schedule

1. June

AID loun authorized, _
ROCAP regional lawyer prepares first draft of loan agrce~

ment, .
USAID prepares first drafl of implementation letter onc,

2. July

Loan agreement negotiated with COFISA board and manage-
ment, '

COTFISA shareholder assemhly approves contract and makes
arrangements for new stock issued, '
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(No legal slteps are nccessary to formalize agreement nor
. implemor projcet.)
Loan Agreement signed,
3. August and September
! New COFISA share issue opened.

COTFISA bhegins processing applications for potential financing
under loan; small business and other conditions for procure~
ment move forward although letters of credit not opened,

COTISA intensiflecs efforts to recruit new staif,

4, October

Tinal date for downpayments on COFISA shares, '

Condititions precedent to disbursement met,

- Letters of commitment opened,
First disbursement on loan.
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VI. OTHER ISSUES

Effeet of NDavaluation on Hew Share Inpuo

Ouxy recommendntion requires COFLSA to ifnnue $1.5
million ecquivalent in new share capital. This now capital
vill be paid in over a 24 monih period. The banis Cor da-
termining the colon equivalent of the $1.5 million 18 the
official exchange rate because it applies to all othar R
COFISA transactions. However, once share purchasers make
their downpayments, their obligation for additional paymant
is fixed in colon amount. Thus, should there bu a formal
devaluation which would increase the colon value of COFISA's
subloans with AID funds and its debt to AID, the ratio of®
loan funds to cquity would be incrcased even before the share
capital is paid in, ' .

Since purchasers of COIFLSA's new shares are placing —
their funds in shares with a fixed maximum cash return in
colones for the next 20 ycars (12 percent) during a period
of exchange rate uncertainty, wve do not belicve it is either
nractical or desirable to pecnalize COFLSA share purchasers
with an escalacor clausc, Such a clause would severely re-
duce the value of the new shares and would probably make it
imnossible to sell an issue as large as proposcd. An esca-
lator clause is a difficult obligation for most investors R
since & devaluation usually does not increase their Licui-
dity in colones; thus they might not have the cash flow to
handle thie increased payments required by such a clause,
especially since devaluation redutcs the effective working
capital of most businesses and therefore places substantizl
demands on most busincssmen, Since they would have a legal .
obligation to make thc payments on the shares under Costa
Rican law, an escalator clause with both the amount and pos-
sible timing unknown would discourage those with limited . !
liquidity from investing in COFISA. Nor do we believe it is
possible to obtain agreement from COFISA's assembly of stock-
holders to a subsequent issue to maintain the 4 to 1 AID loan
to equity ratio., Since the second AID loan substantially

UNCLASSIFIED‘- ' '

e —— . e {’

L e e
e T LW
.- ".—-. o




) ~61- UNCLASSIFIED

reduces the per share profitability of <“OFISA and most

. sharebulders are more interested in thaix return on COFISA
sh2yes than on wossitl: loans #rom COI'L3A, there is a limit
on the conditions vhich can be dwposed,
Should a dev. tuation increase the effective leverage
. on COTISA's shares aa- thus COFISA's carnings, the 12 percent tﬁﬁf
limi¢ on dividends Tow rhe full 20 ycars of the second AID e
. loan insures the coniti:-nd uge of such additional profits for
telending ond the dewrzi-pment of Costa Rica.
0
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UNCLASSIFIED
ATD-DIC/P~Th5
: ‘ ANNEX I Page 1 of 15
- ' June 20, 1968
CHECKLIST OF STATUTORY CRITERIA
(Alliance for Progress)

Criterin Conclusion
COUNTRY PISRFORMANCE
Progress Towards Country Goals

1. TFAA S.208;: 8.252(0)(1); §.251(b)(5);

» §.251(h)(6). Extent to which

country is:

a. Making appropriate efforts to
increase food production and
improve mcans for food storage
and distril:ution. '

b. Creating a favorable climate
for foreign and domaestic private
enterprise and invesitment.

¢. Increasing the public's role
in the developmental process.

Althourh agriculiural production has increascd

faster than population, basic [oods are siill imporicd,
The country is now intensifying cfforts in ovder Lo
itcreasc rice production by at least 10 percent a yonr
and corn production by over 5 p2icent. In 1066 cora
sroduction was stable and rice output increascd only
one pereccat, bui in 1967 corn production was up 6 per
cent and rice 20 percent, and in 1968 both corn and
rice ou. at arce expected to incrcase by over 10 por-
ceat, ‘Cids loan will contributc to conlinuing these
rates of incicase in later years.
tion Council purchases and siores the basic grains at
support prices fixed before the planting scason; in
most cases these support prices arce higher thun U. S,
prices. The Council also disiribuics basic foods ul
fixed prices through almost 100 of its own ouileis in
low income areas.

Costa Rica is creating a favorabie climate for forcign
and domestic private enterprise and inves.imesi. Net
private foreign invesiment is $10 1o 315 miilioa per
vear. The Coastitution guarantecs forcigners equal
righis with Costa Ricans. Maujor tax beneiits arve
given to encourage both domesiic and forcign invesc-
ment,

Creation of Exnort and Investnient Promotion Cenier
with significant public suppor:, formauion of rurul
electric and agricultural coopcratives and credit
unions, universal primary education is realiy
achieved and both secondary and universiiy cnroli-
ments are growing by more than 10 pcrcent a ycar.
Over 350 land titles are being distribuied each year.

The National Procuc=
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d. Allocating expenditurcs to
development rather than to unnec-
essary military purposes or

intervention in other free countries'

affairs,

e. Willing to contribute funds
to the progject or program.

f. Making economie, soctal, and
political reforms such as tas

collcetion improvements and changes

in land tenure arrangement, and
makirg progress toward respect
for the rule of law, freedom of
expression and of the press, and
recoynizing the tmportance of
individual freeden, initiative,
and private enterprise.

g. Adiering to the principles of
the Act of Bogota and Charter of
Punta del Este.

h. Responding to the vital
economie, political, and social
concerns of its people, and
demonstrating a clear determina~
tion to take effective self-help
measures.

FiA 8.251(b). Information and
conclustion on country's efforts
to repatriate capital invested in
other countries by its own
citizens,

UNCLASSIFIE

ANNEX I Page 2 of 15

Costa Rica has no military forces has no army
and is not intervening in other frece countrics af-
fairs. A substantial part of the budget is devoted

to development.,

The Loan is to a private concern and ihe Gov-
ernment will not contribute hut additional shares

cquivalent at {east $1.5 million will
Costa Rica.

be sold in

Tax measurcs taken by the Costa Ricun Govorin-
ment increased tax colleclions hy nver 25% hc-

tween 1066 and 1968.

projcct is designed to lecad to land reiorm and

increased revenues from property toxes.

The

Institulo de Tierras attacking land tenure prob-
lem, and expecis to distribuie over 5000 tiiles in

the next 5 years.

There exists historically in

Costa Rica respect of rule of law, frecedom of
expression of the press aind recognilion of the

importance of individuai frecdom, i:

private enterprise. The independen

sitiative iand
t couri 5y G-

tem is allocated 5% of tlie total national bucget,

The Government of Cosia Rica adberes lo iig
pirineiples ot che Act of Bogola and tug Canveer ol

2uwna del Este, Taple I {pp, 8,9
Assistance Paper AID-DLé/ 1’-’6/(8

y of Prog.
sliows Cosui

An AID {inanccd cadasiral

Rica's, impressive performance on 11 of the i
objeciives in Title I of the Churier ol Yunta dei

Este.

The Government of Coz’a Rica is sh

owianm a 1=

spousivencss to the vital econontic, poiicical aaa

social concerns of its people.

has demonstrated a clear determination to take
effectiive self-help measures, as demonstirulcda b

its efforts in education and taxation,

The fiscal stabilization measures now beiny
undertaiken should encourage repatriation of
capital invested in other countrics by its own

citizens and the opportunity to inves

{ in this

projeot will also encourage repatriation.
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d.

Relations With U.'S. and Other Rations

Fad 8.620(c). If assistance to Not applicable.

a govervment, existence of indebt-
edness to a U, S. eitizen for goods
or services furnished or ordered
where such citizen has exhausted
avatlable legal remedies, debt is
not denied or contested by such
goverrment or indebtedness arises-
under an unconditional goverrment
guaranty.

FaAn 8, 6;0( d{ . If assis,:tcmca .for Not applicable because this loan will be madc
any productive entcrprise which under Title VI-Alliance for Progress (Sec.251),

will compete in the U. S. with not Sec, 201 to which Sec. 620(d) refers,
U. S. enterprise, existence of _ '

agreement by the recipient country
to prevent export to the U, S. of
more than 20% of the enterprisec's
amnual production during the life
of the loan.

FrA S.0200e) (1), If assistance Not applicable.
to a government, extent to which

it (including govermment cgyencies

or subdivisions) has taken any

action which has the effect of

nationalizing, expropriating, or

otherwise seizing owrnership or

control of property of U. S.

eitizens or entities beneficially

owned by them without taking 8teps

- to discharge its obligations,

FAA 8.620(7). Information whether There is no recent history in Cosia Rica of mob

the country permits, or fails to action directed against U.S. property. The Gov-

take adequate measures to prevent, ernment regularly provides adequate preventive
the damage or destruction, by mob police protection. o P

action, of U, S. property.
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'7.

9.,

10,

1.

12,

FAA §.620(1). Consideration which
has been given to denying assistance
to a govermment which after
Decomber 31, 1966, has fatled to
institute the tnvestment guaranty
program for the specific rigks of
inconvertibility and exprapmatwn
or configscation.

A 8§.620(0). If country has
setzed, or imposed any penalty or
sanction against, any U. S. fish-
ing vessel on account of its
Tiching activities in international’
waters, consideration which has
been given to denying asstistance.

FAA 3.620(q). Existence of default
under any FAA loan to the country,

FAin 8.620(t}). Prohibition on aid
1) country has severaed diplcmatic
relations with U, S., unless
agreements have been negotiated
after resumption of relations.

FAn 5.620(w). Status of the
country on delinquent U. N,
obligations.

A 8.209. Information about
multilateral assistance being
furnished to the country.

UNCLASSIFIED
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The investment guaranice program for incon-
vertibility and expropriation or confiscation ]b

in effect.

No such incident has occurred.

No delinquencies of as much as three months

exist on any FAA loan to Costa Rica.

No such incident has occurred.

Costa Rica is not delincuent in its U. N.
obligations for the purposes of Article 19
U.N. Charter.

CIAP has reviewed the Costa Rican development .
program in consultation with other international

agencies and supports this loan. '

[
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13. FAa §5.620(a)i App. 8 10/(a) and (b),

=t Comp Lwnce With prohibiiiond cyaindt
assistance to Cuba and wny counizry
(a) which furnishes assictance o
Cuba or failed to take appropriate
steps to prevent shtpe or awcmft

f wnder 1ts registry from carpying
equipment, materialg, or cuppliea
from or to Cubc; or (b) which
sells, furnishes, or permits any
ships undgr its registry to carry
ttems of primary strategic signif-
icancc, or ttems of ceonomic

assistance, to Cuba.

14, FAA §.620(b). If assistance io a
goverrment, existence of determi-
nation 1t 18 not controlled by the

international Communist movecment,

15, Fia 5.820{%). Iaformelion on

represenwation of he country

at ciy international confercnee

when thas representation tncludes

the planning of activitics

, involving tnsurrection or sub-
version against the U, S. or
courntries receitving U. S,
assistance.

16, FA/A 8.620(n): App. 107(b) and
. 116, Compliance with prohibition
against asgistance to countries
which traffic or permit trafficking
with North Viet-Nan.,

Military Fapend’ buras

17,

FAA U.620(1). Existence of
determination that the country
18 engcging in or preparing fon
agreseive military efforte,

UNCLABSIFILD ,

ANNEX I Page 6 of 15

Costa Rica does not (a) [urnish assistance 1o
Cuba nor are ships or aircrail under its rcg-
isiry permitted to carry equipment, materials
or supplies from or to Cuba nor (h) does Cosia
Rica sell, furnish or permit any ships under
its registry to carry items of primary strat-
egic significance or items of economic assi.ii-
ance to Cuba.

Not applicable. ‘

The Costa Rican Governinent has not been
either ofiicialiy or uaoiiicially represented i
any international conference involving tie

‘planning of aciivities involving insurrection o

subversion against the U. S, or countries
receiving U, S, assistance.

Cosia Rica does not {raflic or permit truf-
ficking with Norta Vietnam.

The President has not cctzrmined that Costa
Rica is engaging in or prepuring LOL a';‘,u,o
sive military efforts circcted apinst the
United States, or any country raceiving ausisi
ance from the United States, or tny counly
which sales are made undor thc Agricuivusal
Trade Development and Assistance Act of
1954,
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18, FaA §.620(s). Information and
Condnuiton whother country te devoting
wnnecescaiy percentage of budyct
for wilitary purpoces and woing
foreign cachange for military equip-

‘ ment, . ' A

19, App, 8,119, Informalion on reduction
in wssiotanee by amowvto spent by
country for the purchase of gophio=
ticated military equipment, :

CONLDITIONS O THE " LOAN

Gengral, Soimdnées

20. s §.201(d). Injormation dand
conciua son on legality (under Lows
of country and U. S.) and rcason=
ableness of lending and relending
teime of the Tloan.

21, FAA 251 (8) 5 G.a51(e),
Tnjbnation and conclusion on
activiiy's cconomic and tcehmical
sowndrass, treluding infonnation
vt watlability of an application
Logether with aasuranves to indiecate
that fund. will be used in an
cconomteally and techwically
gound manner,

28, FAM 6.251(b), Information and
‘concluston on eapacity of the ‘
country to nepay the loun, inoluding
reasonablences of repayment
provpeots.

UNCTLASSITIED
ANNIEX I Page 6 of 15

Costa Rica has no standing army, only an
internal security force (Civil Police), and

has no military expendilures,

No purchases of sophisticaicd military equij-
ment have been made nor are any planncd.

Loan funds are not to be loaned or reloancd .
rates of interest which are excessive or un-
reasonable for the Borrower and are not hi; li-

" er than the legal rate of interest in Costa Ricil.

The horrower has administered the loan Tu.ads
provided undexr the first ALL joan in an cii-
cient and ecconomically sounu inuuaes and con—
tributed greatiy o the strengiicning wd ¢~
sion of privaie cnterymae ia Costa Rica., e
addizion of a professional cecenomist and an .
agriculiure specialisi to the Dovrower? 8 soii,
required under the sccond loan will give accica
assurance thai the loza funds will be used i
an cconomicaliy and technically sound muitiaese.
A loan application has becn submitied by e
Borrower. ¥

The loan will finance an expansion of exporis,
and this improvemecent in the winance of pay-
ments situation will be more than suflicient to
permit the payment of interesi and renaymoent
of the loan.
or fully justifios coniidonoce in its continucil
profitable operation such that 1L will Le o in
service the loan regularly.
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23. FAn §.611(qg)(1). ,Infgrmciﬁion and Necessary substantive financial planning for
conc Zusiqn on qvai Zcfbility of the loan has been completed and a firm esti~
engineering, financial, and other  mate of the cost of the program to the U.S.
plans necessary to carry out the has been ¢btained.
assistance and of a reasonably firm
estimate of the cost to the U. S

T of the assistance.

- 24, TFAA 6.611(a)(2). If legislative No legislative action is required to implement
action 16 required within recipient the project.
country, basis for reasonable antic-
i ipation such action will be
- completed in time to permit orderly
acconplishment of purposes of loan.

85, FAA 5.811(e). Compliance with This requirement has been complied with
requiremenc that Mission Director  ANNEX VII,
certify, with respect to projects
estimated to cost over $1 million,
as to the country's capability
effectively to maintain and utilize
the project.

26. FAA 5.251(h).  Information and No financing by oiber internationa lending
concluston on availability of agencies oy private sources within tue United
finaneing from other free-world States, at interest rates permiiling reasoiuui
sources, including private sources spread for medium and long term subloans arc

within the United States. available to Borrower.

Loan's Relationsnip to Achievement of
- Countlry and Regional CGoals

27, FAA 8.207; 8.281(a). Extent to This loan is to a private enternvisae io raaks sun-
which assistance reflects apprapmatel"fms to other private cnu,rprlac therchy
emphasis on: strengthening the private sector of the cconom y

while providing new productive jobs. Morover,
ithe Borrower will be required to sell at least

and $500, 000 of shares (about 20 percent) to porsoin.:
or firms not holding the company' 5 stock on

a. Encouraging development of
demoecratic economic, poltmcal,

-

social institutions. . December 31, 1967, Subloans will be made 1o
cooperatives.
()
0
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b.. Self-help in meating the aauntry e 2 project will assist in finaneing new agri-

food needs. «Lural projecis or substantial cxpansion of
existing ones, and therchy stimulate scli-li:ip
in mecting country' s food needs.,

e, Improving avatlability of - The project will provide indircclly, throvzh
i trained manpower in the country. . sub~borrowers, new employment opportuni.i:.

for professional personnel and skilled labor, B
but is not directed at providing slkdlled miun- s
power, —_—

d. 'Progr'ams designed to meet the The loan has no effect on the country's Lealin
country's health needs. program.,

-

e. Other importunt areas of econcmie, This activity will contribute signilicantly to " |
political, and social developmenrt, establisiunent of new industries and the ey —
including industry; free lebor uniom, sion of existing industries, including csial )hm-
cooperatives, and voluntary agenme ment of new high priorily industrics inciud.. ;
transportation and commumication; a«fro.-moustnal cnterprises increasing ¢xjiov.s
planning and public administration; outside the CACM.,

- urban development; and modernization - - |

' of existing laws. ‘ :

28. FAA B.251(b)(3). Information and This aciivity is consistent with und cinsaly
concluston on activity's relation- related to other development celivities heiny
ship to and consis tency with other undertaken or planned and wiil contuibute ‘o
deve lopment activities, and its realizable long range objectives as explaiica L
contribution to realizable long- '  in Section I D. s

rarge objectives. ‘ ' : .

29. FA4 B.251(b)(7). Information and This activity wiil, by increasing investcr
conclusion on whether or not the in agriculture and high priority incustsini pooy-
activity to be financed will con- ccts, accelerate the rate of growih and thevenby
tribute to the achievement of self-  bring closer the time when Costa Rica will be
sustaining growth, able to support continued rapid growth from its

own savings.
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30. Faa 8.28 1(a). 'Extent to which the Not directly applicable in view of the naturc ol
' loan will contribute to the objective this loan,
- of assuring maximm participation
- in the task of economic development
on the part of the people of the
country, through the encouragement
of demoecratic private and local
, governmental institutiona,

31, FAA 8.281(b). Extent to which pro- ‘The project will broaden tie ficld of aciiviiics
gram recognizes the particular - and considerably sirengthen and broadea L.
neceds, desires, and capacities of participation of individuals, busincus and incn- -
the people of the country; utilizes try in, and the operational base of the oy
the country's intellectual resources private development banking institution in e
to encourage institutional dsvelop- ta Rica, thereby contributing to the economic
ment; and supports civie education  progress of the country,
and training in governmental '

skills.

32, TiA .§.601(a)., Information ard Loan 5 desigred fo inerease the flow of tnter-
" conclusions whether loan will national trade Dy encouraging the creation o)
encourage efrorts of the country export oriented industiies; foster privui:
to: (a) increase the flow of initiative and competiiion by providing mcdiinm

international trade; (b) fosier and long term credit at reasonablq rates ol
private iiltiative and competition; inierest to private {irms througa a compleiniy
(ec) encourcje development and use private intermediary; and improve techniciul

of cooperatives, credit unions, and eificiency of industry, agriculture and co.n-
savings and loan associations; (d)  merce through project analysis and g guidance
discourcge monopolistic practices;  Provided to sub-borrowers by the COILSA suu.i.
- (2) tmprove technical efficiency
of industry, agriculture, and
. commerce;.and (f) strengthen free
labor unions.

33, FAA §.619, Compliance with require= Costa Rica is not a newly independeni countuy.
ment that assistance tn newly ‘ : .
independent couwntries be furnished
through multilateral orgamzatwna
or plans to maximum extent
appropriatae.
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10

Fan 8.051Ch) ¢ Information and
conclusion on whether the activity

15 consistent with the findings and
rgcommendations of the Inter-American
Comnittee for the Alliance for Progress
in tts review of national develgp=-
ment activities.

id,

35. AN 8.251(q). Information and
conclusion on use of loawt to assist
in promoting the cooperative move-

ment in Latin America.

36, Fan 8.200; 03.251(b)(8). Information
and conclusion wnether acsistance
will encourcge regional development
programs, and contribute to the
economic and political integration
of Latin America.

Loon's Effoct on Us S, end A.I.D. Proyram

37. FAA 3,251(b)(4); 8,702, Information
and conclusion on possible effeccts
on U. S. econocmy, with special
reference to areas of substantial
lebor surplus, and extent to which
U. 5. commodities and assistance
are furnished in a manver- consietent
with improving the U. 5. balance

of payments position.

Fit §.601(b). Information and
conclusion on how the loan will
encourage U. S. private trade and
investment abroad and how 1t will
encourage private U. S. participation
in foreign assistance programs
(treluding use of private trade
chamels and the services of U. S.
private enterprisc).

38.

UNCLASSIFIED
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This activity is consistent with the findings St
and rccommendations of the Inter-American
Committee for the Alliance for Progress. Iu

its 1967 review of national devclopment activ- -
ities CIAP urged the foreign assistance agencics
to make available additional funding for diversi-
fication and export production.

Cooperatives will be eligible for subloans al
it is expected that as much as 10 perecent of tic
AID funds will be loaned to cooperatives.

I"any of the industries which have received s.iim ,
loans and will receive subloans czpori a sub- _—
stantial part of their ouiput to other CACM coun- ' ~~
tries. The assistance to these indusirics
strengthens this sub-regional market and the
growth of these industries prepares them io
compete in the larger Latin American Comuiun
Market.

Entire procced s of loan will be userd jor S
chases in the U, 8, under standard AiD proce-
dures, therefore the loan will have no adversc
effect on the U.S. economy. As.a result the
U.S. proportion of Costa R ican imports wiii be
improved ard new permanent trading relu.io.~
ships establishcd whica will have a favorw;.c
impact on the U.S. economy. .

There are no restrictions agaiazl suniovane i
~ o0 (04 [ s 3 4 .
U.S. citizen or firms and U, 3. iivesimcnt, P

both in the Borrower and in sub--zorrowers is
actively encouraged by the Borrower, The

loan will significantly increase U.S. commercinl |
exports to Costa Rica. Thus U.S. private trade *
and investment in Costa Rica will be facilitatced,
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11

39, Faa f.e01(d). Ij‘ a capital project, Professional and engincering services will

. conp Liance with the Congreaeional not be’eligible for loan {inancing.

: policy that engineering and pro- '
fessional gervices of U. S. firms
and their affiliates are to be used
in connection with capital projects
to the maximum extent consistent
with the national interest. '

47, I'AA 8,602, Information and conclusion Provision will he made for American smai;
whetk_—r Toan Will permw u. S. business to participate equiiably in the
small business to participate furnishing of goods and services financed Hy
equitably in the furnishing of goods this loan wherever possible.
and services financed by it.

41, F/A 5.620(h). Compliance with Assistance provided by this loan will not he
regulations and procedures adopted used in a manner which promotes or assists
to ensurz agai-(w-b use Of assgistenee forelgn aid prOJecis or activities of the
in a manner which, contrary to the Communist~Bloc couniries.

best interests of the U. S., pro-
motes or assists the foreign aid
projects or activities of the
Communis t~Bloe countries.

]

42. "Fas 8.621. Imformation and conclusior No tcchnical assistance will be provided
on now the loan in providing technicql under the loan.
assistance will utitlize to the fullest
extent practicable goods and professional

. ard other services from private
enterprise on a contract basis.
If the facilities of other Federal

. agenetes will be utilized, informa-
tion and conclusion on whether they
are particularly suitable, are not -
canpetitive with private enter-
prise, and can be made avatlable
without undue interference with
domestie programs.
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12
'y,' .

43, FAn 4, 252(a). Total amount of monecy All loan funds ($5, 000, 000) will go to an SR

under loan which 16 going directly intermecdiate credit institution, All joan

to private enterprise, 18 going to funds will be subloaned to private cntorprisc”

inbermediate credit ingtitutions for importation of goods and scrvices {rom

or other borrowers for use by pri- private sources in the United Statles,

vate enterprice, 16 being used to

3 Jinance inports fran private sourced,

, or ic otherwise being used to ' S
finance procurements from private '
gources. _—

- Loan's Compliance with Speeifie Require-

Cments
44, Fan 5.608(a). Information on Standard language will be included in the .
measures to be taken to utilize loan agreement, , -
U. S. Government excess personal .
property in lieu of the procurc- —_—
ment of new items.
45, A B.604(a); hAnp. 5.108. Compliance All equipment and commodities under tic
with restriction of commodity pro- " loan shall be procured in the United
cuvement to U. S. except as other- States. .
wise determined by the President )
and subject to statutory reporting '
requirements.
46, 1A 8.604/p), Compiiance with bulk All equipment and conuandities under tihc
comnodity procurement restriction loan shall be procured in ihe United
to prices no higher than the market States.
price prevailing in the U. S. at
time of purchase. .
47, FAA 8.604(d), Compliance with ILoanr i1:1;césoihgllmlzremr\r]1.a‘.§1c:vg.ﬁlabhc fog Mgr}ionc ;
: s usuran 0 dities shipned under sub-
gequél’ emZni.: tl;zt rlr}ar:léne tmurca;?éti cg  loans when such insurance is placca on a -
e placed in tne U, 5. on camn competitive basis as speciiica in this scetion ¥
financed by the loan if the host of the Act. In Lhe event that Costa Rica dis-
country discriminates againet U. S, criminates against any U.S. paarine inguiiines s=———
compantes. ' ' company, commodities purch..sed under tiis !
loan will be insured arainst innrine visk iu
the U.S, as required by this section.
A
e e gt T e I R s Tl T, o - ;
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49.

50.

52.

1%

an .604(a).

Cemplianno with

requiranent that funds not bo

uned for procuremont of any ogri-
cultural conmodity or product
tharcof outuide the U, S. whon

the domestio price of ouch ocommodity
18 lesa than parity.

pan Boo11(h) s app, B, 101, If

water or water-re lated Land
regsource construation project
or program, information and
conclugtion on benafit-cost
computation.

Fan §.611(c). Compliance with

requirement that contracts for
conctruction be let on competitive
basis to maximum extent practicable.

FAA S.620(f); App. 8.109.

Comp liance with prohibitions
against assistance to any Communist
country.

7AA 3.620(g). Corpliance with
prohibition against use of
assistance to compensate owners
for expropriated or naticnalized
property.

UNCTABSTRTERD

ANNLEX 1 Pago 13 of 1h

Tho loan will not bo used for procuremaoent o,
any agricultural commodily or product Lhere-

ol oulsido the Unilod SBtatos.

Tho Joan does not involvo water or rolaled

land rosourco construction,

No construction contracts will be financed

with funds from this loan.

‘Assistance proviced under this lown will vl

be furnished to any Communise councry.

The loan agreement will provide that loan
funds will not be used to compensaic for ¢x-

propriated or nationalized properiy.
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53,

54.

56.

‘56,

a7,

58.

14

FAA 8.612(b); £.636(h)e Steps that

have been taken to assure that, to
the maximum extent possible, the
country 18 contributing local
currencies to meet the cost of
contractual and other services,
and that foreign currencies owned
by the U. S. are utilized to meet
L/le cost of contractual and other:
services., -

App. 8.102. Compliance with
requirement that payments in
excess of 825,000 for architectural
and engineering services on any one
project be reported to the Congress.

App. §.104, Compliance with bay
against funds to pay pensions,

ete., for military personnel.

App. 8.106. If country attempts

to create aistinctions because of
their race or religion amounyg
Americans in granting personal or
commercial access or other rights
otherwise available to U. S.
eitizens generally, application
wnich vill be made in negotiations
of contrary principles as expressed
by the Congress.

4pp. §.111, Compliance with
requirements for security clearance
of personnel, '

App. §.112, Compliance with
requirement for approval of

contractors and contract terms
for eapital projects.

UNCLASSIFIED

ANNEX I Page 14 of 15

No contractual or other services in Costa

Rica will be financed by the loan funds.

No architectural or engineering services will

be financed under the loan.

No loans funds will be used to pay pensions,

etc. for military personnel,

Costa Rica creates no distinetions because of
race or religion among Americans in granting

personal or commercial access or other

rights otherwise available to U,S, citizens

generally.

No personnel requiring security clearance

will be financed by the loan,

No contractors or contracts requiring
approval will be financed under ihis loan.
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" 60,

62.

63.

15

App. #.114, Compliance with bar

against use .of funds to pay U.N,
assessments, ete. -

App. §.115. Compliance with regu-
lations on employment of U. S.

and local personnel for funds
obligated after April 30, 1964
(Regulation 7).

Fan 8.636(1)., PBrohibition on
Jinaneing non=-U. S, -manufaoi:uz’ed
motor vehicles.

Arm, 8,401, Compliance witn bar
against use of funds for publicity
or propaganda purposes within U, S.
not uuthorized by the Congress.

FAL §.620(k), If construction of
productive enterprise where
aggregate value of assistance

to be fuxmished by U. S. will
exceed $100 million, identification
of statutory authority.

UNCLASSITIED
ANNEX I Page 16 of 16

The loan agreement will provide that loan funs
may not be used to make any payments to the
U.N,

No construction projects will be financed under
this loan,

The loan agreement will provide that no non
U. S. manufactured motor vehicles will be
financed under this loan.

Loan funds will not be used for publicity or
propaganda purposes within the U. S,

The aggregate value of assistance is less than
$100 million.
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AID-DLC/P- 745
ANNEX II Page 1 of 4
FINANCIAL STATEMENTS June 20, 1968
A, BALANCE SIILET
: AS OF SEPTEMBER 30TH
» (Thousands of Colones)ik

. ASSETS 1965 1966 1967
) Current
Peity Cash 1.5 1.5 2,0
Local Banks 162,7 116.6 705.0
‘ Foreign Banks 89.7 185.0 1,344.4
Sub-Total - 253.9 303.1 2,051.4
Receivables
Accounts Receivable for
Subscribed Stock 1,930.2 - -
Miscellaneous Debtors 12,2 5.6 22,17
Legal Stamps - 2,8 3.6 3.6
Inventory .8 1 .3
Sub-Total 1,946.0 9.9 26.6
Total Current Asseis & Receivables2,199.9 313.0 2,078.0
Stock - - 220.0
Dcbentures 2.047.0 2,699.0 2,236.0
Short Terim Loans 2,976.4 5,333.9 6,085.8
Mcdium Term Loans 8,107.2 17,106.5 22,804,3
Long Term Loans 3,376.5 8,123.7 10,817.G
Total Investinents 15,507,1 33,265.1 42,1063.7
Real Property
‘ Tixed Assets 135.1 209,60 234,35
- Less Accumulated Depreciation (14.5 (30, 5 (50, 8)
) Next fixed Assets 120.6 179.3 183.7
Other Asscts '
. . Organization Expenses | 347.8 309.2 270,06
Capitalized Tech. Assistance ‘ 136.7 209,6 274.6
Telephone Rights 1.2 - -
Accumulated P1oceeds 72.3 302.8 353.1
Deferred Expenses o2 5.0 5.2
Total Other Assets 558.2 ~ 826.6 913.5
Total Assets 18.385,8 34,584, 0 47.598,9
" % (6,65 colones = U, S, $1.00)
5.%‘{*{#;:’ ,WM%M'4'<KW : E"::y?"v'!zw- EE -‘1_,.:\.. w__._,,,.,. N g T e T e e T
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LIABILITIES 1965 1966 1967

Short Term Iiahilities - _

Dividends Payable - - 3.0

Short Term Documents Payable 37.8 312.5 1,975.9

Differed Proceeds 31.3 48.2 101.0

Interest Payable to AID 17.2 22,9 36.6

Accumulated Expenses 13.3 29.8 47.0

Miscellaneous Debts - 134, 5 1,031.1 e

Letters of Credit Requested 120.8 153, 4 422,1 S

Payments Orders Ivsued - 15.9 -

Total Short Term Liabilities 220.4 717, 2 3,616,7

Lone Term Liahilitics

Letlters of Credit Requested 273.6 2,028,3 " 57.5 ,

Payment Orders Issued 624.8 486. 5 5.3 '

Amounts Paid {o Correspondents , e
Reimbursable by AID 79.8 64.7 21.6 .

Long Term Payable Documes 10,511.8 23,687.79 33,092.0 R

Total Long Term Liabilities 11,490,0 26,267, 33,176, 1

Toilul Liabhilities

Net Worin

11,710.4

|
Il

"' UNCLASSIFIED
ANNEX II Page 2 of 4

26,984, 6

26,.793.1

Capital Stock 4,719.8 6,650,0 7,049,0

Cuapital Stock Subscription 1,930.1 - , - "'
Earnings Not Distributed .

Legal Reserve 1.3 , 60,5 50,0

Reserve for Contingencies 237.7 . 83L.5 535.6

Current (213.5) 557, 4 75,6

Total Net Worth 6,675, 4 7,509, 4 545, :

Total Liabilities and Net Worth 18,385.8 34,584,0 45. 358,90




UNCLASSITIED
ANNEX II Pago 3 of 4

B. VARIOUS FINANCIAL INFORMATION
As of September 30
S (Thousands of Colones)
1965 1966 1967
iR PN
Sccurities Received as Guarantees 6,013, 5 7,185.7 11,5644, 8
Bonds and Guarantees Respon~
sibilities 331.3 2,660,0 2,854, 5
Commissions Collected - 122.4 439.0
H
Stock in Custody 100.0 9.2 ' 414.7
Loan Due {rom AID 22,738,2 9,562.1 .. 158.0
Letter of Commitmcent Issued 6,821,0 3,950.2 33.9
AID Recuperaticns Received 265.3 2,297.7 1,782.0
Lines of Credit Received 4,828,9 7,543.8 14,716.6
i
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C. INCOME STATEMENT, " ANNEX II Pago 4 of 4

YEAR ENDING SEPTEMBIR 30
(Thousands of Colones)

INCOMIE 1965 1966 1667
Interest on Subloans ,
Own Resources 234,4 598.6 0921,4
AID Resources : ¢ 350.6 1,436,3 2,360,0
Total Interest larned  585.0 2,034.9 §, 281.4
Intcrest on Bonds
Own Resources : 46.5 125.4 106.2
AID Resources , 50.5 46,8 -
Total Interest on Bonds 97.0 172,2 106G, 2
Commissions 1.7 1.2 4,2
Exchange Differences . 1.4 Te4d 17.5
Tcchnical Assistance - 19.2 - 65.3
Commissions on Guarantees Placed - 9.4 29.6
Supervision Commission 2.6 7.5 2.5
Commitment Commission - 10,9 12,0
Misccllaneous 1.7 3.1 4,1
TOTAL INCOME 689, 4 2,265.8 -3,522,3
EXPENSES

Administrative and General Expenses
Sularies & Directors IFees 336.1 402,2 462,06
Travel & Representation Expenses 23,5 38.0 43,6
Office Operations & Supplies 35.1 47,4 70,1
Rent 37.3 36,3 6.6
Scholarship o7 2,6 6.6
Professional Fees 9.8 15.6 35.0
Amortization of Organization Expenses 72.8 9.6 131. 1
Depreciation 10.9 6.0 20.5
Miscelluneous 20.4 21.4 29.5
Total General and Admin, Expenses 552, 6 679, 1 '835.6
Financial Expenses 111.4 403, 0 594, 9)
TOTAL EXPENSES ' 664.0 1,082.1 1.520.5
PERIOD EARNINGS 25.4  1,183.7  2,002.3

ﬁ%\%}
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THE LEVLEL OF INDUSTRY IN CENTRAL AMERICA - ACTUAL AND THEORETICAL

Value added in Manufacturing

Percentage Share of Manufacturing

Relative Level

(in million CA pesos) in Gross Domestic Product of
1962 1985 1962 1965 1962 1965 1962 1965 Industrialization
Actual Theorctical 1/ Actual Theoretical 2/ 1962 1965
(A) (B) (€ (D) (A+B) (B=D)
Costa Rica 60.8 80,7 71.4 92,2 13.9 14,7 16. 3 15.8 0.85 0.87
E]l Salvador 96.6 185.1 101.8 120.4 14,9 17.4 15.7 16.0 0.95 1,13
Guatemala 146.7 215.7 2()8.97 285.1 13.1 15,2 18.7 19.4 0.70 0.78
Honduras 49.5 67.5 56.9 70,9 12,6 14,3 14,4 '15.0 0.87 0.95
Nicaragus. 52.9 68.9 60.9 85.5 12,7 13,0 14,6 16.1 0.87 0, 80
Total of above 406.5 565.4 43,9 649.0 13.5 15,1 16.6 17.3 0.81 0.87
Central America 3/ 406.5 57,4 591.8 777.6 13.5 15.1 19.7 20,8 0.69 0.73

;/ Based on the equation: log V =1.637 + 1.339 log y + log 1.124 log P, where y = per capita national income ond

P = population. Taken from United Nations, A Studv of Industrial Growth:

flated to 1953 prices.
2/ Using actual data on gross domestic produc.
§/ Compuiced as a regional vait,
Note: National income ¢at- for 1965 are based on extrap

—
N4
. . N - [
- which relate nationst iucon:ic io gross domestic product, s X
Sources: World Lizuls euleultions brszd on Data of Joint Planninz *7is~ion and notional statistical sorvices. 3 —
C T [L> B -]
(@) =
- =
(=
O
o
[02]
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olating 1662 data prepared by Joint Planning Mission

to be precise all data should be de-
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. "AID=DLC/P ~ TU45
ANNEX IV
Page 1 of 2

ORIGINAL MATURITY COTTSA LOANS
(Thousands of Dollars)

Year Ending Maroch 31 - ; e
Part One = Yith AID Funds

. "'1965 1966 1967 1968 TOT AL
. Less Than Two Years 0 0 0 0 0
Two Years 107 115 285 - 106 613
From Two to Three Years 221 626 249 6 1,102
. From Three to Vive Years 318 777 475 21 1,591 RO
y Over Five Years 2338 874 519 0 1,661 ZFer
: TOTALS 934 : 2,392 : 1,528 © 133 KK ,

Part Two = COTISA and Rollover TFunds

1965 1966 1967 1968 . TOTAL

3
Less Than One Year 138 354 655 293 1,470 N
One Year . 206 229 227 337 999 L
From One tn Two Years 0 0 54 42 96 .
Two Years 0 102 98 156 356
From Two to Three Years 22 7 L4 323 396
Trom Three to Five Years 0 0 483 321 cGh
Over Five Years 1 0 114 178 293
TOTALS 367 692 .1,7¢5 0 1.650 b4
TOTAL !
Part Three - AID. COTISA and Rollover
1965 1966 1967 19686 NN
. Less Than One Year 35 35¢4 685 293 L, 47N
One Year 206 229 227 SL 9%y
From One to Two Years 0 0 54 42 906
R Two Years 107 217 383 202 o0
From Two to Three Years 243 633 293 529 1,498
From Three to Five Years 318 777 958 342 2,395
Over Five Years 289 874 633" 177 L, 764
" TOTALS 1,301 : 3,084 3,233 1,783 - 9,401 :
~r A
Sy : [\
co N .,:' “]\
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UNCLASSIFIED }
ANHEX 1V Page 2 of 2 :

Part Tou~ - Lines of Credit Tuncis

1965 1966 1967 1963 TO AL

27 79 465 - 57. -
30 0 131 16
0 22 0 22
50 0 50
0 0 57 57
0 0 0 O
57 - 151 653 oh -

Less Than One Year
One Year
Trom One to Two Years
Two Years
From Two to Three Yecars
Over Three Yecars
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COFISA

Breakdown of Projected Income, Expense & Profit
(In thousands of Colones)

ANNEX V - Page 1 of U

Part 1

1969 1970 1971 1972 1973 197 1975 1976
RECEIPTS
Interest from:
Transitory
Investments 80 80 80 80 80 80 80 80
Short-Term Loans 1756 2178  24il 24,01 2350 226, 2179 2090
Med/Long Term Loans 4156 4984 5328~ 5439 5273 5260 5260 4715
. Other Products 80 80 80 80 80 80 80 80
. Dividends Received 120 . _270 500 600 800 800 800 800
Total - 6189 7594 €399 8600 8583 8464, 8399 7765
EXPENSES |
'~ Administrative 1250 1250 1250 1250 1250 1250 1250 1250
" Financial 2064, 2565 2461 2419 2377 2668 2576 2429
Total 331 3815 3711 3669 3627 3918 3826 3679
Gross Profit 2875 3779 4688 4901 4956, 4546 4573 4086
Lesg: |
Taxes 835 1107 1379 M43 1460 1337 1345 1199
NET PROFIT 2040 2672 3309 3458 3496 3209 3228 2887
Profit as Percent of '
Paid in Equity 15.65% 15.7% ' 19.4% 20.3% 20:5% 18.8% 18.9% 16.95%

" ek eyt e e b,
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COFISA PROJECTION O DSTIMATED TRIAT, BALANCE
“(Thousand of colon2s, Sepiember 3i1)
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1968 19€9 1970 19731 1972 1973 1574 1875 1976
Liﬁuid Assets 11,639 10,8G7 11,229 2,035 1,634 1,635 1,648 1,597 1,477
Loans & Investments 44,349 64,740 80,507 88,607 87,89y 55,3C3 82,457 79,0533 75,558
Transitory Investments 1,000 1,000 1,002 1,002 1,000 1,000 1,000 1,000 1,000
Short-Term Loans 6,776 14,6390 §,150 20,093 20,005 19,580 18,867 18,157 17,417
Medium-Term Loans 23,639 28,770 35,103 38,524 38,050 36,914 35,154 33,326 31,484
Long-Term Loans 10,934 14,340 17,254 18,9¢0 18,844 18,315 17,446 16,570 15,667
Investments in Equity 2,000 6,000 9,000 10,20 10,000 10,000 10,000 10,000 10,CC
Net Permanent Assets 256 275 248 223 201 181 163 147 132
Other Assets 976 928 916 864 846 775 722 603 623
Total Asscts . ' 57,220 76,810 92,680 91,703 90,600 885,400 85,000 - 81,400 77,800
Short-Term Liahilities 8,150 11,634 11,672 11,620 12,685 13,687 13,634 13,515 13,535
Accounts Payable : 2,192 2,223 2,211 2,159 2,151 2,080 2,027 1,908 1,923
Payments on AID Loans 1,073 2,148 2,146 2,145 3,219 4,292 4,292 4,292 4,292
Lines of Credit - 4,885_ 7,315 7,315 7.315 7,315 7,315 7,315 7,315 7,315
Long-Term Liabilities 38,827 4¢,¢21 61,135 58,929 55,770 51,478 47,186 42,824 38,602
AID Loans 38,827 , 4%,cr1 61,135 58,989 55,770 51,478 47,186 42,834 35,422
Total Liabilities 46,977 61,6C5 72,807 70,602 65,455 65,165 60,820 56,429 52,1Z7
Patrimony 20,243 15,115 20,023 21,091 22,145 23,235 24,180 24,991 25,9633
Capital Stock, 1lst Issuc 7,049 7,09 7,039 7,049 7,049 7,049 7,049 7,049 7,019
Capital Stock, 2nd Issuc 01,995 5,985 9,975 9,975 9,575 9,975 9,975 9,975 9,975
Legal Reserve 269 409 5¢6 811 1,030 1,352 1,464 1,666 1,702
Contingency Reserve 575 767 ©75 1,091 1,077 1,010 981 920 8353
Short-i2rm Loan Roscrva 6S 146 181 201 200 196 189 182 172
Net Acciued Proiits 256 789 1,317 . 1,¢24 2,814 3,723 4,522 5,199 5,905
Liabiliiins plus Patriron: 57,233 76,810 92,900 91,700 90,600 §8,400 85,000 §1,400 77,50
e . o X .
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(Thousands of colones) -
1967 1963 1969 1970 1971 1972 1973 1974 1975 1976
ORIGEN OF RESOURCEX
Balance forward 303 2,051 11,629 10,8457 11,229 2,006 1,65¢ 1,635 1,648 1,597
Net Profit 782 1,222 1,698 2,212 2,690 2,893 2,952 2,842 2,720 2,749
Capital Stocl:; 2nd issue -~ 1,995 3,920 3,990 - - - -- - -
Reserve for depreciation 21 28 31 27 25 22 20 18 16 15
Legal Reserve 100 99 149 187 215 219 222 212 202 36
Contingency Leserve 463 21 192 208 116 ~4 ~-37 -59 -51 -62
Reserve for Short-terin
loans - 68 78 35 20 -1 -4 -7 -7 -8
Lines of Credit 1,916 2,458 2,459 - - - - - - -
AID 1st. Loan 9,404 158 - - - - - - - -
AID 2nd. Loan -- 6,650 13,300 13,300 - - - — - -
Repayments 12,391 17.617 22,310 31.253 33,553 44,516 44,146 43,265 42,051 40,273
Total 25,380 32,367 55,648 62,0.2 52,848 49,681 48,953 47,905 46,589 44,600
ArPLICATION OF RESOURCES
Investments & Lozns 22,547 19,802 42,501 47,020 46,653 43,835 42,056 39,926 33,637 36,783
Amoriization to AID,
ist. Loan - we 1,073 2,146 2,146 2,146 2,146 2,146 2,146 2,146
Amortization to AID,
2nd, Loan - - — - — - 1,073 2,146 2,146 2,146
Dividends psid, 1st, issue 782 846 846 846 846 826 846 846 846 846
Dividends pzid; 2nd issue -— 80 328 835 1,197 1,197 1,197 1,197 1,197 1,197
Balance 2.051 11.63%¢ 10.857 11.229 2.006  1.654 1.635 1,645 1,597 1,477 ’é" =
¢85
Total 25,330 32,337 55,6406 62,079 52,848 49,681 45,953 47,909 46,569 44,600 w :
- .
} )
&
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w
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UNCLASSITTIND
ANNEX Y = Pogo b of b
Part I ‘

Assumptions Underlying Financial Projeclions

The projections in the prececding three Tables are hasod on the {ollowing
assumptions in addition to those discugscd in Scction IV, B and C,

(SO

1, A sccond AID loan on the conditions recommended in Lhis papcr will
be disbursed in five equal parts over 24 months with the first reccived
in September 1968 and half the loan and each dishbursement at 2,5 per-

cent and half at 5.0 percent, (Such early or rapid disbursement is un-

likely leuding to an overstatement of profits in 1969 and 1970,)

2. A second share issuc of $1.5 million equivalent paid in within 24
months in five equal installments beginning in September 1968, (The
small allocation to dividends on the second issue in fiscal 1968 is an
CITIOr.) '

3. Usc of lines of crecdit will increcase by 2,458,000 colones in Tiscal .
1968 and 2,459,000 in fiscal 1963 and then remain stable, The cifcct-
ive interest on lines of credit will be 7.75 percent, g

4. The allocations of 5 percent of operating profiis to legul reserves
will halt when legal reserves equal 10 percent of capital siock,

5. The reserve for shori~ierm loansis constituted on the basis of one
percent of shori~term loans,

6. I.oan repayments were caiculated by assuming short-tcrm loans,
are repaid in one year; medium term in thr~e years and long-teria in
six years, ‘

7. Dividends are assumed to'be 12 percent in cash with no additional
stock dividends. ' ' .

UNCLASSIFIED ‘ —_—
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Annox VI Daggo ) ol 2

June 20, 1968

AnanIOMAL (UmHITl“ 5 10 nb IN(IUnln

IN TOAN /\(}',1. ,Mn.Nl‘ P

AT a1 P Wbl Mtk B 0871

1. No AIb funds will bo usad to finance Industrios whoso ocononic
’ foaribhility doponds on tho edtablishmant of additional tariff protoction;
uxcapl as AID may agraoe in wrdting no AID funds will bo usod Lo finance
indugtrdos which sock or have sougiit CACM intogration lndustry status.

L 2, No rosourcos of COFISA will bo usod to purchaso land, oithor Jn a .
rav or improvoed wsiate, although COFISA'e rosources may bo used to lmprove et
land, '

J. Without the prior approval of AID, COFISA shall dncur no oblipgation
to any creditor in oxcoss of §100,000 oxcopt that linos of credit [rom
forceign banks for an amount cqual to twico tho padd-in capital of COFIL
may be used without such approval,

4. A minimum addition of 0.5 pcercoent of teotal COFISA lonns ana
invaitments outstanding at tho ond of cach fiscal year shall bLe made to a P
reserve for bad dePts or extraordinary losses until such reseorve shall be »
equal to 2 percent of the total loans and invostments of COFISA., -

5. Without prior approval of AID, COFISA shall not cnﬂnre in
accounts receivable financing, take asgsignment of receivables, perform
underwriting scrvicos, or engage in factoring operations, regardless of
source of funds.

6. During the life of the AID loan, COFISA shall nol reduce its

authorized and issued capital to less than $2.5 miilion. ———
7. ©Txcept as AID moy agree in writing, COFISA will make no siubloan

or invesiment which results in an aggregate inves.mcent of more than §250,000

in any enterprise, K

8. Except as LID moy otherwise agree in writing, COFIS/A will not tuuc
an equity position in any enterprise which would result in COVISA's having
more than 30 percent of the total equity in the enterprisc; for the purpose
of this calculatien any equity purchased with a loan from COFISA will bo
included in computing COFISA's equity against the 30 peorcent 1imit as well
as any shares in the enterprise pledged against any COFISA loan.

9. COFISA will make no subloan or investinecnt to an enterprisc in which
- a director(s) or a member of his immediate family (ascendants, descendants,
spouse, or siblings} has an interest unless the subloan or investment has
been approved by a majority of the Board of Disectors with the interested
director{s) not voting.
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Annex VI Page 2 of 2
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10. Membors of the board of directors and the manager shall be —_—
subject to the approval of AID during the life of the AID loan as
woll as changes in the compensation rates for directors.

11. Loans may be made only to private enterprises, which are defined
as those in which government ownership is less than 35 percenti. Loans
may be made to coop=aratives,

12, Tor the purposes d the review before commitments exceed
$1,750,000, AID officials will be given access to the minutes of the —_—
COFISA meetings and to the files containing financial information on sub-
borrowers on a confidential basis.

13. COFISA will use its own funds and AID funds only for financing
resulting in an expansion of production; refinancing is not permitted.

i
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UNCLASSII'IED
AID~DLC/P - TU5
ANNEX VII, Pago 1 of 1

CERTIFICATION PURSUANT TO SECTION 611 (e) OF THE FOREIGHN o
ASSISTANCE ACI' AS AMENDED .

I, Robert B. Black, the principal officer of the Agency for Inter-~
national Development in Costa Rica having taken into cccount among other
things, the maintenance and utilization of projects in Costa Rica previously
financed or assisted by the United States, do herewith certify that in ny
Judgement, Costa Rica has both the financial capability and the human rc- fifﬁf
sources capability to effectively maintain and utilize the capital assistance T
project, SECOND COFISA LOAN, N

This certification is based on a careful rcview of both the horrower's
and sub-borrowcrs' performance in utilization and maintenance under & sisaai
loan authorized in 1964, The Borrower's financial record amd projcctions owe:
e¢xcellent (Section I C 5, pages 15, 16; Section IV B; AMNNEXES II, V). Tae

Borrowver's organizational structure, record and human rescurces which will y
be strengthened by additional proxessionals (Scection I € 8, pages Li-22), ~xe R
already sound (Section I B 2 pages 3-4) and performance uader the 1xrst loan .

complied with the purposes of the assistance (Section I C 1 and 2 pages 10-11). S——
No disbursement will be made undex. the loan until the borrower has firm

commitments, including a 20 percent downpayment, to pay in the additional

capital required by the loan project. The uiilization anc maintenance of

cquipment by sub-~borrowers has becen checked and found to bhe fully satisfacto-

ry as would be expected in the private sector of the economy among sub-

borrowers who are servicing their loans promptly in almost all cases,

Robert B, Black
Director USAID/Costa Rica
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'AID-DLC/P-TU5 /A Dreft
DEPARTMENT OF STATE R yhTr fh Draft o
AGENCY FOR INTERNATIONAL DEVELOPMENT . ' .

Washington, D. C, 20523

"UNITED STATES COORDINATOR -
ALLIANCE FOR PROGRESS ' : . ‘ _

. » '  IOAN AUTHORIZATION

Provided From: Alliance for Progress Funds
COSTA RICA: Corporaclion Costarricense de
Financiamiento Industrial, S. A.
(COF1ISA) -- Second Loan
[
Pursuant to the authority vested in the Deputy U. S. Coordinator,
Alliance for Progress, Agency for International Development ("A.I.D."),
by the Foreign Assistance Act of 1961, as amended, and the delepgations
of authority issued thereunder, I hereby authorize the establishment of
a loan pursuant to Part I, Chapter 2, Title VI, Alliance for Progress,
to the Corporacion Costarricense de Financiamieqto Industrial, S. A. ;
éCOI‘ISA) ("Borrower") of not to exceed five million United States dollars
$5,000,000) to assist in financing the dollar dosts of subloans and. o
-equity participation by Borrower for the creation and expansion of .
industrial and egricultural enterprises in Costp Rica and Member Countries
of the Central American Common Market, this loan to be subject to the
following terms and conditions: ’

1. Interest and Terms of Repayment: i

(a) Borrower shall repasy the loan to A.I. D. in United States dollars
within twenty (20) years from the flrst disbursement under the
loan, including & grace period of not to exceed five (5) years. . . S
Borrower shall pay to A.I.D. in Unitéd States dollars interest
at the rate of (i) three (3) percent per annum on the disbursed
balance of the loan devoted ic¢ "Priority" projects:by the
Borrower for the first five years following disbursement; there-
after, the rate will be five (5) percent per annum; and (11)
e five (5) percent per annum on the remainder of the disbursed
balance of the loan.

- (b) If prior to the firgt disbursement under the loan the Government
of Costa Rica s0 eleots, Borrower shall fulfill its United
States dollar obligations under the loan by paying to the
Govermnment in the currency of Ccsta Rica, the equivalent, de-
termined as of & time and in a manner satisfactory to A.I.D.,
of the United States dolliar amounts payable to A.I.D. under
(a) above, and, in such event, the Gover:ment shall pay to A.I.D.:
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| |
- . (1) the equivalent in United States dollars of all smounts,

* : paid to the Government by the Borrower, as follows:
[: 1) All interest immediately upon receipt subJject to the '_ S L
Government's right to retain all payments in excess ‘ ) S
» ' ) of two (2) percent per snnum during & grace period

of not to exceed ten (10) years from the first,
disbursement under. the loan ("Government grace period").
]
b. Principal within forty (40) years including & grace
: period of not to exceed ten (10) years from the date
K of the first disbursement under the loan ( "Government
' grace period"); ‘

(11) Interest in United States dollars of two (2) percent ver
annun during the Government grace period, and two and one
half (21) percent per annum thereafter, on all amounts
of outstanding principal paid by Borrower to the Government

. from the respective dates of such payments of principal.

2. Other Terms and Conditions: i
(8) Equipment, materials and services'(except shipping and marine
- insurances financed under the loan shall have their origin in
and be procured from the United States. Shipping financed
under the loan shall be procureds from the United Staies, and °
marine insurance financed under the loan shall be placed in
the United Stateu with a company authorized to ‘do marine
‘insurance, business in any state of the United States.

(b) No loan funds in excess of $l,750 000 shall be committed by
. Borrower, unpil A.I.D. shall have conducted a detailed review : E—
of the commitment end administration of loan funds, and shall
have advised Borrower that further commitments may be made.

(c) Borrowver shall not apply more than $2 500,000 to subloans for
other than "Priority" projects. Priority projects are those
directed primarily at increasing (i) exports outside the ' v
Central Americen Common Market ("CACM"), (ii) foreign exchange
earnings from tourisng (iii) Costa Rican agricultural production
directly, or (iv) the processing of Costa Rican agricultural “
production; and those for which TS5 percent of the inputs are v
of CACM origin and the anticipated selling price of the output !
is within 25 percent of the normal landed cost of similar f
imports. Agricultural subloans must be based on a comprehensive {
project to be considered as applied to Priority proJjects. i
Equipment financing or erop financing, except as part of larger, '
comprehensive projects, will not be aonsiderad as Priority : 5Lhu
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(d) Borrower shall not with A.I.D. loan funds make any sublcoans for terms
less than three nor more ‘than ten years, or charge interest thereon
at rates in excess of 8 1/2 percent per ennum (in the case of Priority
projects), or ten percent per annum (in the case of other projects).

(e) Except as A.I.D, may otherwise agree in writing, no funds obtained
from any source whatever shall be 3pplied by Borrower (1) to sub-
loans or investments which will directly or indirectly increase
the production of coffee, sugar or cotton; or (il) to subloans for
the purchase of shares in expanding or new enterprises unless

Borrower itself purchases equity at least equal to the equity financed , ,1§_-

by Borrower.

(f) Borrower shall not apply any of its funds, obtained from any source
whatever, for the purpose of refinancing.

(g) Upon the execution of the loan agreement, Borrower shall sell addi-
tional shares in an amount not less than $1,500,000, to be paid in .
at least pari passu with disbursements under the loan, and not later-
than two years after the first disbursement thereunder. At least
$500,000 equivalent of these shares based on the officlal exchange '
rate at time of subscription shall be placed prior to the first |
disbursement under the loan with persons or firms not shareholders
on December 31, 1967. !

(h) The loan shall be subject to such other terms and conditions as A.I.D.
may deem advisable.
\

\, . Deputy U. S. Coordinator ,

Date
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AGENCY FOR INTERNATIONAL DEVELOPMENT

UNITED STATES A.L.D. MISSION TO COSTA RICA

San José, Muy 31, 1973 U.S.A.LD.

UNITED STATES EMBASSY
SAN JOSE, COSTA RICA

MEMOINDUN
TO: The Files
FROM: Isabel Chacénk'o/) wd ( Clj‘"‘""’
Project Bvaluation Coordinator
SUBJUECT: fnnual Project Review: COFISA Project

AID Loan 515-L-019

PURPOSE : TO PROMOTE ECONGMIC DIVERSIFICATION IN THE AGRICULTURLE AND
LXPORT ARBAS AND INSURE CONTINUED LEXPANSION OF COFISM

The internal AID evaluation review of the subject project was held on
May 14, with the following staff members present: Robert lratt, Project
Manager; Peter Kreis, sID affairs Ufficer; Daniel Grecne, Controller; Thomns
Mcliee, Chief, Institutional Dcvclopment Division and Isabel Chacdn, l'roject
gvaluation Coordinator,

I. DISCUSSION

Mr. Pratt described the current status, activity and accomplishments of
the project. Concrete activities include the following (plus a gencral baclh-
ground on COFISA described in Attachment #1):

1. The fact that COFISA has established itselfl as a solid development bank
in less than ten years with no further AID assistance required, is the
major indicator of its success. The second AID Loan made to COFISA has
been 95% disbursed with final subloans already approved and equipment in
shipment. Thus, the Mission has extended the deadline for final disburse-
ment to June 30.

&)
.

Through good management and available foreign bank lines of credit now
totalling more than $13 million (granted as a result of COFISA's sound
financial status und good reputation), this development bank has main-
tained a growing diversified lending program in the industrial, agricul-
tural, export, and, lately, housing areas, thus creating new sources of
reyenue and employment, :

1, D 1‘"
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II.

Through its multiplicr cffeccl, loans have not only contributed to the
rrowth of the GNP but have also crecated jobs for approximotely 3,000 to
9,000 people. Life-of-Project cxport increases are valued at approxi-
mately $16 million with 75 new business activitlies peucrated.

The Mission's Controller reports that COFIsA's [iscal and accounting re-
cords arc well moaintained and that the staff's prompt service and coopera-
tion have alwecys been above reproach. An audit of COFISA was previously
carriecd out by the AID Auditor General Office.

The creation of a stock exchange market indicated as one of the purposes
ol COFISA at the outset of the project, proved unrealistic, -

RECOMMENDATIONS

Since the COFISA project appears to be a prime example of AID's successlul

support to private scctor development thruugh capital investment, it is strongly
reccomuended that AID/W consider undertaking a full cvaluation of this project.
Variables responsible for the success should be measured scparately in both

qunlitative and quantitative terms. This will enable the formulation of hypo-

theses that may have applicability to AID strategy generally and for other LDC

programming priorities specifically.

.[C“/II'S .

[ a3

Ambassador Viron Vaky

Mr. Peter Kreis

Mr. Robert Pratt —
Mr. Daniel Greenc

Mr. Thomas McKee e
Miss Ana Sayagués .
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Narrative Report on COFISA AID LLOANS 515-1L-010 & 515-1.-019

A.I1.D, has made two $5, 000,000 loans to COFISA, a private development bank
(financiera), since 1964. The first loan was made when COI'ISA was just being estab-
lished and was to provide it with a source of low-cost, long term, seed capital. The
second loan, signed in May 1969, was made essentially to help COFISA greatly ex-
pand its volume and scope of activities, increasing its financing of agriculturaland
agro-industrial enterprises. It is now 95% disbursed. The initial A.I.D. assistance
was provided at a time when considerable demand existed in Costa Rica to establish
manufacturing industries to take advantage of the Central American market stimulated
by the creation of the Central American Common Market (CACM). It was felt that the
cumbersome nationalized banking system could not meet the new demand in the private -_—
sector for investment and working capital for industrialization.

COFISA quickly established a reputation of a sound, efficient financial institution
and has been a significant force in Costa Rica's industrial and agricultural development.

In terms of loan volume, in 1972 COTISA surpassed the smallest of the four commer-
cial banks in size of loan portfolio. Its average monthly lending volume has exceeded
$1, 000,000 per month since late 1972. As of September 30, 1972 its loan and invest-
ment portfolio had reached $14.5 million, capital and reserves totaled $3.6 million and
it had financed a cumulative total of $38.5 million of projects since its inception in

1965.
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As a means of attracting local capital for investment industrial and agricultural
projects it has been quite successful in thut its capital is entirely from private sources
(almost exclusively Costa Rican) and for every dollar of COTISA funds invested in a
project there are usually several additional dollars invested by the project sponsors
or owners, Furthermore, COFISA has been extremely successful in attracting foreign
resources by means of medium term bank lines of credit (5 years). As of January 31,
1973 COFISA had available to it $11 million in lines of credit from U.S. and other
foreign banks, of which it had drawn approximately $5 million. The confidence on the
part of the foreign banks in COFISA's management and credit worthiness is probably the
best possible indicator of COFISA's success in establishing itself as a strong financial
institution.

During 1972 COFISA entered a new field of activity -~ housing. On its own initia-
tive it issued approximately $1.5 million of bonds to provide mortgage financing for
large scale, low to medium cost housing projects. This endeavor will help to alleviate

Costa Rica's pressing housing shortage in those categories.
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AID 1020-38 1370

PROJ ECT DESIGN SUKMARY
LOGICAL FRAMEWORK

Project Title & Number: COFISA AID g -I.-

Lifc of Pea H
From Fy 6D 1o FY__13

otal U. S. Fun 000 0 -
Totol U. S, Fundey 5105, 000, 000_-

NARRATIVE SUMMARY

OBJECTIVELY VER!'FIABLE INDICATORS

MEANS OF VERIFICATION

IMPORTANT ASSUMPTIONS

Program or Sector Goal: The broader objective to
which this praject contributes: (A-1)

Improve the economic developmenf

of Costa Rica.

Meesures of Goal Achievement: {A-2)

1. Rate of growth of GNP
and per capital income.\

(A-3)

1. Central Bank statistics.
2. Planning Office reports.
3. Ministry of Industry,

sources.

Comme%rce and Economy re+

Assumptions for achieving goal torgets: (A-d)

Continued economic and political
stability in Costa Rica.

Project Purpose: (B-1)

To promote economic diversifica-
tion in the agriculture and export
areas and insure continued expan-
sion of COFISA.

Conditions thot will indicate purpose has been
ochieved: End-of-Project status. (B-2)

1. COFISA-has a continuous
lending program focusing
on agric. & export areas.
2. COFISA has emerged as
a viable, growing institution.
3. Development bank with

(B-3)

1. COFISA' s loan records.
2. COFISA's financial reports.

Assumptions for ochieving purpose: (B-4)

1.

stability in Costa Rica.
2. Continuation of sound manage
practices.

Continued economic and politi-

Project Outputs: (C-1)

1. Loans to industrial and agriculy

tural enterprisers.
2. Operating efficiency of COFISA
staff.

Magnitude of OQutputs: (C-2)

1. No. of loans and amount
of loans over a four-year
period.

2. Efficiency of operation
measured by default record

and by maintaining low over-
head.

(C-3)

1. COFISA records.

2, COFISA records.

Assumptions for achieving outputs: (C-4)

Continued demand for loans.

Project Inputs: {D-1)

1. AID J.oan 515-L-019

2. COFISA capital shares.

implementation Target {Type ond Quantity) (D-2)

1. $5,000, 000-fully disburse
by 5/72.
2. $1,500,000~fully paid in
by 6/71.

{D-3)

{ 1. AID disbursement r<cords.

2. COFISA records.

. D4

Assumptions for providi-

=



AID 102¢-28 {1-700
LUAPLEMINT &

FRTIZCT DISION SUMMARY
LOGiZAL FRAKEWORK

v

Project Title & Mumber: __ COFISA AID Loan 515-L-019 and 515-L-010

- ~
I - .- s
. oe
- T~ " g
: .
-
. .

~&10-000 600

NARRATIVE SUMAMARY

GEISCTIVELY VERIFIABLE NDICATORS |

MIANS OF VZRIFICATICN

SAPORT AT ANSLAPTIONG

Project Purpose: (B-1)

Conditions that will indiccte purp=se hos been
ochieved: End-of-Project status. (B-2)

an active lending program
and solid financial status.

(8-3

Assumpticas for ezhieving pumpose: (3-4)
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PROJECT DESIGN SUMMARY
i LOGICAL FRAMENORK

Project Title & Number: COFISA AID Joan 515-1.-019

Life of Project:
From F¥ tc FY

Total U.S. Funding
Dcte FPrepared:

NARRATIVE SUMMARY OBJECTIVELY VERIFIABLE INDICATORS

MEANS OF YERIFICATION

IMPORTANT ASSIMPTIONS

Project Quiputs: (C-1) Magnitude of Outputs: (C-2)
3. Low rate of management
and staff turnover.

S ————

(C-3)

Assumptions for achieving outputs: {C-d4)




