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K EVALUATION ABSTRACT (do not a x a d  Ow rprca provldrd) 

The main purpose of t h e  Assessment of t h e  Costa Rican Financial  Sector M S I  a )  
to review the  progress made during t h e  l a s t  decade in t h e  development of t h e  
Costa Rican f inanc ia l  sec to r ,  b)  the  r o l e  of t h e  USAID i n  t h i s  process, and, 
C )  what fu r the r  progress  can and should be made i n  t h e  coming years. The 
study should a l so  serve  as a possible guide f o r  policy-makers, USAID and o the r  
in te rna t iona l  agencies. 

The repor t  analyzes t h e  emergence of t h e  p r i v a t e  banks and f inancieras ,  the 
impact they had on state-owned banks, the  changes i n  t h e  l e g a l  and regulatory 
framework and the AID in te rven t ion  i n  terms of  money and conditions. 

I t  a l s o  analyzes t h e  supervisory e n t i t i e s ,  and t h e  i n s t i t u t i o n s  which a f f e c t  
t h e  f inanc ia l  market, l i k e  the  l o c a l  s tock exchange, t h e  soc ia l  s e c u r i t y  
system (Ca ja  Costarr icense de Sequro Soc ia l  1, t h e  pension system, t h e  
na t ional ized  insurance company (Lns t i tu to  Nacional de Seguros), and t h e  r o l e  
of t h e  Centra); Bank (BCCR), i ts  changing r o l e  and degree of independence. 

This evaluat ion documents i n  d e t a i l  t h e  changes t h a t  have taken place i n  the 
Costa Rican f i n a n c i a l  sec to r  t h a t  may be a t t r i b u t a b l e  to USAID ' 

c o n d i t i o n a l i t i e s  and direct intervention.  The repor t  recognizes the  important 
role t h e  USAID ass i s t ance  played i n  achieving s u b s t a n t i a l  reforms, but  is of 
t h e  opinion t h a t  po l i cy  dialogue would have been a be t t e r  way than 
c o n d i t i o n a l i t i e s  imposed on the  GOCR through our  ESF programs. 

The repor t  a l s o  p o i n t s  ou t  t h a t  t h e  AID direct ass i s t ance  t o  se lec ted  
f i n a n c i a l  i n s t i t u t i o n s ,  does not give evidence t h a t  these  banks have done 
b e t t e r  than the  o the r  p r i v a t e  banks which have not received d i rec t  a s s i s t ance  
from AID. The a s s i s t a n c e  given t o  a l l  p r i v a t e  banks through ESF l o c a l  
currency l i n e s  of c r e d i t  have contr ibuted t o  t h e  s t rengthening of the p r i v a t e  
banks, but t h e  dependence on these spec ia l  l i n e s  of  c r e d i t  have led t o  a 
r e l a t i v e  weak performance i n  the  area  of deposi t  mobilization. However, t h i s  
s tatement is not supported by s t a t i s t i c a l  evidence. A l s o ,  it does n o t  t a k e  
i n t o  account t h a t  a t  l e a s t  i n i t i a l l y  t h e  ECCR set a l i m i t  f o r  each bank f o r  
t h e  issuance of c e r t i f i c a t e s  of deposi ts  (deposi t  mobil izat ion).  
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I PURPOSE OF EVALUATION 

I 
To review the progress made during the last ten years in the development of 
the Costa Rican fianancial sector, the role USAID has played in this process, 
and further progress to be made in the coming years in order to create an 
efficient financial market necessary for a modern, open economy. 

I FINDINGS 
The report shows the important progress which has been made in mcdernizing the 
financial market. The progress can be seen in the emergence and strengthening 
of the private financial sector (bankst financieras, stock exchange), its 
positive effect on the State-owned banks, which were forced by the competition 
of the private banks to modernize. The BCCR has changed greatly in the areas 
of liberalization, decreasing intervention and the strengthening of the 
supervisory authorities. 

I Less progress has Seen made in regulating the other State-owned institutions, like INS, CCSS, and the State-owned pension funds, which are still tightly 
regulated and restricted in their investment policy. 

RECOMMENDATIONS 

The Superintendency of Banks, AGEF (Auditoria General de Entidades 
Finan~ieras)~ needs to be strengthened and professionalized and to take under 
its supervision also other non-banking financial intermediaries, especially 
savings and loan cooperatives. The Report recanmends more independence for 
the BCCR, further modernization. of the State-owned.banks, li ralization of 
the investment policy of CCSS and INS, and privatization of 3 . The report 
makes numerous recommendations to develop an more active stock exchange. 

I LESSONS LEARNED 
1. The conditionalities hposed by the numerous ESF Agreements have been less 

efficient than a stronger policy dialogue would have been. 
2. Targeted assistance to specific financial institutions has not shown the 

desired result, since these institutions have not shown any better 
performance than the institutions which have not received any direct 
financial assistance. 

3. ESF produced local currency lines of credit have strengthened private 
banks in general, but in the area of deposit and resource mobilization, 
they were less successfull in the opinion of the evaluators. It is, 
however, clear that they contributed to the impressive growth of the 
private banking sector. 
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The r e p o r t  brings a good h i s t o r i c a l  resumee of t h e  changes which were made i n  
t h e  f i n a n c i a l  sec to r  during the  1980 and makes d e t a i l e d  recommendations of t h e  
changes st i l l  to  be made i n  order  t o  c rea te  an e f f i c i e n t  f inanc ia l  market 
necessary f o r  an open, modern economy. 

I 
I: 
4 

The repor t  is complete and comprehensiver however, some of t h e  statements lack 
s t a t i s t i c a l  evidence, especia l ly  t h e  statements t h a t  the  spec ia l  l i n e s  of 
c r e d i t ,  although necessary t o  s trengthen p r iva te  banks, l ed  t o  a neglect  of 
deposi t  mobilization. The spec ia l  l i n e s  of c r e d i t  could be regarded a s  seed 
c a p i t a l .  Once the  banks were s t rong and demonstrated success, the importance 
of t h e  s p e c i a l  l i n e s  of credit declined and depos i t  and resource mobilization 
increased.  Today, spec ia l  l i n e s  of c r e d i t  have lost t h e i r  importance. 
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Executive Sunnrrary 

The present assessment of the Costa Rican financial sector has two 
main purposes: 

to review the progress made during the past decade in the 
development of the Costa Rican financial seccor and, in 
particular, the role played by the interventions of USAID in 
that development; and 

to indicate the key areas in which further progress can and 
should be made in the coming years as a possible guide to 
Costa Rican policy makers and to USAID and other international 
agencies. 

A decade ago, in 1982, Costa Rica was in the midst of a major 
economic crisis that was severely affecting its financial sector. 
It was clear, as least to some, that factors both inside and 
outside the financial sectcr were contributing to a weak and 
declining financial sector that was in turn inhibiting the recovery 
and growth of the Costa Rican economy. On one hand, fiscal 
mismanagement had been a major element leading to exchange rate 
instability and inflation without parallel in Costa Ricals history, 
thereby creating an environment that was extremely inhospitable to 
the health of the financial sector. On the other hand, the 
financial sector itself had severe internal problems including, in 
particular, s~cessive and inappropriate government regulation, a 
Central Bank devoted primarily to the tasks implied by these 
regulations rather than the tasks of a modern Central Bank, and a 
government-owedbanking system that appeared relatively very large 
and was certainly very inefficient. 

There1 is no question of the importance that the modernization of 
the financial system can have within a process of structural 
adjustment geared toward promoting economic growth and a more 
active participation in world markets. It is also desirable that 
such modernization keep pace with policy reforms and liberalization 

I 
in other sectors of the economy. T& Costa Rican financial system 
has undergone numerous key reforms during the past ten years, and 

ce 1984, with p r m r y  - ' m e  
n i t i o n  that the efficiency of financial intermediaries 
matters .<' changes have benefitted the banking system, which 
has traditionally been the most visible and important part of the 
financial system, while less improvement can be found in other 
segments, that is, in non-bank financial intermediation. 

The most significant reforms for the banking system have been 
related to the reduction in the Central Bank's historically 
excessive regulation of commercial banks, both government-owned and 
private, as well as improvements in the superrision of private 
banks'. Interest rates were freed from Central Bank regulation in 



order to respond to market forces. Monetary policy also shifted 
from instruments acting through the asset side of bank balance 
sheet to the more traditional and typical ones that work on the 
liabilities side. An important example is the elimination of 
credit ceilings determined by the Central Bank - -  an instrument 

2 that was used widely in Costa Rica until th.3 1980s. 
9 

I 

Measures to improve competition in the banking system have also 
been implemented during the past ten years. Simplification of 
procedures related to Central Bank regulations, access by private 
banks to moire diverse sources of funds (including not only deposit- 
like instruments but also credit from the Central Bank itself) and 
impro.:mnents in information available to the public are among the 
areas that have been addressed. At the same time, supervision has 
been improved, especially for private banks, through legal reforms 
and administrative measures to protect depositors and reduce the 
risk of bank failures. 

Although modernization of the Costa Rican financial system is 
clearly underway, there is still ample room for further 
improvements in the process. This is true not only for the system 
as a whole but even for the banking system where certain reform 
are still badly. needed. At least four key areas should be 
emphasized as the focus for continuing financial sector reform in 
the near future: 

improvements in prudential regulation and supervision of 
financial intermediaries; 

improvements in the functioning of gcvernment-owned financial 
institutions; 

reduction of fragmentation in the financial sector; and 

increased competition among various entities in the financial 
system, both domestic and foreign. 

Supervision 

The process that began in the mid-1980s to modernize the 
supervision of financial intermediaries is still at a critical 
stage due a variety of problems that continue to affect the 
performance of the Auditoria General de Entidades Financieras 
(AGEF) that must still be strengthened in several respects. The 
danger of reversion in the process of supervision of government- 
owned and private banks, as well as f inancieras, must be guarded 
against. The, replacement of obsolete supervision techniques that 
stressed traditional auditing procedures by modern concepts that 
include loan and asset assessment, financial analysis, insider 
lending, etc.', is an urgent reform that is still incomplete. 

I 



The range of the supemision of financial intermediaries is another 
area of ongoing concern. The possible extension of AGEF 
responsibilities to BANHVI and the mutuales, as well as to credit 
unions, should be studied, and the supervision of these entities 
should be assigned to some institution or other, with the decision 
implemented by an appropriate legal reform. Possible overlapping 
between the AGEF and the Comision Nacional de Valores in the 
regulation of securities issues and exchanges must also be avoided. 
Moreover, to the extent that financial liberalization is extended 
to other areas such as pension and insurance systems, prudential 
regulation and supervision by the AGEF, the Comision Nacional de 
Valores or some other specialized entity is crucial to take 
advantage of the stimulus that such changes could give to the 
development of capital markets in Costa Rica. 

Government-owned Financial Institutions 

Reduction in the non-competitive aspects of the banking system is 
a highly important issue. So long as no political decision is made 
to eliminate the monopoly of government-owned banks on demand 
deposits, improvements in the functioning of those banks is 
essential. Moreover, although interest rates have been freed from 
Central Bank regulation, problems of dispersion around a market 
rate and excessive spreads between rates on loans and deposits 
remain. The crucial importance not only of banks but also of other 
government-owned financial intermediaries - -  BANKVI, the Banco . - 

Popular, the Instituto Nacional de Seguros, the various pension = 

systems, etc, - -  tends to be an obstacle to the development of the 
Costa Rica financial system, especially as far as their resource 
mobilization is strongly orientedtoward financing fiscal deficits, - 
so that funds are not necessarily allocated in accordance with 
private sector development needs. 

Integration of the Financial System 

The integration of a highly fragmented financial system is also an 
important area to be addressed in the, near future. Regulation and 
supervision for macroeconomic and prudential purposes cover only a 
part of the system, thereby leading to other elements of the system 
that do not have to compete on the same basis, such as the very 
short-term instruments offered through the securities exchange and 
the credit union system. Measures to reduce segmentation in the 
Costa Rican financial system are also required in connection with 
the dual system represented by domestic and off-shore operations- 

The lack of an effective capital market to provide longer term 
financing in Costa Rica and the need to make decisive improvements 
in this area are issues that are widely recognized. The 
integration of insurance and pension funds with the financial 
system instead of limiting their scope to investmen% in government 
debt -instruments constitutes a very important objective for the 
near future. It is also important to introduce appropriate 

iii 



supervision of private pension systems in order to foster their 
operations and thereby not only to reduce the destabilizing burden 
on the government-operated regimes but also to increase long term 
savings. It should be noted that analyses of the Costa Rican 
financial system have usually lacked of a comprehensive treatment 
that would disclose the importance of several kind of financial 
institutions other than banks. This point is emphasized in this 
report because of the importance of these institutions in the 
financial sector, as well as their potential role in promoting a 
long term capital market in Costa Rica. 

Increasing Competition in the Financial 

Ways to increase competition in the financial system also deserve 
special consideration. Competition with foreign financial 
intermediaries is related to the decision to set up business 
directly in domestic markets or to operate from abroad. In either 
case, legal aspects have to be addressed to facilitate contracts in 
foreign currencies, and this is currently under discussion in the 
Costa Rican Congress as part of the reform of the Currency Law, 
along with other legal limitations on operations of international 
banks. On the other hand, domestic competition also requires 
further analysis on certain key issues such as the equal treatment 
of different intermediaries in terms of regulations, as well as the 
problem of fragmentation of the market, including the existence of 
an informal financial market noted above. 

LiberalizatLon of regulations with respect to the entry of new 
participants in the market is another important issue. Increased 
flexibility to enter the market, by eliminating or reducing 
barriers to entry, is a prerequisite to reducing whatever 
oligopolistic elements nay still exist in the system. Opening 
competition instead of privatization could also be a viable 
solution for the insurance market. Moreover, as noted above, 
reform of legislation on pension systems is needed to foster the 
operation of private pension funds with appropriate regulation and 
supervision. 

Macroeconomic Isauea and Financia l  Intermediation 

During the past ten years, continuing efforts have been made by the 
Costa Rican Government to deal with the fundamental macroeconomic 
imbalances that constitute a serious obstacle to economic growth. 
Short term policies, both fiscal and monetary, have continually 
been used to reduce the size of the public sector deficit, to seek 
out less harmful ways to finance it and to compensate, at least 
partially, for the monetary expansion caused by the Central Bank's 
deficit. As a result, the combined public sector deficit (which 
includes the n~n~financial public sector deficit and the Central 
Bankr s' quasi- fiscal deficit) has been kept under relative control, 



and the Central Government and other governmental agencies have 
ceased to be financed through monetary expansion. 

Structural reforms have also been introduced in the macro-financial 
environment. Some important sources of rigidity in government 
expenditures have recently been targeted, while legal reforms 
already approved by the Costa Rican Congress have reduced the 
impact of some perverse factors such as the pension regimes and tax 
exemptions. At the same time, the external public debt 
renegotiations concluded in 1990 have had a major favorable impact. 
not only on the balance of payments position of the country but 
also on the Central Bank's deficit. I 

In the foreign exchange area, as well as in pricing policies, 
actions have also been taken as part of the slow but continuing 
process of policy reform geared toward the liberalizaticn of the 
economy. The policy of exchange rate adjustment through a crawling 
peg system was recently replaced by a "dirty float* regime, where 
the rate is determined by the participating financial 
intermediaries taking into account market forces. Moreover, there 
is now less reliance on government regulation and determination of 
prices as compared with ten years ago. 

There is nonetheless still room for further improvements in the 
macro-financial situation and related policies. The volatility in 
the fiscal deficit not only introduces a destabilizing element each 
year but also creates unfavorable expectations. More actions are 
required to reduce the fragility of the fiscal situation through 
structural reforms in both expenditures and taxes and to reduce the 
overall size of the public sector that is still so large that it 
leads to a ncrowding-out~ffect. Returning the required 
flexibility to monetary policy is also crucial, especially since 
the public sector deficit situation is fragile. A permanent 
solution to the problem of the Central 1Bil11)C's losses, by 
transferring them to the government budget and using sound 
financing methods for the resulting increase,in the deficit, not 
only enables monetary policy to be carried out properly but also 
appropriately returns the Central Bank's losses to their source. 
Finally, further efforts are required in the area of pricing 
policies, but mainly with respect to eliminating the legal 
rigidities For foreign exchange translations. This becomes an 
increasingly important issue as the process of economic 
globalization continues and the openness of the Coata Rican economy 
increases in both the current and capital accounts of the balance 
of payments. 

Banks and Financieras 

The Costa Rican banking system has come a long way during the past 
ten 'years. This is true for both the government-owned and the 
private banks. USAID interventions have played an important role - 

v I 



this process by promoting the development of private banks 
through encouraging policy reforms and also providins direct 
assistance to private financial institutions. Nonetheless, it is 

I not clear that more emphasis on the former (policy reforms) and leZSs-'on- the latter (specitic assistance) might not have ,produced a 
more substantial andsustainable development. 

A large group of small but generally financially sound private 
banks exist. They have developed a wide range of credit and other 
services aimed at a comercial ( ' wholesalei ) clientele. The 
controlling ownership groups of most of the private banks have 
established offshore affiliate banks, which provide an'assortment 
of mostly U.S. dollar based deposit and credit services. Some are 
looking toward the day when they can establish a banking presence 
in Miami. 

I Competition from the private banks has forced the government-owned banks to modernize, become more efficient and, above all, become 
more responsive to their customers. Unfortunately, it can also be 
said that they have done too little too late. The private banks 
have 'skimmed the cream0 of the private sector corporate business. 
It is doubtful that the government -owned banks will ever be able to 
recover much of the business they have lost. Although the 
government-owned banks show various signs of improvement, they are 
still inefficient and unprofitable institutions, beset by deeply 
entrenched labor unions and the implicit excess personnel, over- 
lapping branch systems and, probably worst of all, enomous amounts 
of bad loans. On a more positive note, the Banco Nacional de Costa 
Rica has recently established what appears to be a quality credit 
administration and credit review function. Its a.!'maqce for loan 
losses as a percentage of its loan portfolio is considerable lower 
than that of th? Banco de Costa Rica. 

Costa Rican p r i ~ t e  sector bankers continue to complaih about the 
legaJ prohibition against their offering checking accounts acd the 
lack of access to the Central Bank rediscount window ftir liquidity 
needs. They have been very creative at finding an assortment of 
ways to make customers0 funds effectively available on a demand 
basis. Also, most of the private banks have off -shcrel affiliates 
that can at least offer checking accounts in dollars : However, 
none of this is particularly efficient .with respect to the 
customers0 needs for normal checking accounts. The, rediscount 
issue has largely been solved by the new rediscount facility 
partially funded by U S A .  and recently made availqble by.the 
Central Bank. This facility should be adequate ,to protect 
individual einancwlv sound p r i ~ t e  sector banks and,the p r i ~ t e  
bank system, as a whole, from sporadic liquidity crises. However, 
it is unlikely that it will be of any value to an insolvent bank, 
such as most, if not all, of those that have failed in recent 
years. ! 



The principal recommendations with respect to the banking system 
are as follows: 

- 

Legislation should be passed enabling private sector banks to 
offer checking accounts. It will only simplify what they are - 
already doing and nable the Costa Rican public to be more 
efficiently and -% conomically served. It is reasonable to 
assume, however, that this would have another negative impact - 

on the government-owned banks since they would most likely CL 

loose substantial checking account balances from large, 
- 

corporate and commercial customers. 

2. The AGEF needs considerable further strengthening in order to 
enable it to monitor the banking system adequately, take 
preventative measures to avoid or, at least minimize, the 
impact of bank failures, and to enable it to generate quality 
financial information for the system as a whole. 

3, Legislation or at least Central Bank policy should be 
developed to force the off-shore banks doing business in Costa - 

Rica, 'n incr n bankg, to provide quality 
financ?aFIZta ot :%t R:C&arterlv basis and financial 
statements independently auditex by internationally recognized 
accounting finns, They should also be required to submit to 
AGEF examination if they want to do business in Costa Rica. 
This is the direction of banking law and regulation in the 
United States and Europe, as evidenced by recent legislation. 
There is no obvious reason why the Costa Rican public would 
not be better off if the banks wanting to serve that public 
were better supervised. 

4. Inasmuch as th2 government-owned banks are inefficient and 
generally unprofitable, a concerted effort should be made to 
study alternatiires toward the end of privatizing or merging at 
least three of the four banks, excluding the Banco Nacional de 
Costa .Rita, The Banco Nacional is showing some significant 
signs of prwress. It is also the largest comercia1 bank in 
Central America and should be able to focus the financial and 
human resources necessary to make itself into a reasonably 
efficient and competitive institution. If one government- 
owned bank can become efficient and competitive and make 
commercial banking services available throughout Costa Rica, 
as all four are currently attempting, there is no apparent 
reason to have four such entities essentially competing with 
each other at the expense of the Costa Rican public. 

Legal and Regulatory Framework 

Considerable progress has been made in a multitude of aspects of 
the legal and regulatory framework for the financial system, much 
of it promoted by various USAID policy reform initiatives. Rather 
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than attempting to summarize each of these, the present summary is 
focused on the legal reforms that are still required. 

Access to C e n t r a l  Bank Credit and O t h e r  P o w e r s  of the Central 
Bank 

1. Restrict the Government8s access to Central Bank credit 
exclusively to Treasury Bills (Letras del Tesoro) and reduce 
the present limit from 1/12 to 1/24 of the National Budget. 
As part of a system of checks and balances, a system of public 
infoxmatiaa (i.e., quarterly reports from the Central Bank to 
the Congress) should be created that would include the amount 
of each transaction in Treasury Bills. 

2. Restrain clearly all possibilities for the Central Bank and 
the government owned banks to finance the Government in 
indirect ways such as using reserve requirements for this 
purpose. 

3. Eliminate access of CODESA and INFOCOOP to Central Bank 
credit. 

4. Restrict the power of the Central Bank to engage in foreign 
borrowing, so that it needs the approval of Congress except 
for borrowing for temporary balance of payments support from 
organizations such as the International Monetary Fund or other 
central banks. 

5. Make clear that the nature of rediscount facilities from the 
Central Bank to the government owned banks is solely as a 
lender of last resort, so that the rediscount rate should 
always be above market interest rates and never lower than the 
six-month deposit rate (the basic rate). 

6. Extend to private banks,, but not to financieras, access to the 
Central Bank rediscount~window, but only at rates higher than 
the six-month deposit rate. This facilitv should be subject 
to qualified vothg by the Central Bank8 s hoard (i.e., a kwo- 
thirds majority) and would only be used when required to avoid 
an increasing lack of confidence that could affect the whole 
financial system. 

7. To enforce the legal provisions for the former public sector 
external debtors to the Central Bank, derived from debt 
rescheduling and renegotiation, a legal reform should impose 
penalties not only on the delinquent institutions but also on 
the Central Bank if it 'fails to use promptly the mechanisms 
contained in the law to deal with these overdue obligations. 

8. EXiminate the Central B d 8  s legal power to determine interest 
rates on loans to smallrfamers and other groups, and thereby 

I 
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eliminate the need for the Central Bank to have the power to 
impose commissions on these loans to increase their rates 
administratively. 

9. Initiate a study of the appropriateness of maintaining the 
general power of the Central Bank to fix interest rates and 
commissions. Even if such powers remain, the problem of 
fixing prices and quantities simultaneously should be 
addressed, along with the dubious gains from fixing either of 

. them. 

10. Limit, by law, the power of the Central Bank to impose 
detailed credit ceilings in order to avoid the negative 
effects of possible highly interventionist Central Bank 
policies in the future. 

11. The practice of using reserve requirements as a way to finance 
the Government has largely been abandoned. Although this 
practice has no clear basis in Costa Rican legislation, a 
legal reform to eliminate this possibility could be important 
for the future since this mechanism has been used in the past. 

C e n t r a l  Bank Independence 

1. Initiate legal reforms to increase the independence of the 
Central Bank. Since financing public sector def icits and 
projects to promote economic development have undermined its 
main responsibility to maintain a stable value for the 
currency, it is necessary to reduce as much as possible the 
influence of electoral considerations in the process of making 
mcnetary policy. 

2. While it is worthwhile to maintain the position of Executive 
I 

President and the presence of the Minister of Finance on the 
Central Bank's Board, legal reforms should be initiated to 
promote the general interests of Costa Ricah public in the 
process of naming the Executive President and the other five 
Board members. For that purpose, participation of the 
Congress and lengthening of the period of appointment for 
Board members, except the Minister of Finance, are 
alternatives that could be explored. 

Issues Related t o  B a n k i n g  Policy 

1. Provide technical assistance to the Central Bank to improve 
its system for the analysis and ranking of banks, in order to 
enhance the protection of investors as long as the Central 
Bank continues to have the responsibility of authorizing the 
issuance of certificates of investment by private banks. 

I 2. Analyze in depth the disparities in leverage limits for 
different financial institutions, as well as the legal 



measures required for a uniform and widespread protection for 
all savers, taking into account the differences among the 
various types of financial intermediaries. 

3. Provide informed advise to the Central Bank with respect to 
problems of credit concentration and credit to related 
economic groups, taking into account experiences in other 
countries as well as domestic legislation. 

4. Initiate a study of the appropriateness of creating a deposit 
insurance system, taking into account not only the legal 
provision included in the Banking Reform Act of 1988 to create 
such insurance, but also the possible shortcomings of suck z 
system, especially in terms of moral hazard (laxity on ':;ae- 

part of both depositors and financial intermediaries in maki22 
financial decisions without an adequate assessment of risk). 

5. Carry out additional legal studies with respect to the reforms 
required to make completely effective the Central Bankt s power 
to increase minimum capital requirements for existing private 
banks within reasonable limits. 

6. Clarify Article 298 of the Banking Reform Act of 1988 (Ley 
7107, Ley de Modernizacion del Sistema Financiero) to express 
clearly that the minimum capital requirement for a "banco 
solidarista" should be 50 percent of that for private 
commercial banks a c d  not 50 million colones. 

7. Eliminate the possibility for government owned banks to grant 
subsidized credits to any group. Interest rates on loans 
below the market rate for deposits should not be permitted, or 
at least should be covered by an equivalent transfer from the 
national budget to the bank. 

8. Initiate further analysis with respect to the reforms required 
I in the Banking System Act to provide government owned banks 

with effective surveillance mechanisms over their efficiency 
and financial results. This would include eliminating 
electoral considerations when appointing members of their 
boards. 

9. Eliminate all legal dispositiona that force government owned 
banks to lend to specific economic sectors, thereby 
recognizing that creditworthiness and feasible productive 
projects cannot be created by law. 

10. Present a legal refonn to eliminate the existing 8 percent tax 
I on interest from colon-denominated deposits, bonds and similar 

instruments. 



Regulations Differentiating Financieras from Banks 

1. Initiate an in-depth analysis of the justification for having 
both banks and financieras and of the differences in 
regulations and requisites pertaining to each of them. Claims 
by financieras for a regime similar to that of private banks 
could lead to the conclusion that they should in fact be 
converted into banks. 

2. Reform Central Bank regulations for financieras wan::ing to 
convert to banks by recognizing that they have a record in the 
market and a history of regulation by the Central Bank and 
supervision by the AGEF, so that requisites should not be as 
severe as for the creation of a new bank (but with no 
reduction in minimum capital requirements). 

3. Provide financieras with the same regime as applied to private 
banks in areas not related to the key elements that makes them 
different from each other, such as the ~ossibilitv to 
participate in the foreign exchange market. ~ 6 i s  refomis in 
fact included in a bill under consideration by Congress to 
modify several aspects of the foreign exchangesystek. 

4. In the case that the conclusion is reached that there should 
be no differences between banks and -financieras, a legal 
reform should be developed to facilitate the merging of 
financieras to expedite their conversion into banks. 

Foreign Exchange Operations 

1. Initiate a legal ref o m  to the Currency Act (Ley de la Moneda) 
to establish clearly that loans stipulated and disbursed in 
foreign currencies by private and government owned banks and 
financieras must be repaid in the same foreign currency. I 

2. Eliminate the powers of the Central Bank to impose 
quantitative and qualitative restrictions on foreign 
transactions, as is proposed in a bill currently under 
consideration by Congress. 

3. In the case that the power of the Central Bank to impose prior 
deposits on imports and other foreign payments continues in 
effect, as contemplated in the bill mentioned above, some 
limits should be included, such a similar treatment for all 
activities, that would prevent discriminatory percentages 
being applied by the Central Bank's Board. 

4. Since a liberalized foreign exchange market requires removing 
distortions that affect the determination of the price in that 
market ( i  e . , the exchange rate) , a legal ref o m  should be 
initiated to eliminate taxes and other charges that raise the 
spread between the buying and selling rates (e. g., the charges I 



mandated by law to finance CODESA and the institute for 
cooperative promotion, INFOCOOP) . The law should also prevent 
similar charges by .the Central Bank such as those that were 
imposed in March 1992 to increase the fund to cover the 
foreign exchange losses of the government owned banks (Fondo 
de Perdidas Cambiarias) and to compensate partially for 
Central Bank losses. 

Supervision of Financial Institutions 

As a result of various modernization efforts, the AGEFgs 
supervisory capacity improved significantly during the decade of 
the 1980s. The modernization project initiated in 1988 with 
financing from the World Bank should be noted in particular. The 
process of modernization made sustained advances until the end of 
1990 when progress stopped as a result of the Auditor General 
leaving his position and the failure to name a permanent 
replacement until September of 1991. With the arrival of the new 
Auditor General it is hoped that advances will again be achieved, 
although there are certain doubts concerning the possible 
orientation, mainly because of the lack of experience of the new 
Auditor General in the area of supervision and the difficulties of 
coordination with the Central Bank. 

The fundamental recornendation is clearly to proceed with the . 
modernization project . With an adequate reorganization and a good 
use of its human resources, the AGEF can quickly recover a level, 
if not of excellence, at least acceptable and with good 
possibilities for continuing improvement. Even with this, however, 
there are needed improvements in the regulation and supervision of 
the Costa Rican financial system that go much further. 
Specifically, the following actions are proposed: 

1. An overall review of the legal and regulatory framework for 
the financial sector, emphasizing in particular the 
deregulation of permitted operations and a stronger 
enforcement of prudential regulations; 

2. A review of the institutional framework for financial sector 
supervision, eliminating the conflict of powers and 
responsibilities between the Central Bank and the AGBF, that 
is, define in an unambiguous way which institution is in 
charge of supervision and give that institution the tools and 
powers necessary to carry out the taak. It is recommended 
that these powers be assigned to the AGEF once the AGEF has 
reached an adequate professional level, but in the meantime 
seek out workable coordination with the Central Bank; 

3. A-major strengthening of the AGEF, in which the modernization 
project initiated in 1988 is extended as the first stage, and 
then proceeding to a major restructuring of the AGEF based on 
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an analysis of its functions and organization, including an 
evaluation oE personnel, a likely reduction in the number of 
employees and a strong training program in the key areas of 
bank inspection, possibly complemented with the contracting of 
specialized professionals; and 

4. The inspection af other financial intermediaries such as 
credit union and especially pension funds and private 
insurance companies, which could reasonably remain within the 
AGEF because of economies of scale in Supervision, although it 
is not recommended to assign the AGEF new tasks until the 
conflict between the AGBP and the Central Bank is resolved and 
the AGEP demonstrates a significant advance in strengthening 
its capabilities. 

Securities Markets a d  Instruments 

It would be advisable to modify the law so that the CNV becomes 
responsible for regulating and supervising comodities. exchanges as 
well as securities exchanges, thereby avoiding possible conflicts 
between the Central Bank and the CNV in the regulation and 
supervision of the BNV and/or BOLPRO. In order to overcome market 
imperfections caused by the lack of standardized medium and long 
term securities issues, and recognizing the particular importance 
of promoting the standardization of issues for the medium and long 
term debt of non- financial private companies : 

1. The government could play an important role in generating a 
demonstration effect by issuing , standardized bonds for 
maturities longer than bne year 'with a correction for 
inflation that would induce investment over a longer term. 

2. The government could, following the Central Bank, also 
introduce an auction system for government securities that 
would permit financial intermediaries and brokers to acquire 
the primary issues and, subsequently, to sell them with a 
premium in the secondary market. 

3. Since auctions or other more open arid competitive systems for 
primary issues could eliminate several market imperfections, 
the CIW and the BNV should promote such changes in the prixnary 
issues market, with the government.taking the lead in using 
such systems for the sales of its qecuritiea. 

Given the limited size of the market, establishing more than one 
securities exchange could organize securities markets in Costa Rica 
in a way that would not take advantage off economies of scale in the 
clearing process. fa addition, such fragmentation would scatter, 
instead of centralize, information about transactions and issuers, 
thereby raising the minimum transaction ~osts for those who deal in 
these securities markets. However, to deal with :.he need to 
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rationalize the costs of carrying out transactions on the BNV, some 
actions are required: 

1. It should be insisted with the BNV that the best policy would 
be for the BNV to set the B W ' s  charges for its services to 
brokers at a level that would permit the BNV a normal return 
on capital, taking into account the risky nature of the 
business, given that c ~ s s i o n s  that brokers can charge for 
their services have already been canpletely liberalized. 

2. A legal reform should give the CNV the powers necessary to 
compel the exchange to reduce its catmissions when it is 
reaping prof its greater than what cauld be considered a normal 
competitive return (including the risks of the business). 

3. The CNV should not have power to set different commissions for 
the exchange, but rather it should have the power to insist on 
proportionate overall price reductions because regulators 
cannot be expected to know how to fix coxnmissions. 

4. Moreover, the CNV should have a pre-announced system to 
authorize the operation of another exchange through public 
auction that could offer chea~er cczmissions than those of the 
existing exchange. The mere threat of this power to authorize 
a new exchange wc~uld induce the existing exchange to reduce 
its prices. 

5. For additional protection of all concerned, the exchange by- 
laws should also contain limitations on the number of member 
firms, brokers and issuers (or their owners and managers) that 
are represented on the board of directors of the exchange, in 
order to avoid decision-making that is biased in favor of one 
group over the others. There should also be a balance on the 
board among the different types of xuembeo finna (those 
affiliated with baaking groups and those not affiliated) . 

The Government of Costa Rica, in the process of privatizing 
CODESAts subsidiaries, should take definite steps to sell a major 
part of CODESA's equity in the BNV. However, the government should 
promote the changes mentioned above while ODBSA still has a major 
share of the BNV' s equity, before selling a significant portion of 
the governmentts stake. Moreaver, w i t h i n  this system with only one 
exchange, the government should maintnin a percentage of its 
ownership of the exchange to aente as a counterweight to anti- 
competitive tendencies such as limiting the number of member 
brokerage firma to those already existing. The government could 
hold a 1 5  or 20 percent equity stake in the exchange that could be 
administrated through a trust arrangement with an impartial trustee 
acting with a precise mandate on how to represent the government at 

I 
shareholder meetings. 



To overcome the limitations inhibiting the development of long term 
financing in Costa Rican securities markets, the following measures 
are suggested: 

1. The issuance of standardized medium and long term bonds with 
adjustable ' interest rates or monetary correction should be 
explored. ,In general, standardization of medium and long term 
instruments is .crucial for reliable indicators of market 
rates. 

2. With respect to the development of equities markets, it is 
necessary to reform tax laws to eliminate stamp taxes on 
increases in capital and to leave open to competition the fees 
that notaries charge for their certifications. It is also 
necessary to modify the income tax to eliminate those elements 
that subsidize corporations to incur debt rather than increase 
equity and to improve the quality of information about 
issuers. 

3. Long-term funds from private insurance ccmpanies and pension 
funds could introduce a greater demand for instruments with 
adjustable interest rates or monetary correction, but the 
development of long-term securities markets would also require 
further legal reforms to p e d t  the official use of such 
instruments .with adequate regulation. 

As the CNV grows in experience, it should place its main emphasis 
in the following areas: 

1. With resbect to the development of new instruments, it is 
fundamental that the CNV coordinate its activities closely 
with thelintermediaries who know the market much better than 
the majority of the CMlOs staff. 

I 

2. ID. revieking actual products, the CNV should avoid the pitfall 
of assding that it knows what the market needs better than 
the brokers and other participants in the market. The CNV 
should carefully e-yaluate whatever changes it introduces or 
promotea in the market, always based on a careful analysis of 
.the realities of the market and the demands of the 
participants. If imtrumenta that are in demand are 
prohibited or restricted, these would probably be offered by 
non-regulated entities, an8 with higher risks for those who 
acquire them, contrary to the objectives of the CNV. 

3. The CNV should play a major role in introducing the necessary 
regulat'ions for securities markets so that there is equal 
treatment for all parties. Some specific cases are: (1) the 
discrimination that some issuers practice by differentiating 
'between interest rates paid on funds captured through the 
securities exchange compared to funds captured through direct 
placements; (2) the use of inside information about issuers8 



financial situations and the reliability of the information 
provided by issuers and brokers; and ( 3 )  the role of the CNV 
in reducing the conflicts of interest that can exist among 
various clients of brokerage f inns (e. g . , when a brokerage 
firm represents an issuer and attempts to sell the issuer's 
bonds to a client when there exist other options that the 
client might prefer if the client knew about them, or the 
conflict of interest that arises when a brokerage f inn gives 
preference to its CAV or OPAB to the detriment of other 
clients, etc.) . 

The role of brokers as dealers in certain kinds of operatiocs such 
as OPAB and CAV contracts should be carefully explored. In the 
meantime, and as a possible permanent solution, OPAB and CAV 
contracts could continue operating as they have been, through 
either brokers or investment funds, with a guaranteed yie?.d, but 
with a more solid base of solvency than either brokers or 
investment funds currently offer, by capitalization and by better 
portfolio and risk valuation systems and more information about 
risks and portfolio management. 

Although more ample powers could be deemed necessary for the C W ,  
it is important that the CNV continue to operate for some time 
within the current legal framework in order to check the attitudes 
that regulatory entities typically adopt with respect; to 
authorizing public offerings, the creation of new instruments, and 
self-regulation by brokerage fibs and securities exchanges. 
It would be advisable to modify the law so that the CNV becomes 
responsible for regulating and supervising commodities exchanges as 
well as securities exchanges, thereby avoiding possible conflicts 
between the Central Bank and the CNV in the regulation and 
supervision of the BNV and/or BOLPRO. 

I 

Caja Costarricense de Seguro Social (CCSS) 

The Caja was created to implement obligatory social insurance and 
to increase voluntary insurance, but little effort has been applied 
to the second objective. The Caja has divided its senrices into 
two separate s y a t w  (SVM and SBM) that have both ' 2en implemented 
gradually and progressively, but independently and with a different 
timetable for each system. The coverage actually achieved differs 
significantly between the- two systems and reflects the Cajavs 
greater emphasis on the SEM. About 68 percent of the labor force 
contributes to the SEM program, and the insured population is 
estimated at 84 percent of Costa Rica8s population. These 
percentages, which are referred as gcontributory coveragem are 
considered acceptable, especially since 100 percent of the 
population has the right to receive medical attention when 
required. On the other hand, the IVM system covers only about 46 
percent of the labor force, which is a relatively low coverage 
considering that universalization is alao an important objective of 



the IVM program. Moreover, a high percentage of Costa Rican 
workers are not covered by any pension system. 

In compliance with the Caja's basic law, two separate funds have 
been formed: one for the SEM and one for the IVM. However, a 
complete separation between the two systems does not exist, since 
th'e Board of Directors can alter the allocation of the 
contributions from employers, employees and the government between 
the two funds. In the past, mainly before 1982, there were several 
automatic transfers of funds from the IVM to the SEM, as well as 
formal loans between the two, even though this is not permitted by 
law. The main reasoE ?2hat this has not occurred in more recent 
years is the SEMns operational surpluses since 1982. History has 
shown, in other Latin American countries as well as in Costa Rica, 
that if a complete separation does not exist between health 
programs and pension programs, the former will be financed (even if 
only temporarily) by the latter if there are operational deficits 
or cash flow problems. 

The Caja is an autonomous institution, under a Board of Directors 
that is independent of the Central Government. This Board has the 
conflicting dual functions of directing and supervising the 
entity's activities, which is an importact limitation to 
guaranteeing effectiveness in both functions. In the last decade, 
employer contribution rates for social insurance have increased 
about 51 Dercent, while worker contribution rates have increased 
about 23 -percent, but the government's contribution rate has 
declined to one ninth of the rate in force at the beginning of the 
1980s. It is a matter of concern that the ~aja's ~%ard of 
Directors has the power to raise contribution rates, which are in 
essence taxes on payrolls, or change their allocation, without 
adequate supervision. 

r 

The CajaDs basic law does not appear to limit, in any seriously 
detrimental way, the actions of the Board of Directors with respect 
to investments. In recent years, however, outside influences have 
aef ected investment strategy. in major ways, mainly the Government1 s 
Budget Authority and the.Natio-1 Housing Fund Law. 

There seems to exist a serious separation between technical 
actuarial planning on one hand and practical policy actions on the 
other. Moreover, there is no actuarial superviaion - -  obviously 
very important for pension planning - - and major poli'cy decisions 
are being made by technical ataf f , without adequate 'transparency 
for these actions. While the SEM has theoretically adhered to an 
amended version of the Current Disbursement Approach to funding, so 
that the periodns income should approximately ' equal its 
expenditures (with no or little accumulation of reserves), in 
practice the SEM has experienced significant operating surpluses 
since 1983, and Caja technicians are predicting reserves larger 
than 'recornended for this approach to funding. In the IVM, 
meanwhile, the actuarial funding method has not been officially 



specified in a conclusive way. This fact introduces subjectivity 
and political considerat ions into the actuarial valuations. It 
seems reasonable (and some of the Caja8 s technical staff seem to 
agree) that Thullen8s Scaled Premium Method should be the funding 
method regulating the IVM. However, conclusions and 
recommendations of recent studies do not appear to apply Thullenl s 
approach and do not give adequate explanations for the desired 
level of reserves, the magnitudes of rate increases and the length 
of the new period of equilibrium, , 

The accumulation of the assets by the Caja8s two social insurance 
programs is, by any standard, highly significant for Costa Rica 
since, of all financial institutions in the country, only the Banco 
Nacional reports more assets that the Caja. While-the s M 8 s  assets 
are mainly fixed assets (e. g. , buildings, construction and land) 
and Government debt (which is usually remunerated at below market 
rate of interest) , almost all of the IVM8 s assets are financial 
instruments. The amount of reserves on the IVM8s Balance Sheet as 
of December 31, 1991, represents about 98.1 percent of that 
system0 s total assets (approximately 45,200 million colones) , 
thereby suggesting the importance of the Caja as a financial 
intermediary. IVM reserves are invested mainly in securities 
issued by the Central Government and the government owned banks and 
in mortgage loans. In terms of investment performance, the Caja's 
biggest problem has been achieving a positive real rate of return 
on its investment portfolio. 

It is evident that there is a lack of consensus as to the 
appropriate political approach to &n overall solution for pension 
problems in Costa Rica. For this reason, the -in recommendations 
to improve pensions are: 

press for a series of in-depth, technical studies that can lead 
to the dwelopment of options for the desib of a new approach 
to pension systems in Costa ~$ca, including especially their 
relevance to financial intennbdiation; add 

I 

I press Government policymakers. to agree forxnally to a new 
overall pension system and to formulate an action plan to 
implement the system. 

The design of a new overall pension system for Costa Rica nwst 
have, among others, the following .objectives : 

I provide broader baaic cwerage ; 
I coordinate existing panaion systems; 
I 

provide adequate benefits; and 

I assure adequate financing ,for all existing systems to 
guarantee financial solvency; this entaiks consideration of: 



the definition of an appropriate actuarial method; 

. a technical (not political) approach to establishing 
contribution rates; 

, a restatement of the philosophy for the participation of 
the Government, employers and workers in the financing of 
the Caja; 

, a complete separation of the SEM and IVM programs; and 

the establishment of appropriate actuarial supervision. 

Pension Systema 

The main pension programs in Costa Rica can be classified into four 
groups: the Disability, Old Age and Death Insurance (IVM) of the 
Caja; the Special Programs for the Public Sec+qr; the 
Non-Contributory System with Basic Benefits; and the Supp~ementary 
or Complementary Pension Programs. Of these four, only two - - the 
I V M  and the Complementary Programs - -  have the. potential of 
playing important roles as financial intermediaries. As of July 
1989, approximately 46 percent of the Costa Rican labor force was 
left out of the main pension systems. 

The Supplementary or Complementary Pension Programs can be 
classified into two types: those administered by the companies or 
institutions themselves; and those administered by independent, 
private companies dedicated solely to this business. Both 
categories have the potential of accumulating significant amounts 
of funds to be invested and therefore of being important playdrs in 
Costa Rican financial markets, 

Savings Plans for Retirement have only recently been offered by 
campanies or institutions. *In less than four years these types of 
camplementary programs have grown to cover about 17,000 
participants and- have accumulated about 1,600 millioa colones in 
investments. This growth could be even faster if praiJer regulation 
existed, To this point the funds accumulated by the Savings Plans 
for Retirement, specifically by the trusteeship arrangements 
administered by Banex and Ftm-Vida, have been invested in 
securities issued, guaranteed or secured by the Government and are 
maintained in the custody of government owned ccmarprcial banks. 
Investing solely in government or government backed securities is 
a self imposed measure with the purpose of strengthening the 
perceived security of investments and thereby gaining the trust of 
the general public for this new kind of financial instrument. 
There is no reason why these companies should not conaider placing 
some of their investment portfolio in private securities through 
the securities exchange. Over time, with adequate legislation, 
Savings Plans for Retirement have the potential of becominb 

I 



imsortant suppliers of long-term funds to the private sector 
through the securities exchange. 

Legislative developments over the years have shown a lack of 
consensus as to appropriate policies in the area of pensions, so 
that numerous laws with conflicting objectives have been decreed in 
this area. In recent years there hag been an increasing awareness 
In Costa Rica of the major fiscal problem caused by the existing 
pension systems - - and' even of the danger of a possible collapse of 
major proportions becduse the promises implicit in these systems 
are beyond the economic possibilities of the country. Numerous 
committees, associations, round table discussions and newnpaper 
articles have analyzed various problems in this area, leading to a 
wide variety of proposals to modify the existing laws. 
Nonetheless, most have limited themselves to analyzing each system 
in an isolated manner and without proposing any integral national 
policy for pension systems that could be implemented in a 
consistent way in years to ccme. 

Recent examples of such efforts are the new law for the teacher's 
pension system that was approved at the end of 1991, the new 
general. law for Sgecial Public Programs alpproved June 24, 1992, and 
the proposal for a law to regulate Complementary Pension Systems 
that is being studied by the responsible commission of the Costa 
Rican Congress. All of them represent isolated well-intentioned 
efforts, but nearsighted in the sense that they lack the 
consistency and clarity of objectives that a national pension 
program should have. : 

Considering the foregoing comments, together with the colaclusions 
and recommendations in the chapter covering the Ca j a Cosaarricense 
de Seguro Social, the main recomxnendatio~ls for improving Costa 
Rican pension systems' include: 

I 8 - Proanota a series of in-depth technical studies that can lead 
to the development of optiona for the design of a new approach 
to pension systems in Costa Rica. It is crucial to consider 
as part of this the need to promote, but also to regulate 
appropriately, the dieferent typea of supplementary and 
complementary pension systems, taking .into account not only 
their potential, relevance for f inanciad intermediation but 
also their objectives w i t h i n  the context of programs to 
prolllote e c o n d c  security. Furthermore, these studies should 
analyze the hp&ct of pennion programs on financial markets 
and especially , the potential of their becoming important 
suppliers of long- tern funds to the private sector in general 
arid the Securities Bxchauge in particular. 

- Strongly encourage govement policymakers to agree formally 
to a new overall pension system and to formulats a action 
pIan to implemeht it. Znm\ediate action should be taken to 
improve the legislation proposed for complementazy pension 
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systems so that these can become part of an overall national 
social security program, as well as an important element in 
financial markets, with a role more consistent with the 
economic security and financial liberalization objectives of 
the Costa Rican Government. 

~ n s t i t u t o  Nacional de Seguroa (INS) 

The INS was created with the primary objectives of creating a 
permanent government monopoly and establishing a significant source 
of income for the government. These two objectives, which have 
been the main criteria under which the INS has operated, clearly 
represented the wishes of the legislature at the time the INS was 
created in the 1920s. The governmentos insurance monopoly was 
implemented in a gradual manner according to the type of insurance: 
life insurance, fire insurance and work related insurance were all 
implemented in the 1920s; fidelity insurance in the 1930s; 
automobile insurance in the 1940s; and integral crop insurance, 
obligatory automobile insurance and reinsurance in the 1970s. 

The INS is an autonomous institution governed by a Board of 
Directors named by the President. It enjoys administrative 
independence and is not subject to actuarial or , technical 
supervision - -  not even in such crucial matters as rate making, 
reserve valuation and marketing practices. The INS is nonetheless 
subject to various external laws and decrees (e.g., the General 
Public Administration Law, the National Pla~ing Law, the Law for 
the Financial Equilibrium of the Public Sector, and the Law for 
Creation of the Budget Authority) that have important implications 
for the operations of the INS. 

The Basic Law creating the INS does not put any detrimental 
restrictions on the actions of the ~oard' of Directors with respect 
to investments. However, important restrictions have been added, 
mostly by external sources not control.led by the Board, and these 
have affected investment performance, either indirectly by limiting 
the resources available for investment or directly by imposing 
certain typea o f  investment options. 

The amount of assets accumulated by' the INS is aignif icant and, as 
of the end of 1991, repxeaented about 50 percent of the asseta of 
the Banco Anglo Costarricense and about 58 percent of the total 
assets of the IVM pension system administered by the CCSS. Aa of 
December 1991, about 55 percent of INS assets (i.e., 14,600 million 
colones) were financial investments. Financial Investments can be 
categorized in two groups: 

Investments in securities (about 28 percent of financial 
.investments) ; and 
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Investments in mortgage loans (about 72 percent of financial 
investments) . 

The performance of these two broad categories of financial 
investments has been very different. Investments in securities 
have been quite satisfactory, providing positive real rates of 
return throughout the period 1983-1991 except in 1988. On the 
other hand, inves tmenta in mortgage loans have consistently yielded 
negative real rates of return throughout the years from 1983 to 
1988. In addition, the INS does not generally consider investment 
income in its rate making. This is true for all lines of insurance 
offered, except life and work related insurance. Investment income 
could have been used to lower the premiums that policyholders pay. 

It is evident that circumstances, as well as political views of the 
government8s role in insurance, have changed significantly since 
the creation of the government's insurance monopoly. For this 
reason, the main recommendation to improve the provision of 
insurace in Costa Rica, and especially the role of insurance in 
financial markets, is to press for a series of in-depth technical 
studies to analyze the conditions under which a more competitive 
insurance market might be beneficial to the country, including its 
role in financial intermediation. These studies should analyze and 
make formal proposals in each of the following areas: 

creation and implementation of adequate technical supervision; . 

deregulation of the INS to allow it to compete with private 
companies; 

- new regulations needed in a competitive market, including 
consideration of: 

organization and licensing of insurance and reinsurance 
companies; 

types of operations and insurance lines that will be 
permitted; 

rate making regulations; 

product authorization, includhg requirements to 
introduce new products; 

marketing practices, including the authorization.' of 
insurance agents and the regulation of publicity; 

solvency of insurance companies, including standards for 
reserve and liability valuation, standards for asset 
valuation, investment regulations, and regulation of 
expenses, capital and accumulated surplus; and 



special legislation for fidelity insurance, collective 
insurance and obligatory insurance. 

The Impact of USAID Interventions 

During the decade from 1982 to 1992, USAID was involved in two 
distinct types (of interventions that impacted the Costa Rican 
financial sector. On one hand, USAID responded to the crisis that 
afflicted Costa Rica at the end of the 1970s and the beginning of 
the 1980s through a series of stabilization and adjustment programs 
that included dollar funds for balance of payments support (the ESF 
programs). The disbursement of these dollar funds was conditioned 
on a changing array of policy adjustments, many of which dealt 
directly with the financial sector. As part of this process, 
moreover, the disbursement of dollar funds for imports generated 
local - currency counterpart funds, a significant portion of which 
were devoted to financial sector activities, often local-currency 
credit lines (of the total of approximately $1 billion, more than 
$150 million, that is, more than 15 percent, was devoted to credit 
lines), On the other hand, USAID also developed a series of 
projects that dealt sgecifically with Costa Rican financial 
instit-atlons. These projects largely shared a common motivation: 
to enhance the participation of private institutions in the Costa 
Rican financial sector in response to the perceived weakness of the 
government owned commercial banks. 

With respect ,to the success of USAID projects involving ESF 

- 

country c& to- share -the same views of policy objectives and 
techniques of implementation. However, when policy dialogue has 
been successful, so that essential agreement has i n  fact been 
reached, it become unclear whether conditionality still -lies 
additianality (or would the changes have occurred even without the 
ESF funds?). ... 

This a s s e s k t  documents in detail the changes that have taken 
place in the ,Costa Rican financial sector that may be attributable 
to USAID conditionality. As is clear, the changes over the period 

I from 1982 to, 1992 have been major. What is less clear is whether 
these changes can unequivocally be attributed to the conditionality 
contained in1IJSAID's BSF programs or whether they might have taken 
place in any: went. For the future, however, the anticipation of 



much lower funding levels suggests that continuation of a major 
role for USAID in policy reforms to enhance the performance of the 
financial sector will depend more on emphasis on the technical 
assistance and policy dialogue aspects of conditionality and on 
close coordination w~.th other international agencies. 

The use of local-currency counterpart funds generated by ESF 
programs raises two major issues. - -  both of which are now 'much 
better understood by USAID than they were at the beginning of the 
1980s when Costa Rica8s BSF programs were initiated. The first 
issue is a general one of the inflationary impact of spending the 
local-currency counterpart funds generated by ESF dollar sales. As 
can be seen from recent discussions of ESF programs in Costa Rica 
with respect to the need to use local-currency counterpart funds 
for non- inflationary purposes (and even including questions of the 
payment of interest on these funds), this issue is now well 
understood by USAID officials in Costa Rica. 

The second issue involves the use of ESF generated counterpart 
funds for local-currency credit lines. In Costa Rica, as in most 
other countries having ESF programs, a major use of counterpart 
funds has been for local-currency directed credit lines, and this 
involves not only ESF programs but also USAID'S financial sector 
projects in Costa Rica. For many years, USAID has been concerned 
about the subsidy element in directed credit lines stemming from 
below market rates of interest, and this is clearly reflected in 
the setting of interest rates for its own financial sector projects 
and in the conditionality imposed in its ESF programs against Costa 
Rica's policies of subsidized interest rates. However, directed 
credit lines still contain an implicit interest rate subsidy: - - the 
%wrket * interest rates established in #non- subsidizedm directed 
credit lines are usually rates. for prime borrowers, but the baaic 
reason for the eatablisbxnent of directed credit lines is that the 
intended borrowers (or the activities to be financed) a m  not 
prime. Moreover, to control the allocation of credit effectively 
along the lines supposed in directed credit programs would require 
control w e r  a countryf s entire credit program along with extremely 
detailed and costly programs of monitoring and supervision (the 
well -known f ungibility problem) . f 

In addition to directed credit, USAZD's earlier financial, sector 
projects in Costa Rica provided subsidies to specific private - 
financial institutions. This waa justified as necessary' to provide 
a private-sector alternw.k.:h to the' heavily predanhht and 
extremely problematic gaverment owned banking system. Attention 
was also given to this issue in the conditionality of several BSF 
proglmms that attempted to prwide equal opportunities --,a level 
playing field - -  for private banks (e-g., permission to issue I 

short-termdeposit instruments, access to Central Bank rediscounts, 
permission to create a system of deposit insurance, etc.) along 
with the provision of local-currency funded credit lines that were I 

open (often exclusively) to private banks. Perhaps more attention , , - 



skoulci have been given to scch conditionality, since building 
private financial institutiocs through direct support for such 
institutions is an expensive process - -  in terms not only of the 
funds provided for the subsidies and the impact on income 
distribution but also of the inefficiency (or excess profitability) 
with which private banks can operate under the umbrella provided by 
the very high spreads of the government owned banks. In any case, 
both recent USAID financial sector projects - - the Agricultural and 
Industrial Reactivation Project and the Financial Services Project 
- - have largely moved away from subsidies for specific private 
financial institutions. 

The impact of USAID0s financial sector projects on the targeted 
institutions and on Costa Rican financial intermediaries in general 
is thoroughly documented in this assessment. In this sunimary, only 
a few points are emphasized. First, the private banks that have 
been specifically targeted by USAID (BANEX and COFISA, as well as 
Banco Cooperativo if PL-480 counterpart funds are taken into 
account) have not performed notably better than other private 
banks. Although BANEX is large and profitable, COFISA (excluding 
its international affiliates) is one of the smallest private banks, 
and Banco Cooperative became insolvent and had to undergo a major 
rehabilitation in order to survive. Nonetheless, one sicrnificant 
positive aspect is that the financial institutions targeted by 
USAID (including the PIC which is difficult to compare directly to 1 
the private bancs and might be worthy of a special evaluation) fend 
to have much more widely dispersed ownership than other private 
financial institutions. This is important not only for the spread 
of benefits but also for the extremely difficult issue of keeping 
loans to related parties under reasonable control. 

I 
The other main aspect of USAID'S impact on the financial sector are 
its directed credit lines. Central Bank rediscount facilities for 
private banks have undoubtedly helped to make the playing field 
more level between the government owned banks and the private banks 
and are in some part responsible for the relatively rapid growth of 
lending by private banks during the period from 1982 to 1992. - 

However, one cost of this has been the private banks8 heavy 
dependence on such rediscount lines and relatively weak perfoxmace 
in the area of deposit mobilization k particular and resource 1 - 

rn- in generar. Greater attention to conditionality that - 

might have given the private banks relatively more opportunities 
and incentives to capture deposits might thus have been more 
effective, especially in conjunction with better bank supervision 
to assure to depositors (without the necessity of deposit 
insurance) the safety of their deposits. 



To summarize, it is clear that the decade from 1982 to 1992 has 
seen major improvements in policies affecting the Costa Rican 
financial sector and that USAID has been substantially involved in 
promoting these improvements. Nonetheless, it is not possible to 
at tribute these positive developments exclusively, or even 
primarily, to USAID conditionality; and, in any event, successful 
policy dialogue of the type apparently witnessed in Costa Rica is 
more likely to bring about thorough and lasting changes in the 
financial sector than is conditionality that is. imposed and not 
basically accepted by the government. The elements of directed and 
subsidized credit that can be found in the use of local-currency 
counterpart funds and in USAID' s projects to strengthen specific 
Costa Rican financial institutions would undoubtedly not be 
approved by USAID today but were nonetheless the norm at the time 
these project were implemented. 



Chapter I 

Introduction 

The present assessment of the Costa Rican financial sector has two 
main purposes : 

. to review the progress inade during the past decade in the 
development of the Costa Rican financial sector and, in 
particular, the role played by the interventions of USAID in 
that development; and 

to indicate the key areas in which further progress can and 
should be made in the coming years as a possible guide to 
Costa Rican policy makers and to USAID and other international 
agencies. 

A decade ago, in 1982, Costa Rica was in the midst of a major 
economic crisis that was severely affecting its financial sector, 
It was clear, as least to some, that factors both inside and 
outside the financial sector were contributing to a weak and 
declining financial sector that was .in turn inhibiting the recovery 
and growth of the Costa Rican economy. On one hand, fiscal 
mismanagement had been a major element leading to exchange rate 
instability and inflation without parallel in Costa Rica8s history, 
thereby creating an environment that was extremely inhospitable to 
the health of the financial sector. On the other hand, the 
financial sector itself had severe internal problems including, in 
particular, excessive and inappropriate government regulation, a 
Central Bank devoted primarily to the tasks implied by these 
regulations rather than the tasks of a modern Central Bank, and a 
government - owned banking system that appeared relatively very large 
and was certainly very inefficient. 

lrlany of the deficiencies relating to the Costa Rican financial 
sector have been dealt with during the past decade - -  at least in 
terms of various analytical studies if not in effective actions. 
The basic approach of the present report is thus to review as 
briefly as possible the more well known of these areas in terms of 
the progress that has been made, the contributions of USAID8s 
interventions and the issues that remain to be addressed. 
Nonetheless, even with this attempt at brevity, substantial 
chapters (more than twenty pages each) were required to deal with 
such well known areas as the banking' system, the legal and 
regulatory framework, and . the supervision of financial 
institutions. Is fiddition, new areas of the financial sector were 
to be explored. Because of the need to explore these new areas in 
depth to make any meaningful contribution - -  precisely because 
these areas had not been dealt with before, at least not from the 
perspective of their roles in the financial system - -  several of 
these chapters are also *ite long. 



Table 1-1 provides an overview of the Costa Rican financial system 
as of the end of 1991. As might be expected, the government-owned 
banks account for more than half of assets of the financial system. 
However, this is a substantial overstatement of their importance in 
two major respects : (1) informal financial arrangement are nowhere - - 

included in the table, neither domestic informal markets nor off- 
shore operations; and (2) the total credit of the government-owned 
banks is only a small - - surprisingly small - -  proportion of their 
total assets. Private banks have grown to represent almost 10 T- 

percent of the total assets of the financial system with a 
substantial proportion of their assets in the form of credit, while - 

financieras have faded into insignificance with the conversion of 
the larger ones into banks following the liberalization of the 
rules governing the existence of private banks. 

Perhaps the most noteworthy element in Table 1-1 is the importance 
of other financizl entities - -  taken together, these actually 
surpass the banks and financieras in terms of total credit. 
Nonetheless, if the Banco Popular is reclassified to the banking 
system (and in this report it is discussed in the chapter on banks 
and financieras). the banks return to the position sf the primary t 

providers of cr=dit. Furthermore, most of- the credit prov?.ded by 
other financial entities is in the form of credit to the public 
sector - -  a fact that is viewed as unfortunate in the chapters that 
analyze some of these entities in detail. 

Among the other financial entities, the social security system, the 
national insurance institute, the housing finance system and the 
securities exchange investment funds appear to be the most 
important. However, in the case of the housing finance system, 
there is significant "double countingn (i. e., of credit from BANHVI 
to the mutuales), so that credit to home buyers and other entities 
external to the system is much smaller than what is shown in the t 
table. ' As a consequence, only the social security system, the 
national insurance institute, and the securities exchange 
investment funds receive detailed treatment in individual chapters 
in the report (and credit unions are also not considered separately 
because of their lesser importance and the fact that they have been 
amply treated in numerous other reports). t 



Table 1-1 

Costa Rican Financial System 
Total Asseta by Type of Institution as of December 1991 

(million of colones and percents) 

Type of  Institution 
Total Percent 
Assets o f  Total 

Government-owned Banks 356,855.93 60.08 

Commercial Departments 350,928.23 
Total Credit 81,389.91 
Foreign Exchange Assets 16,196.94 
US$ Deposits (100 percent req. res.) 87,855.65 
Other Reserves 36,876.32 
Other Assets 128,609.42 

Fixed Assets (incl. real estate) 21,340.05 
Other Assets 107,269.37 

Rural Credit and Mortgage 
Total Credit 

Private Banks 
Total Credit 

Financieras 
Total Credit 

Other Financial Entities 
Total credit 

Social Security 
Total Credit 

, National Insurance Institute 
Total Credit 

Popular Bank 
Total Credit 

Housing System (BANHVI, Mutuales) 22,224.3s 3.74 
Total Credit 15,378.92 2.59 

Credit Unions 
Total credit 

Securities Exchange Investment Funds 14,372 -79 2.42 

Total 593,986.75 

Total credit 
I 

248,743.24 

: Source: Central Bank for figures on banks and f inancieras, and 
I the respective balance sheets for other financial institutions. 



Macroeconomic issues and their relevance to financial 
intermediation are dealt with in the next chapter, which can be 
relatively brief since the significance of the public sector fiscal 
deficit and the effort to combat it are already so well known. The 
following chapters deal with various aspects of the banking system, 
beginning with an analysis of that part of the financial system and 
following with chapters on the legal and regulatory framework and 
the supervision of financial institutions. Although these chapters 
deal with important and complex issues, part of this material is 
already so well known in Costa Rica that it has been possible to 
limit the length of these chapters somewhat. The chapter on the 
impact of USAID1s interventions on the financial sector is placed 
next because these interventions have focused primarily on the 
foregoing elements of the financial system. 

The remaining chapters of the report focus on the segments of the 
Costa Rican financial sector that have received less attention in 
the past. Among these, securities markets and instruments are 
treated first not only because they are already relatively better 
known but also because they serve as a background for the other 
chapters with respect to the key issue of how to create longer term 
capital markets in Costa Rica. Major attention is devoted to the 
social security system because of its actual and potential 
importance for the financial sector and because it is necessary to 
understand the system in all its major aspects in order to 
understand its importance for the financial sector. Other pension 
systems are then coslsidered very briefly. Although their present 
size may not warrant any treatment in this report, they are 
potentially quite iqortant - -  the public ones because of their 
potential adverse fiscal implications and the private ones because 
of their recent very rapid growth. The national insurance 
institution is then treated at some length, and the report ends 
with a final chapter of conclusions and recommendations. 

Before ending this intxoductory chapter it is also important tc 
indicate the valuable collaboration that was received in 
undertaking the analysis for the report. Numerous Costa Ricans in 
both the public and private sectors provided voluminous amounts of 
information and significant insights with respect to all aspects of 
the financial system. In addition, various officials of USAID also 
provided important support, including not only information and 
their view on the financial sector but also helpful comments on 
earlier versions of this report. 



Chapter I1 

Macroeconomic Issues and Financial Intermediation 

Introduction 

As is well known, the macroeconomic environment plays a highly 
significant role in the adequate functioning of financial markets. 
Moreover, a reciprocal relationship between economic growth and 
financial deepening is now widely recognized. On one hand, the 
lack of growth in overall economic activity hinders the expansion 
of financial services. On the other hand, financial repression and 
related distortions in the economy restrain economic growth, as is 
now widely accepted after the works of Shaw (1973) , McKinnon (1973) 
and others. To recognize the existence of rigidities and the need 
to implement policy reforms in order to foster financial 
intermediation is not enough, however. Economic instability, 
usually driven by large fiscal deficits, is probably the main 
element working against financial intermediation in the economic 
environment of most countries. 

Instability in the form of high rates of inflation and exchange 
rate depreciation has a variety of adverse effects on financial 
markets. First, inflation reduces the ability of money to serve 
its main purposes, as a medium of exchange and a store of value. 
Since money is a main factor in financial and other markets, a 
direct consequence of this is a decrease in the relative importance 
of money compared to other less efficient ways to perform its 
tasks, This problem, known in the economic literature as "currency 
substitution, appears in the form of physical asset accumulation, 
as well as the use of foreign currencies in place of the domestic 
currency. 

Second, as a result of excessive fiscal deficits, the government 
comes to compete with the private sector in the money market, 
thereby introducing volatility and an upward trend in interest 
rates. This, in turn, stimulates a short run outlook on the part 
of economic agents, thereby increasing the risks for financial 
intermediaries and conaequently raising costs in financial markets. 
Moreover, the financing of the public sector deficit inevitably 
competes with the allocation of funds by the financial system to 
productive activities in the private sector. 

Third, instability, especially when it stems from excessive fiscal 
deficits, forces the central bank to adopt restrictive monetary 
policies, which in more extreme cases can lead to further increases 
in the costs of intermediation and thereby reduce the efficiency of 
the financial system. Such is the case in the excessive use of 
reserve requirements, not only as a classical instrument of 
monetary policy but also to finance the fiscal deficit more 
cheaply. There are also other even less desirable instruments such 



as direct controls by the central bank on commercial bank lending 
which are widely used in developing countries. Nonetheless, these 
are sometimes the only alternatives open to a central banker when 
open market operations are ruled out in order to make room for the 
treasury's demand for funds in the market. 

The foregoing enumeration is not intended to be exhaustive, but 
rather to reflect the crucial importance of a stable macroeconomic 
environment as a prerequisite for successful structural reform of 
the financial system, 

T h e  C a s e  of C o s t a  Rica 

Since the financial crisis of 1980-1982, thel-2 have been many 
achievements of the Costa Rican economic authorities in combating 
disequilibria in the key macroeconomic areas, notably inflation and 
exchange rate instability. The fiscal deficit, which has probably 
been the major cause of such disequilibria, has been kept under 
relatively better control. Due to the emphasis on a development 
strategy based on increased public spending for many years before 
1982, the public sector deficit had reached a very high level by 
1981 of about 14 percent of gross domestic product (GDP) . The 
inflationary shock of the crisis years, which was largely the 
consequence of the profound fiscal disequilibrium of the Costa 
Rican economy, caused a severe contraction in banking activity and 
a reversal of financial deepening, as indicated by the fall in 
total liquidity in real terms to only two thirds of its 1978 level 
by 1982 (Gonz6lez Vega, 1985) . 
In the years following the 1980-82 crisis, a sustained decrease in 
the public sector deficit was achieved. Greater discipline in 
fiscal administration was achieved in large measure with the help 
of stabilization programs supported by the International Monetary 
Fund and other international agencies. As a result, lidpidity 
creation due to the financing of the public sector by the Central 
Bank moderated significantly. Wage policy was also largely 
consistent with the stabilization efforts. 

The resulting improvements are indicated by the behavior of the 
main macroeconomic indicators shown in Table 11-1. Inflation has 
been kept under better control, fluctuating between 15 and 25 
percent since 1983, which are high rates compared to international 
standards but not compared to Latin American levels. On the 
external side, although there have been ups and downs, a sustained 
improvement has been attained as measured by the reduction in the 
ratio of the current account deficit to GDP, by the increase in net 
international reserves, and by a relative normalization of Costa 
Ricals relationship with international creditor banks and 
multilateral and bilateral creditors. The foreign exchange market 
moved to a flexible exchange rate system which took the form of a 
crawling peg from the end of 1984 until Mazch 1992, when the market 
was liberalized so that the exchange rate is now determined by the 
interaction of supply and demand in the banking system. * 

I 



Table 11-1 

COSlA B!CA: SELECTED ECOIIOHIC IHOICAlORS 
1981-1991 

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 ---- 0 ---I - --- ---- ---0 --- - ow- 

. (Annual percentage change, uniess otberuise specified) 
HAlIONAl IHCOHE AHD PRICES 
609 a t  constant prices -4.6 -7.3 2.9 8.0 0.7 5.5 1,8 3.4 5.6 3.7 
Horinal 60P 37.9 70.8 32.6 26.1 21.4 24.6 15.3 21.8 21.7 23.5 
Coosurer prices (end of period) 

65.1 81.7 

10.7 

17.3 10.9 

15.4 16.4 25.3 10.0 27.3 
(rverage ) 37.1 -90.1 32.6 12.0 15.0 11.11 16.8 20.8 16.5 19.0 

EXIERHAL SECTOR 
t o t a l  exports, f .o.b. 
t o t a l  i rpor ts ,  c.i.f 
Hon-oil imports, c.i.f . 
Export volure 
Irport  Volute 

CENTRAL COVERHHEHf 
Reveaur and grants 
Total expenditure 

MHKING SYSTW 
Net dorestic assets  62.9 37.5 31.6 8.1 10.4 16.2 15.1 25.8 7.6 33.9 

Of which: public sector 9.1 8.7 0.9 -1.7 0.8 -1.6 -9.3 2.4 2.0 7.8 
private sector 9.3 37.5 51.7 17.9 16.1 17.4 13.1 6.9 5.7 7.7 

Liabi l i t ies  t o  private sector 27.3 50.5 30.3 10.5 12.9 22.2 27.3 29.8 23.5 16.9 
Interest  r a t e  (annual ra te  for six-lonth 

deposits, end of period) 21.5 2S.0 22.0 20.0 22.5 21.5 20.5 22.7 21.7 32.8 

(In percent of 60P) 
Corbined public sector de f i c i t  19.1 14.6 8.1 16.6 7.0 5.4 3.8 3.6 5.5 4.9 

NonfInancial public sector de f i c i t  14.1 9.0 3.1 il.9 1.8 1.7 0.3 0.3 2.8 2.9 
Oomtstic financing 2.6 -1.5 -0.3 4 . 2  3 10.8 -0.4 0.7 1.9 2.6 
Exttraal f laancing 3.0 2.8 11.7 ,0.1 3.4 1.4 0.7 4 0.9 0.3 

Central 8ank de f i c i t  (accrual basis) 5.0 5 4.9 . 1.3 5.2 3.7 3.5 3.3 2.7 2.0 
Central adr in ls t r r t ioa  d t f i c i t  5.3 3.3 3.7 '3.0 1.9 3.3 2.0 2.5 4.1 4.4 

Gross domestic Lnvestrent 
Gross natioaal savings 

ttak balanco de f i c i t  7.8 1.0 4.3 , 4.3 5.0 -2.1 6.2 5.1 7.8 11.6 6.5 
Current account de f i c i t  (cxcl. o f f i c i a l  

transf. for  bal. of papan t s  support) 15.8 9.9 6.3 1 5.1 8.4 4.1 9.0 6.6 8.4 9.0 2.5 - 

External debt (inc1.usts of Fund credi t )  91.8 113.6 107.1 91.1 99.8 13.8 89.8 17.6 75.8 61.0 59.6 

Oebt servica r a t io  
In teres t  payments 

I 

(11 ptrceat of exports af goods and 100 factor services) 
6 54.4 51.2 ! 53.2 53.8 49.2 49.9 46.9 40.9 35.3 16.5 
25.4 294 27.7 A 24.6 22.9 19.9 9 6  18.7 1 6 2  12-S f*l 

Source: Hlnistry of Finance, Central B a d  of Costa Ricr and IHP reports. 
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Notes to Table I-I: 

1. Banking system net domestic assets exclude the counterpart of 
external payment arrears that are included in net 
international resenres of the Central Bank, and they also 
exclude increases in credit arising from the assumption by the 
Central Bank of part of the external debt of the public 
sector. 

2. The nonfinancial public sector deficit refers to the Central 
Government plus the eight decentralized agencies and the ten 
public enterprises, which together account for about 90 
percent of total revenues and expenditures of the nonfinancial 
public sector. ' 

3. The Central Bank deficit for 1989 and 1990 excludes profits 
from debt conversion and debt repurchases. 

4. External public debt includes interest arrears. 

5.  The debt service ratios and interest payments as a percent of 
exports of goods and nonfactor services include debt with the 
International Monetary Fund and interest on short-term debt, 
but they exclude amortization payments in 1990 related to the 
commercial bank debt reduction package. 

In spite of this relative success, many things remain to be done, 
especially since financial stability has been demonstrated to be a 
very fragile condition in a large number of countries. The main 
purpose of remainder of this chapter is thus to address the major 
areas that require further policy actions, rather than going deeper 
into Costa Ricats recent economic history, for which there are 
numerous reports and an extensive bibliography. 

The Public Sector ~ e f i c i t  

Fiscal adjustment ' since 1982 has relied mainly on yearly 
stabilization efforts to close the qaD between government income - - 
and expenditures rather than correcting the long run rigidities 
that have been causing the continuous imbalances. (See Figure II- 
1.) It is also imporfant to note that the main contributor to the 
reduction of the public sector deficit has been the non-financial 
public sector, excluding the Central Government. As is well known, 
such a succession of short term adjustment programs over a period 
of several years can lead to what is known in the economic 
literature as "adjustment fatigue, " which can increasingly 
frustrate the attainment of stabilization. 





Most of the widely recognized problems that create fiscal 
imbalances continue to be present. On one hand, the lack of 
flexibility for the authorities to reduce expenditures comes from 
the high proportion devoted to the government payroll. The actions 
of unions and similar groups make it difficult to deal with special 
privileges, such as those coming from unsustainable pension 
regimes. Another aspect is the existence of nlaudos,tt a judicial 
way for public employees to increase their salaries by transferring 
the determination of wage policy from the employer e l  the 
government and other public institutions) to the court system. 

On the other hand, several kinds of incentives and tax exemptions 
introduce rigidities in fiscal receipts. Protectionism in the form 
of tax exemptions for exporters under the export contract 
("contrato de exportaci6nV and similar regimes, as well as for the 
development of tourist accommodations, needs to be rationalized for 
both fiscal and trade reform reasons. Current protection should 
not be maintained permanently, but should gradually decrease to 
force enterprises to become more competitive through increased 
efficiency. Governmental transfers to entities such as 
universities, as well as the earmarking of certain taxes (e.g., the 
land tax for regional governments, the nmunicipalidadesV , add to 
inflexibility in the management of government finances. Moreover, 
as past deficits had to be financed, the burden of the public debt 
has grown - -  more rapidly in recent years with high nominal 
interest rates resulting from inflation and finmcial, 
liberalization - -  so that interest payments have become an 
additional source of rigidity. 

Another negative effect of the fiscal deficit has been the 
reduction in public investment for infrastructure (e.g., roads, 
ports, etc.) and human capital (e.g., education, health, etc.) . As 
short-run decisions to reduce the fiscal gap have prevailed, 
reductions in expenditures have sacrificed public investment 
instead of current expenditures since this is an easier course of 
action from the political standpoint. These circumstances result 
'in increased costs of production for private enterprises and reduce 
their ability to compete in international markets. 

The combination of delays in structural reforms for the public 
sector and the problem of maadjustment fatiguea has made fiscal 
balance, and hence the attainment ox stabilization objectives, 
highly fragile. Nonetheless, the structural adjustment process 
undertaken by Costa Rica since 1,983-84 has had some beneficial 
results for the macroeconomic context. More recently, initial 
efforts have been made to reform the pension and tax exemption 
regimes. However, the achievements so far have been modest and not 
sufficient to prevent the fiscal deficit from continuing to be the 
main potential source of financial instability. Moreover, when the 
problem of Central Bank's deficit (to be addressed below) is taken 
into account, the danger becomes more clear. 



Continuing effcrts to avoid even short-run deviations from the 
declining trend in the fiscal deficit require not just permanent 
vigilance and definite actions each year to reduce the gap in the 
budget and reinforce its execution but ultimately a -:scisive attack 
on the fiscal rigidities and distortions mentioned above. This is 
an urgent task since the short-run efforts may be leading to 
nadjustment fatigue," and it is essential to recognize that the 
only way to assure stabilization in the longer run is through 
combating the perverse effects of public deficits by introducing 
the needed structural reforms as soon as possible. 

Monetary Policy and the Central Bank D e f i c i t  

As can be seen from the figures in Table 11-1, fiscal dependence on - 
- 

the banking system for finance has been reduced during the past ten - 
years, so that there is no longer a direct impact of the fiscal - 
deficit on monetary expansion through additional credit. In most 
cases, the Treasury has gone directly to the market or has made 
special arrangements with public institutions that are in surplus 
to invest their surpluses in Government debt. The important 
remaining source of Central Bank credit to the Government comes 
from unpaid interest on credits . related to external debt 
rescheduling iz 1983 and 1985 as well as the debt renegotiation of 
1990. Under these arrangements, the Central Bank assumed the - 
foreign debt to international creditors, and the original debtors 
ended up with a liability to the Central Bank. However, the 
Government has not always honored its obligations to the Central 

- 

Bank, and this has become a significant means of indirect financing 
by the Central Bank. 

Other sources of monetary expansion through credit to public sector 
institutions have also continued during most of the 1980s, except 
for access to Central Bank credit by the price stabilization 
institution (the Consej o Nacional de Producci6n, CNP) which was 
ruled out by the legal reform of 1988 (Ley de Modernizacidn 
Financiers) . In the case of other non-f inancial public sector 
institutions (those other than the Central Government) , foreign 
debt renegotiations, and especially the debt of the government 
development corporation (the Corporacien Costarricense de 
Desarrollo, CODESA) with the Central Bank, have continued to add to 
undesired increases in Central Bank credit ., through interest 
arrearages. Nonetheless, some improvements have been made in that 
the Central Bank is now to be paid on time with respect to the 
foreign debt restructuring for the government electricity 
institution (Xnstituto Costarricense de Electricidad, ICE) and the 
government oil refining enterprise (Ref inadora Costarricense de 
Petr6le0, RECOPE). However, with respect to CODESA's debt to the 
Central Bank, the annual accumulation of unpaid interest has only - 
been interrupted by scattered payments with funds coming from the 
sale of CODESAO s enterprises, primarily through the USAID supported 
program of CODESA divestiture. - 



It is clear that Central Bank credit to the Government, to CODESA 
and to commercial banks, as well as the ability of the Central Bank 
to contract foreign debt without legislative approval, played a 
significant role as one of the main roots of the financial crisis 
of 1980-82. The limitation of credit to the Government and CODESA 
has been implemented as a policy decision of the Board of Directors 
of the Central ~ank.' Rediscounts to the commercial banks have not 
been necessary during the last ten years, as excess liquidity in 
the system has been the rule. With respect to foreign borrowing, 
the debt rescheduling and renegotiation required during the 1980s 
have been enough to prevent increased indebtedness with 
international banks, although not with multilateral organizations. 
Nonetheless, as there are no explicit legislative lLitations, 

' other than the ban on Central Bank financing of the CNP already 
approved, such factors could potentially jeopardize stability again 
in the future. 

The most important source of instability through money creation has 
been Central Bank losses, as explained in detail in Lizano (1987) 
and Delgado and Vargas (1990) . (See Figure 11-2. ) In spite of the 
latest external debt renegotiations which reduced these losses from 
2.7 percent of GDP in 1989 to 1.9 percent of GDP in 1990, their 
level remains high enough to continue to be a destabilizing 
element, especially considering that these losses are equivalent to 
a fiscal deficit fully financed through money creation. 

These Central Bank losses were the result of the same mistaken 
policies that erupted into the 1980-82 financial crisis. The main 
perverse element was the accumulation of foreign debt by the 
Central Bank, which also reflects the involvement of the Central 
Bank in long-run operations when it is in fact suited for short-run 
activities. After the explosion of the crisis, the need for highly 
active monetary policy required an almost total reliance on the 
sole instrument available: open market operations. The burden of 
interest payments on the liabilities created by Central Bank open 
market sales adds to its deficit since there is no interest income 
as a counterpart. 

A second source of the Central Bank's post-crisis deficit was the 
practice of charging interest on USAID local currency counterpart 
funds, which were generated by grants and deposited in the Central 
Bank, during most of the second half of the past decade. USAID 
support to Costa Rica during the 1980s waa a key element of 
assistance with economic and financial reconstruction after the 
1980-82 crisis. Nonetheless, many of the programs called meconomic 
stabilization and recoveryn on the basis of grants for'balance of 
payments support in fact spent the colones generated by these 

'since the crisis episode of 1980-82, Central Bank credit to the Central 
Government has moderated substantially. The suspension of new credit to CODESA 
is evnn older, dating from the late 19708, and has been strictly maintained. 



grants, which consequently undermined the purpose of balance of 
payments support. Moreover, the practice of charging interest on 
the resulting deposits in the Central Bank increased its 
expenditures and thereby its deficit. 

Recent USAID support to deal with the problem of Central Bank 
losses has led to an innovative mechanism for the use of funds 
remaining from former USAID grants. Instead of using such funds 
(about US$29 million or 4,000 million colones) for expenditures on 
public programs, which would imply monetary expansion, they will be 
used to pay interest on a government bond issue to fund the debts 
accumulated at the Central Bank from the losses of the CNP. (This 
bond issue, approved by an executive decree dated August 27, 1992 
(No. 21540-H of the Ministry of Finance), includes not ,only 
accumulated debts to the Central Bank of 4,745.3 million colones 
but also 1,490 million colones of interest from May 1990 through 
May 1992. These new bonds have a nine year term and an interest 
rate of 18 percent, in contrast to the original debt that had no 
interest and for which no term was established by Costa Rican law. 
This measure not only eliminates a potential source of monetary 
expansion but also provides the Central Bank with earning assets, 
thereby reducing its annual deficit by about 0.2 percent of GDP. 
While this is not a large number, the measure is in the right 
direction and is the first one taken by the Government to deal with 
the problem of the Central Bank deficit. 





A third source of Central Bank losses that' began in the 1980s are 
the interest payments on foreign currency deposits. As mentioned 
elsewhere, dollar deposits in the banking system, which amounted to 
about $525 million as of the end of 1991, became a liability of the 
Central Bank as they were used as balance of payments support funds 
through a 100 percent resenre requirement. As liabilities, they 
also imply interest expenditures that further increase the Central 
Bank1 s. losses. 

Central Bank losses have caused a high degree of rigidity in 
monetary policy. In a country such as Costa Rica, where monetary 
policy has traditionally played a compensatory role in view of the 
historic lack of discipline on the fiscal side, this is a serious 
limitation. Given the situation emerging from the 1 9 8 0 ~ ~  the 
Central B a n k  is not able to play its normal role because it is 
faced with a most atypical situation: even the income from 
seigniorage is insufficient to cover its expenses, so that the 
Central B a n k  incurs losses. Consequently, there is no room to 
offset fiscal deviations in the short-run - - nor even in the medium 
and long run. 

The effects on financial markets from Central Bank losses come 
about not only from cenztraints on the wider use of open market 
operations as the main instrument of monetary policy but also 
because the Central Bank then tries to carry out sterilization 
operations as much as possible by costless means (to it), such as 
raising bank reserve requirements. At present levels of 28 percent 
on demand deposits and 10 percent on time deposits, reserve 
requirements have become an important factor that increases the 
cost of financial intermediation - -  about 2 percentage points at 
the present level of interest rated (about 19-20 percent for six- 
month deposits) . 

The Overall P u b l i c  S e c t o r  D e f i c i t  and F i n a n c i a l  Markets 

Since both the Central Govexnme11t and 'the Central Bank need large 
amounts of funds in the short run to cover their respective 
deficits, they increase the demand in the financial market, thereby 
creating upward pressure on intexest rates. This financing is 
carried out by selling public-debt bonds in the case of the 
Government and stabilization bonds (bonos de estabilizaci6n 
monetaria - BEMs) in the case of the Central Bank, in both cases 
either directly or through the securities exchange. 

Although the amount of public debt is not yet an overwhelming 
problem in Cosea Rica (total bonded debt was about 180,000 million - 

colones as of April 1992, inc1ud;lng government owned banks and - 
other public institutions) as it represents about 27 percent of 
1991 GDP, the increasing trend in! Central Government debt over a - - 
period of several years, as can be seen in Table 11-2, is cause for . I 
concern. In fact, domestic debt 'has increased markedly in real 



terms in recent years, which not only raises the proportion of 
government expenditures devoted to interest payments but may also 
distort the market by increasing interest rates to levels higher 
than required in a competitive market, since the Government is not 
governed by the same rationality as private economic agents and 
hence may be willing to pay any rate to obtain funds. 

T a b l e  11-2 

Government and Central Bank Bonded Debt - -  1985-1991 
(millions of colones and percents) 

Government Percent C e n t r a l  P e r c e n t  
Year Property Change Bank Change  

Certificates Bonds 

1985 16.775 30.7 5.710 -15.9 
1986 20.892 24.5 6.291 10.2 
1987 25.236 20.8 11.765 87.0 
1988 33.338 32.1 24.363 107.1 
1989 46.027 38.1 30.827 26.5 
1990 64.021 39.1 27.726 -10.1 
1991 95.277 48.8 32.164 16.0 
1992 112.752 18.3 55.902 73.8 

Source: Central Bank of Costa Rica. 

On the other hand,'except for some deviations, the overall public 
sector deficit (including Central Government, non-financial public 
institutions and the Central Bank) has shown a decreasing trend 
since 1982 to levels as low as 2 percent of GDP. However, the 
combined Central Government and Central Bank deficit has usually 
been higher than 5; percent of GDP, and this is probably a better 
figure to measure the impact of the public sector deficit on the 
financial system, especially since there is no institutionalized 
way to transfer the surpluses of public institutions diractly to 
finance the Central Govenvnent and the Central Bank without 
distorting financial markets. 

An additional is relevant. It could be argued that Central 
Bank actions are represented by two opposing forces that offset 
each other and thus have no effect on the level of interest rates. 
It is true that there is both monetary expansion due to the Central 
Bank deficit at the same time as contraction due to placing 
stabilization bonds in the market. Although simple offsetting 
forces could be probably expected in a well developed and efficient 
financial market, this is not the case in Costa Rica, so that this 
element-also adds to the fragility of economic stability. 

I 



The External Sector 

As indicated in Lizano and Vogel (1991), the foreign exchange 
regime is also important to understand financial market 
development. As economies become more integrated into the world 
economy, not only through the current account of the bal'ance of 
payments but also through the capital account, mismanagement of 
exchange rates and the existence of exchange controls, as are 
common in developing countries, can create expectations and 
interest rate differentials leading to capital flight and a process 
of domestic financial disintermediation. 

There is, moreover, growing recognition that exchange controls not 
only have a limited effect in trying to correct balance of payments 

. disequilibria but also induce a perversity in the demand for 
financial assets due to the fear of future difficulties in 
converting domestic assets to fo,reign currency. At the same time, 

- 

there is a wider acceptance of the view that individuals have the 
right to protect their net worth through different kinds of 

- 

currency substitution when domestic policy mismanagement 
jeopardizes the value of the local currency. 

The Costa Rican economy has had a long record of recurrent periods 
of external instability, most of them related to imbalances caused I 

by the volatility of international prices for primary exports and - 

to fiscal deficits. In fact, during the first thirty years of 
Breton Woods international monetary system, while the other Central 
American countries and Mexico had stable currencies, the Costa 
Rican colon was devaluated from 5.67 to 6 -60 colones per dollar in 
1961 and to 8.60 in 1974. Moreover, surcharges on imports, dual 
markets, multiple exchange rates and similar kinds of exchange 
controls were frequent during this period. 

Costa Rica began the 1980s with the financial crisis of 1980-82 
that ledl to a very disorganized foreign exchange market. The 
official ,exchange rate (set by the Currency Law) was increased from - 
8.60 to 20.00 colones per dollar in 1981. At that time, however, 
the banking rate (a kind of market rate as opposed to the legal 
rate) was about 36 colones per dollar and the free market rate was 
almost 2 *colones higher (CBspedes et. al., 1983a). By July 1982, 
the banking rate, controlled by the Central Bank, had risen to 38 
colones per dollar and the free market rate was about 60 colones 
per dollar (CGspedes et. al., 1983b). 

After August 1982, a new legal framework banned foreign exchange 
operations outside the banking system. At the same time, a more 
flexible exchange rate policy was put in place, with a crawling peg 
system, , Since the second half of 1984, this has been geared to 
compensating for the difference between the domestic inflation rate 
and a weighted average of the inflation rates of Costa Ricals major 
trading partners, as well as other factors changing the relative 
parities' of the currencies. Agreements with the International 



Monetary Fund and with USAID have reinforced the Government's 
decision to adjust the exchange rate in a way that avoids its 
appreciation in real terms. 

It is imp0rtan.t to note that, since the external sector of an 
economy is - -  in a sense - - a residual, it is affected by the types 
of domestic imbalances in public finances described above. The 
fiscal origin of balance of payments problems in Costa Rica is 
clear throughout the economic history of the country. However, the 
flow disequilibrium became a stock disequilibrium during the 1980s ..- 
because of the large public sector external debt that resulted from 
the accumulation of public sector deficits throughout the preceding - 

years. - 

Financial intermediaries are affected by external instability for 
reasons in addition to those mentioned above. Provision of the . - 
kinds of services.related to foreign trade is dampened as country 
risk status increases. Credit transactions involving external 
savings are also deterred by the substantial foreign exchange risk 
involved. In addition, there are legal restrictions derived from 
the fact that the official exchange rate fixed by law has nothing 
to do with reality. Although no transactions are carried out at 
the legal exchange rate of 20 colones per dollar, there is still 
the possibility of being paid at this rate when contracts 
denominated in foreign currencies are rejected and settlement 
reaches the courts. - 

For several years, the government owned banks have offered dollar 
denominated time deposits. However, these funds could not be used 
to finance credits in either colones or dollars because a 100 
percent reserve requirement had been established by the Central 
Bank, so that the dollars captured were used to finance the balance 
of payments deficit. Moreover, the interest rates were fixed by 
the Central Bank which also paid commissions to the government 
owned banks for such deposits. 

Lizano and Vogel (1991) offer some indicators of the path of 
nominal exchange rates in recent years, as well as calculations of 
real exchange rates. They argue that the basic criteria for a 
crawling peg system have not always been followed strictly and that ( 

overvaluation in the last years of the 1980s ensued and could be 
used to explain the deterioration in the balance of payment. 
Nonetheless, it has to be remembered that such calculations are 
greatly influencedby the methodology used, including the choice of 
the base year, the number of trade partners considered and the 
weighting criteria used. ! 

The process of liberalization of the foreign exchange market has 
advanced greatly in recent months. Moreover, a proposal to modify 
the Currency Law as well as the Central Bank Law has been presented 
to the- Costa Rican Congress to take exchange rate determination 
away from the Congress and to adjust legislation to conform to the 



system actually operating since the early 1980s. Elimination of 
the ban on foreign exchange transactions outside the banking system 
and allowing contacts denominated in foreign exchange are other 
important reforms under way. 

Since March 1992, the Central Bank has also stopped fixing the 
foreign exchange rate through mini - devaluations and has instead 
transferred the responsibility for exchange rate determination to 
market forces operating through the comercial banks. Central Bank 
interventions have occurred in the first stages in order to smooth 
the transition to a freer regime. The capital account has also 
been liberalized by allowing banks to sell foreign exchange for any 
purpose, without requiring justification of any kind as had been 
true in the past. 

Reserve requirements on dollar-denominated time deposits were 
reduced from 100 percent to 10 percent in March 1992 as a further 
step toward foreign exchange market liberalization. Now all banks, 
both public and private, are permitted to receive deposits in 
dollars (in the case of private banks these are called 
.certificates of investmentn) and to use the funds to make loans in 
the same currency. However, since certain legal reforms have not 
yet been approved, banks are unwilling to take the risk of being 
paid in colones at the legal exchange rate of 20 colones per 
"dollar, so that this raechanism is still not working properly. 

The liberalization of the foreign exchange market has brought an 
=cess supply of foreign exchange and a decljlning trend in exchange 
rate during the first four months after the Central Bank's 
measures. As Lizano and Vogel (1991) suggest, this is a 
predictable result when controls are removed and people understand 
that they can freely take their financial assets into or out of a 
country without the dictates of any government authority. 
Nonetheless, other factors also help to1 explain the present 
occurrence in Costa Rica. Low interest rates in the United States 
and other international financial markets, together with worldwide 
political changes and the process of policy reform in developing 
,countries, have also increased confidence and promoted capital 
repatriation. 

Domestic interest rate misalignment has also played a key role in 
the downward trend in the nominal exchange rate, at least until 
such rates were substantially reduced. The representative rates 
for six-month Central Bank and Government bonds fell from about 31 
percent in February to 13 percent in mid-'June, thereby becoming 
negative in real terms against an officially expected rate of 
inflation of 16 to 18 percent for 1992. Apparently as a result of 
these interest: rate changes, a reversal of ,the exchange rate trend 
is occurring, which is as rapid as the previous fall. The exchange 
rate was 138.50 colones per dollar in February, declined rapidly 
during the last part of May and the first half of June, reaching 

I 



about 122 colones per dollar, but then rose again by the end of 
June to about 135 colones per dollar. 

Reforms in the legislation concerning foreign currency 
transactions, such as those in the proposal currently under 
consideration by the Congress, are urgent. In addition, these 
refonns should be complemented by some additional changes to 
promote the active participation of financial intermedia~ies in 
such operations. It should be clearly 'stated that any transactions 
in foreign currencies by banks and financieras have to be settled 
in the same currency, eveni though in other contracts among private 
parties the debtor maintains the right to pay in colones calculated 
at the prevailing market exchange rate. Furthermore, in a 
liberalized foreign exchange system the Central Bank should not 
have the power to impose charges on foreign exchange transactions 
for specific purposes as it is currently doing. In fact, there are 
now charges in colones up to the equivalent of US$. 89 to help cover 
the Central Bank's losses, to finance part of a fund to cover the 
foreign exchange losses incurred by the government owned banks and 
to finance two public autonomous institutions. 

Conclusions and Recornmeadations 

During the past ten years, continuing efforts have been made by the 
Costa Rican Government to deal with the fundamental macroeconomic 
imbalances that constitute a serious obstacle to economic growth. 

Short term policies, both fiscal and monetary, have continually 
been used to reduce the size of the public sector deficit, to seek 
out less harmful ways to, finance it and to compensate, at least 
partially, for the monetary expansion caused by the Central Bank's 
deficit . ' As a result, the combined public sector deficit (which 
includes the non-financial public sector deficit *d the Central 
Bank8 s quasi- fiscal deficit has been kept under relative control, 
and the Central Government and other governmental agencies have 
ceased to be financed through monetary expansion. 

Structural reforms have also been introduced in the macro-financial 
environment. Sane important sources of rigidity in government 
expenditures have recently been targeted, -3hile legal reform 
already approved by the Costa Rican Congress have reduced the 
impact of some perverse factors such as the pension regimes and tax 
exemptions. At the same time, the external public debt 
renegotiations concluded in 1990 have had a major favorable impact 
not only on the balance'of payments position of the country but 
also on the Central Bank's deficit, 

In the foreign exchange area, as well as in pricing policies, 
actions have also been taken as part of the slow but continuing 
process of policy refonn geared toward the liberalization of the 
econauy. The policy of exchange rate adjustment through a crawling 



peg syscem was recently replaced by a ndirty float-egime, where 
the rate is determined by the participating financial 
intermediaries taking into account market forces. Moreover, there 
is now less reliance on government regulation and determination of 
prices as compared with ten years ago. 

There is nonetheless still room for further improvements in the 
macro- financial oituation and related policiea . The volatility in 
the fiscal deficit not oaly introduces a destabilizing element each 
year but also creates unfavorable expectations. More actions are 
required to reduce the fragility of the fiscal situation through 
structural reforms in both expenditures and taxes and to reduce the 
overall size of the public sector that is still so large that it 
leads to a ncrowding-outw effect. 

Returning the required flexibility to monetary policy is also 
crucial, especially since the public sector deficit situation is 
fragile. A permanent solution to the problem of the Central Bank's 
losses, by transferring them to the government. budget and using 
sound financing methods for the resulting increase'in the deficit, 
not only enables monetary policy to be carried out properly but 
also appropriately returns the Central Bank's losses to their 
source. 

Finally, further efforts are required in the area of pricing 
policies, but mainly with respect to eliminating the legal 
rigidities for foreign exchange translations. This becomes an 
increasingly important issue as the process of economic 
globalization continues and the openness of the Costa Rican economy 
increases in both'the current and capital accounts of the balance 
of payments. 



Chapter XI1 

B a n k s  and Financieras 

Introduction and Suunuary  

Banks and Financieras 

In order to carry-out the analysis of banks and financieras, 
gncluding the Banco Popular, approximately forty Costa Rican 
Government officials , bankers, and others who are involved, with or 
otherwise knowledgeable regarding the financial sector were 
interviewed. (See Exhibit A. ) Sunnnary financial. information for 
all Costa Rican banks was obtained from the Auditorza General de 
Entidades Financieras (AGEF) for the years 1982, 1985, 1:88, and 
1991. (See Exhibit B.) Also, detailed financial statements for 
the year December 31, 1991, including some independently dudited 
financial statements, were obtained for selected privatfe sector 
banks. 

Detailed f inaricial information (nbalances ana15t:Lcasa) for Costa 
Rican banks was requested but was not made available by AGEEF. This 
was not coasidered to be a major problem for carrying out the terms 
of reference . Financial information for off shore af f il iates of 
Costa Rican private sector banks is not generally a.vailable!, except 
as voluntarily provided by a few banks. This reduced the detail 
and accuracy of information evidencing the size &id growth of Costa 
Rican private banks. A summary of financial information requested 
of various institutions and that which they provided is shown in 
Table 111-1. 

Nevertheless, an analysis of available f inancia]. data :Indicates 
that private sector banks have grown from less t.han 3 percent in 
1982 to approximately 10 to 12 percent of tetal banking assets as 
of the end of 1991. .(See Table 111-2.) More importantly, the 
earning assets, especially loans, of private banks have increased 
from less than 3 percent in 1982 to 23 percent at the end of 1991. 
These figures do not tell the entire story siaze most private 
sector banks have affiliated banks outside of Costa Rica that focus 
primarily on serving Costa Ricans living in Costa Rica. ewaistent 
data for the so-called aoff-shore banksa art? not available. 
However, an analysis of the independently audited financial 
statements for two such banks and anecdotal information obtained 
during interviews indicate that the financial assets managed by the 
off-shore affiliates is at least as great as the mount, managed by 
the Costa Rican private sector banks themselves. Therefore, 
private banks now account for close to half of all lending by Costa 
Rican banks. 

Although the p r i ~ t e  sector banks in Costa Rica (not including off - 
shore affiliates) only account for 10 percent of assets and 23 



percent of loans, they account for 72 percent of profits. If 
quality financial informtion concerning the off-shore banks were 
readily available, then the private sector share of profits for 
1991 would most likely exceed 90 percent. This is due to their 
relative efficiency and lack of the enormous, inefficient 
infrastructure present in the four public sector banks. Also, 
private sector banks are mostly focused on commercial or wholesale 
business with a large share of international trade f iaancing, which 
generates not only interest income but also fee income from letters 
of credit and foreign exchange. 

All bankers interviewed agreed that USAID intervention, through 
both the various large credits and the various types of pressure 
applied to the Costa Rican Government, has been key to the 
emergence of private sector banks and their growing powers. 

Notwithstanding the emergence oE the private sector banks, there 
are still some serious distortions with respect to what a private 
sector bank can and cannot do in Costa Rica. Most bankers reported 
two significant problems: (1) lack of authority to offer checking 

- 

accounts (cuentas corrientes); and (2) lack of a true discount 
facility at the Central Bank. Upon entering into more detailed - 

conversatio~l and closer analysis, neither of these problems appears 
- 

to be of as great significance as bankers claim. 

Private sector banks have found an assortment of ways to - 
effectively offer customers immediate use of their funds (through 
payment orders, money market accounts on the securities exchange, 
etc.). They also offer checking accounts in U.S. dollars through 
their offshore affiliates. These accounts are mostly provided by 
means of payable through8 accounts managed by Barclays Bank, PLC - . - Miami Agency. They are free of any reserve requirements since 
the various jurisdictions (mostly the Cayman Islands and the 
Bahamas) where the offshore affiliates are chartered have no 
reserve require~nents for bank deposits owned by persons not 
resident of the charter-granting country. This is explained in 
detail further on in this report. 

The discount facility problem was essentially resolved in late 
March while research for this study was being conducted. The 
Central Bank issued a circular informing the private sector banks 
of the a~ilability of a new discount facility (.Fond0 da pr6Stam08 
a 10s bancos del Sistema Bancario Nacf.ona1 ante problemas 
temporales de liquidez') which was to be funded with a line of 
credit from an international donor agency source. However, it is 
worth noting that this. facility will be costly to users and 
unlikely to be needed by the private sector banks, since their cash 

I- 

flw requirements are relatively easily forecast. They are not - 
particularly vulnerable to liquidity crises, especially a run on 
deposits, since they cannot offer checking accounts. Furthermore, 
such a facility will not be available to the off-shore affiliates 
where most demand oblisations (checking accounts) exist. 



Nevertheless, the Vondon is a good beginning toward providing a 
meaningful rediscount line for liquidity purposes. Subsequent 
information indicates that the source of funding for the "Fondon is 
USAID and that the amount available is C5.6 billion. Based on the 
total deposits of the private sector banks as of December 31, 1991 
(C32.782 million) this fund equals 17 percent of the entire deposit 
base. This would seem to represent a very substantial 'second line 
of liquidity8 by any standards. 

All-in-all, the Costa Rican private banks, as a group, appear to be 
healthy, growing rapidly, and, when off-shore activities are taken 
into consideration, their cake and eat it toos. 

The emergence of the private sector banks has had a profound impact 
on the public sector banks. This is manifest in their financial 
losses. The public sector banks must now compete with the private 
sector banks that are much more efficient. This has reduced their 
interest spread on financial intermediation and their fee income 
from provision of other services. In other words, the private 
sector banks have %skimmed the creamm of Costa Rican banking 
business. The public sector banks continue to carry a huge 
infrastructure and, though they have a monopoly on checking 
accounts, must deal with very high reserve requirements and the 
need to carry working balances of currency at their numerous 
branches. 

The pressure on income, combined with their large and inefficient 
infrastructure and Byzantine operational practices, has forced the 
public sector banks, as a group, to incur losses. On the other 
hand, competition has forced the public sector banks to modernize, 
reduce personnel, and offer new and more efficient services. All 
four public sector banks have developed comprehensive strategic 
plans and are heavily engaged in attempts to compete and survive. 

!The two most significant problems with respect to the Costa Rican 
commercial banking sector appear to be the inability of the private 
sector banks to offer checking accounts and the deficiencies in the 
supervision of banks, including the lack of control over the 
off shore affiliates . These problems are interrelated. The 
.offshore affiliates of the private aector banks benefit by being 
able to operate in a mhhmlly regulated environment, offering U. S . 
dollar checking accounts without having to maintain reserves and 
effectively avoiding taxation of their income. However, a rapidly 
growing portion of the Coata Rican publicos deposits' and the 
banking aector in general is operating completely out of control of 
the Central Bank and Costa Rican regulatory authorities. 

Now that ptiMte sector basks are thriving in Costa Rica, it is 
time to upgrade the safety olf the system. This means an 
elimination of remaining competitive barriers , mainly the ability 
of the -private banks to offer checking accounts. It also means 
that supervisory powers and capabilities must be enhanced. 



Information about offshore banking activities should be available 
- to the regulatory authorities and comprehensive examination of 

offshore banks by Costa Rican authorities (AGEF) should be 
practiced. 

Although regulation of the off-shore banks is technically outside 
of the control of Coata Rican banking authorities, many means exist 
by which significazt effective control can be exercised. Former 

- 

President of the Central Bank, Eduardo Lizano, proved that when he 
put an end to the offshore banks offering colon deposits a few 

- 

- 

years ago. Other means would include prohibiting such banks from 
making loans and/or soliciting deposits within Costa Rica. 
Although they might do as they please anyway, banking authorities 
could make it very costly by such actions as refusing to allow (not 
giving legal status to) access to the courts for loan foreclosure 
actions, 'pressure' on ownership which also owns the private LocaL - 
banks which depend on the Central Bank and AGEF in many ways, etc. 

It is worth noting that at least six private banks have explored 
establishing a banking presence in Miami. However, their small - 

size, the inadequacy of Costa Rican supervisory practices, the much 
stricter new foreign bank supervisory legislation in the United 
States, and the location of their offshore affiliates in - 

jurisdictions of questionable credibility will all operate against 
Costa Rican banks being able to enter the United States. This will - 
be discussed in further detail. 

- 

Qualitative Comments and Analysis 

Public Sector Banks 

The experience of an international banker working, for a major 
California bank and calling on the four public sector commercial I 

banks in .Costa Rica between 1975 and 1982 is worth noting.' The 
impression was that they were over-staffed and inefficient ; 

institutions characterized by highly formalized and bureaucratic 
approaches to everything. Impressions ten years later were 
somewhat similar. However, it is also apparent that much has 
changed. The public sector bazks are .playing a catch-up gamem. 
What they are trying to acatch-up withR is the burgeoning private 
sector competition and modern banking as conducted, . evee in many 
smaller Latin American countries, in the 1990s. 

As a group, the public' sector banks experienced serious operating 
losses in 1991. (See Tables 11x04 and 111-?. ) This is due to 
several factors, most notably the following: 

h e  banker in th is  case im aohn ~cGuire, the pr- author of t h i s  , chapter of the report. - 



1. The private sector banks have taken much of the more 
profitable commercial banking business. For example, they 
have been able to attract as customers many of the best 
corporate and commercial enterprises in Costa Rica. This 
means they have also taken the lucrative commission generating 
foreign exchange and letter of credit business that many of 
the larger local and multi-national businesses offer and, by 
soliciting the best private sector companies, they are able to 
make loans with much lower aggregate portfolio risk than the 
public sector banks have. 

2. The liberalization of interest rates has squeezed the net 
interest income margins of the public sector banks. 

3. Stricter regulations controlling: (1) the classification of 
problem loans ; and (2) when non-perf o d n g  loans must be taken 
out of interest accrual status have reduced "paper profits", 
although leading to more accurate financial reporting. 

4. As a result of the 1988 financial sector law, banks must now 
calculate their contribution to the Employee Pension Fund 
('Fond0 de garantias y jubilaciones de 10s empleados" as a 
charge to earnings of 10 percent of payroll expense, in 
contrast to the previous practice of applying a percentage of 
the banks0 earnings. This previous practice provided an 
incentive to ,manage1 profits to the benefit of employees. 
The new law Oassuresl all banks of an additional employee 
expense of a certain amount. 

These pressures have forced the public sector banks to do what they 
never would have done had it not been for the st~ctural changes 
imposed on the Costa Rican financial sector and for the emergence 
of the private sector banks. Much improvement can be seen, 
although most of this can only be described by anecdote. 

During the visit to Costa Rica, representatives of three of the 
four public sector banks were interviewed. Those included the 
Banco Nacional de Costa Rica, the Banco Anglo Costarricense, and 
the Banco Cr6dito Agrzcola de Cartago. A planned visit to the 
Banco de Costa Rica did not occur. In the case of the Banco 
Nacional de Costa Rica, two members of the consulting team were 
invited to breakfast at the bank. The breakfast wqa hosted by the 
general manager, and virtually the entire executive ,management team 
was present. It was clearly intended to impress the consulting 
team with all that has taken place and is currently being done to 
make this, the largest comercia1 bank in Central America, a truly 
modern and efficient financial institution. 

During the brief tour of Banco Nacional de costa Rita's Head 
Office, much of what was seen and heard waa truly impressive - -  
more by-coxxparison to what everyone knows about the history of the 
public sector banks than by comparison to moderh banks in the 



- 
United States and certain other Latin American countries. However, 
certain critical problems were glossed-over and/or down-played, 
e .go,  labor unions, excessive personnel, high reserve requirements, 
etc. Nevertheless, progress is encouraging. 

Two apecific examples of improvements in the public aector banks 
are the following: 

1- matecric PI- During the course of interviews, it was 
learned that virtually all four of the public sector banks 
have gone through the strategic planning process and have such 
operating documents in place. This is conaidered significant 
in that strategic planning is a widely accepted process by 
which an enterprise determines its mission and what must be 
done to fulfill it. 

2 -  gX~storwx Service: Several, if not all, of the public sector 
banks have taken specific steps to become more customer 
oriented and to provide better senrice. Most have adopted the 
concept of assigning major accounts/customers to specific 
account off icera who serve as the customer's primary contact 
person in the bank. In the case of Banco Nacional de Costa 
Rica, this has taken a well-defined form where different 
levels of customers, by importance and nature of banking 
relationship, are assigned to specialized departments, notably 
a corporate banking department and a private banking . . 
department. It was quite obvious that much has been adopted 
from the best of current practice in the United States and 
Latin America. 

Notwithstanding these encouraging improveinents, the public aector 
banks are in varying degrees in poor condition. Their greatest 
(and saving) strength is their stature as goverpment-owned banks. 
This, plus. their size, leaves them in a mltoo big to fail statusm. 
However, BGEF has taken intervention steps at both the Banco Anglo 
Costarricehse and the Banco de Crgdito; AgrScola de Cartago in 
recent times. Were either of these banks private and/or as mall 
as a typical private bank, they probably would have been intervened 
and closed. Certainly, their capital positions and the alleged 
problems in their loam portfolios would have justif ied such action. 

In the sgecific case of capital, Table 111-3 indicates the gravity 
of the problem. At the end of 1991, the average capital to assets 
ratios for the public and private sector banka were 5.7 percent and 
19 - 6 percent respectively. However, certain differences mat be 
noted, First, the public sector banks carry a much Ugher relative 
proportion of cash and near cash assets, much of which serves as 
reserve requirements on deposits and appropriate liquidity for 
demand deposits. This type of asset does not require significant 
capital support. Second, the public ,sector banks are widely 
reputed to have severe problems in their loan portfolioa. This 

I 



type of asset requires substantial capital which is definitely not 
there. 

Some public sector bankers claim that, although they have the 
exclusive power to offer demand deposit accounts ('cuentas 
corrientes8), this does not offer particularly significant profit 
opportunities. This is due, for example, to: 

, . high reserve requirements; 

0 the amount of liquidity that must be maintained to respond to 
reasonable fluctuations in deposit balances, to support 
reasonable and normal working cash balances at the branches in 
the public sector branch networks, and to allow for the fact 
that efficient emergency transfer of cash from branch to 
branch is not as developed as it is, say, in the United States 
where large bank retail branch systems, the Federal Resenre, 
and annored car companies all facilitate such cash movement; 
and 8 

the high cost in human resources and other expenses involved 
in supporting this labor intensive service. 

There are two areas where improvements could be made with respect 
to demand deposit accounts, whether or not private sector banks are 
ever allowed to offer this service. First, resenre requirements 
could be reduced. Second, more efficient clearing processes could 
be implemented. 

Several bankers reported that checks drawn on' one bank and 
deposited in another take an excessive amount of time to clear, 
i.e,, for the depository bank to determine that the funds are good 
and to make them available to the depositor/custamer. It was 
reported that even checks deposited in the same bank 'on which they 
were drawn can take ieveral &ye for the funds to be made 
available. This lattek instance occurs if the maker of the check 
maintains his account in a rural branch and the payee deposits it 
in his (payee's) account in San Joe& or another rural branch. 

It would require somet in depth investigation to determiae the 
extent of this problem, Suffice it to say that it ia a camon 
cauplaint and is quite reeolvable in today's banking world. An 
efficient clearing house in 8an Joe& on-line' c ~ c a t i o n s  
networks w i t h i n  the public sector banks, and efficient transport of 
checks betweb San ~ o s 6  and the rural branchea could solve this 
problem, and probably will with th.' 

It was suggested by at least one Costa Rican banker that USAID 
could, if desired, provide fundiag to support a technical study and 
recommended improvements in the clearing process. ,The cost of such 
assistance should be relatively modeat. 

I 



It was reported by a representative of USAID that, subsequent to 
the consulting team1 s visit to Costa Rica, the ~sociacidn Bancaria 
Costarricense (ABC) has entered into a contract with the Federal 
Reserve to provide expert assistance in developing a project plan 
for an electronic funds transfer system. This project is being 
funded by a USAID grant. 

The Banco Popular 

The Banco Popular 'is somewhat of a hybrid. It was founded 23 years 
ago and is a combination of public sector and private sector and 
operates more like a savings and loan association than like a bank. 

Its capitalization grows through a mandatory apportionment of 1 
percent of all salaries paid in Costa Rica and an additional 
apportionment from emplbyers of 1/2 percent of salaries. The 1 
percent from employees takes the form of a forced savings plan at 
an intereat rate of 4 percent p.a. and for a term of 18 months. 
The employee can withdraw funds that have been on deposit for 18 
months or more unless such funds are securing a loan. This has led 
to the Banco Popular having the second largest net worth of any - 

financial institution in Costa Rica, other than the Banco Nacional - 

de Costa Rica. ~otwithstanding the mandatory savings, the Banco 
Popular has a large deposit base that accounts for about 95 percent - 

of its funding. considering that 95 percent of funding consists of 
deposits from the general public, it does not appear that the * 

forced savings plan is now critical to the Banco Popular's - 

financial viability, although it might have been in the past. 
- 

Governance of the Banco Popular is in the form of a nWorkers' 
Assemblya consisting of 290 representatives of all sectors. They - 

xieet once per year to: 

1. determine the mission of the bank; 
I I 

2. elect four directors (Junta Nacional) , I  with three others being 
appointed by the Government; and 

3. elect the President, the Vice President, and the auditors. 

The Banco Popular is audited by AGEF but is not subject to Central 
Bank regulation. It has a legal reserve requirement of 10 percent - 
which must be held in certain types of  short-term instruments. It 
has no offshore bank nor a seat on the securities exchange. 

The most interesting item learned about the Banco Popular is that 
there is a project to privatize it. This would result in the 
mandatory apportionments being converted to stock. The pro j ect has 
been approved by the bank's General Assembly and is also advancing 
well with the Central Bank and the Costa Rican Congress. The only 
probl'em of sigqificance is how to value the Bank for purposes of 
determining shqre nlue. 



Private Sector Banks 
- 

The private sector banks have emerged in the last ten years as a 
major force in the Costa Rican financial sector. They have 
increased from. essentially none at the beginning of the 1980s to 
six by the end of 1982 and to 17 at the tine of the consulting 
team's visit to Costa Rica. The number has been as high as perhaps - 

20 one or two years ago, but three banks have been or are being - 

liquidated. At least two others were experiencing severe problems 
but were re-capitalized and/or re-organized. f 

a The offshore affiliates mainly deal in U.S. dollars and prwide 
trade financing for Costa Rican enterprises. Their customer bases 
overlap with but are not entirely the same as that of their Costa 
Rican affiliate banks. They are reported to be highly liquid with 
considerably more in deposits than in loans. Much of this 
liquidity is invested, in money market type instruments with large 
international banks. Much of it is also pledged to secure the 
trade financing transactions of the offshore banks, especially the 
confirmation of their letters of credit. 

The private sector banks are all quite small as compared to the 
public sector banks. However, there is a great difference in size 
among the private banks. Banco Internacional de Costa Rica Limited 
(BIC Limited) is larger than the rest of the private banks 
together. However, that is not evidenced by total assets in Costa - 
Rica. BIC frimited8s offshore affiliate is much larger than all the 
other private banks, with or without their off shore affiliates. - - 
Aside from BIC Limited, there are five ' large8 private sector banks 
in Costa Rica. The remainder are considerably smaller. (See Table 
111-5. ) 

The relatively small size of the p r i ~ t e  banks, specifically those 
I that have failed, has prevented the failures from having profound , - 

I effects on the Costa Rican banking System. However, more failures - 

: could occur and there is little, if anything, that ia likely to be , 

done by AGEF to anticipate, let alone prevent, such failures. It 
should be noted that none of the individuals interviewed gave any 
indication that other private sector banks are in ixminent danger 
of failure, nor waa there any obvious financial evidence of any 
weak banks, other than BaPco Capital which is now under control of 
shareholders believed able to capitalize it adequately. 

A potential problem derives fxom the essentially uncontrolled 
offshore affiliates of the private banks. The only effective 
control over these banks is the quality of ownership, which appeara 
to be good to excellent in most cases. This will be discussed 
further in the next section. 



O f f  shore Banks 

The offshore affiliates of the Costa ~ican private sector banks 
represent, in many ways, the most interesting aspect of the Costa 
Rican banking sector. Most of the private sector banks have an 
offshore affiliate, chartered somewhere in the Caribbean. This has 
led to their being coxrunonly known as "Caribeila8 sm. The chartering 
jurisdictions include the Cayman Islands, the Bahamas, Panama, 
Montserrat, and one or two other locations, The offshore 
affiliates, including Banco International de Costa Rica Limited 
(BIC Limited), are owsled by the controlling shareholders' of the 
private sector banks, not by the banks themselves. 

BIC Limited is a unique entity. It is owned by the four public 
sector banks. The Banco Nacional de Costa Rica is the majority 
shareholder and effectively controls BIC Limited. Notwithstanding 
the public sector awnership, BIC Limited is generally thought of as 
a private sector bank. Although this view may be difficult to 
accept, it is nonetheless the perception of the Central Bank, the 
AGEF and Costa Rican bankers generally .' 
BIC Limited was originally chartered and initiated operations in 
Panama in 1976. It established a State of Florida licensed foreign 
bank agency in Miami in September 1983. The charter was moved from 
Panama to the Bahamas in 1989 as a result of the political and 
economic unrest in Panama during the Noriega regime. BIC Limited 
originally focussed on the Costa Rican market. However, that has 
changed substantially in the last three years. BIC Limited now has 
considerable deposits and credit activities with other public and 
private sector Central American customers. This is largely the 
result of the extensive contacts of the General Manager of the 
Miami Agency, 'a Costa Rican who was previously with the Citizens 
and Southern (C&S) International Bank in Miami and before that with 
the C&S subsidiary in Costa Rica, CsS has long had a very strong 
market position in Central America and the Caribbean. 

With the exception of BIC Lfrimited, none of the Costa Rican private 
sector. banks nor their off shore affiliates are believed, to have 
significant non-Costa Rican business. 

- 
- 

None of the ' off shore af f iliatea, again with the exception of BIC 
Limited, has an actual presence in the chartering jurisdiction. 
BIC Limited is somewhat of an exception as it has been present and 
active in Panama since 1976. However, it is not believed to have 

%he reason for t h i s  vier may bo that both BICSA (the Costa Ricy  'private 
bade8 1 and BIC Limited (the offehoro bank) largely act and operate as if they 
were private banks. For example, they do not operate brauch networks in Costa 
Rica, they do not extend c r e d i t  to the same sectors as do their shareholders, v d  
they generally conduct their business in the best interests, of therr 
shareholdars. 



any significant amount of Panamanian business. The activities of 
the offshore banks are essentially all controlled from the 
affiliate private sector bank in San ~os6.' This has several 
implications: 

1. The efficiency of the private sector banks is considerably 
greater than the figures in Table 111-7 indicate; This is due 
to the fact that more assets, loans, deposits, etc., are being 
managed on a 'per employee' basis than appears to be the case. 

2. Since the offshore banks are not under the supervision of 
AGEF, the quality of their financial statements depends on the 
quality of ownership, the quality of supervision, if any, in 
the jurisdictions where they are chartered, and the quality of 
independent audits performed. The quality of all of these 
factors varies widely. 

3. The offshore banks are managing a considerable base of 
deposits from the Costa Rican public. Their activities are, 
with minimal exception, completely out of the jurisdiction of 
AGEF and the Central Bank. The exception is for those banks 
(most) which want to be recognized as a ,first class bank8 
('banco de prim6r orden') by the Banco Central. This status 
has several benefits with respect to withholding taxes and 
other matters. In order to have this status, the offshore 
bank must provide independently audited financial statements 
to the Banco Central. However, there was no evidence that 
either AGEF or the Banco Central makes any effort to analyze 
these financial statements in order to determine, the financial 
health of the offshore banks or anticipate problems and 
weaknesses. Needless to say, there is no evidence that either 
AGEF or the Banco Central could or would take zny action to 
prevent or limit such a bank's activities in Costa ~ica.' 

4. The off shore banks are essentially iunsuperviaed. 
Notwithstanding various requirements to submit ,independently 
audited financial statements, none are exami:ized by banking 
regulatory authorities. One large, noteworthy: exception is 
BIC Limited - -  Miami Agency. Xt is examined both by the 
Federal Reserve and by the State of Florida, Division of 
Banking, Bureau of International Banking. BIC Limited - -  
Miami Agency is believed to be in very sound financial 
condition. 

' ~ ~ a i n ,  BICSA is somewhat of an exceptioa aa it has a major facility vith 
management structure at i t 6  Miami Agency. 

%netheless, the Central Bank' r actiona in the case of colon depoait 
operations of offshore banks should be recalled. I 



The offshore banks have essentially ,provided a means by which 
private sector banking interests can offer checking accounts (in 
foreign currencies, mostly U. S . dollars, only) , avoid reserve 
requirements, not be subject to certain taxes, and avoid Costa 
Rican Government control generally. i However, these banks are 
severely restricted in their activities due to their lack of 
international credibility due to their small size, lack of home 
country supervision (Costa Rica or chartering country), and lack of 
credible charteri~g jurisdiction/country. 

These issues are becoming more relevant to the offshore banks. The 
main impact of these factors is that any oe their activities which 
require credit from foreign banks (lines of credit, confirmations 
of letters of credit, etc.) require that the offshore bank pledge 
cash collateral at whatever foreign correspondent bank facilitates 
the transaction, Additionally, several groups that control private 
sector and offshore banks have aspirations of establishing a 
banking presence in Miami. Recently passed banking legislation in 
the United States has made it impossible for banks chartered in 
locations such as where the Costa Rican offshore banks are 
chartered and for banks in countries that do not practice a 'global 
supervision8 over their banking systems to receive any kind of 
charter or license to engage in banking in the United States. 

This new legislation even represents a threat to the long- 
established and very large BIC Limited which operates a State of 
Florida licensed foreign bank agency in Miami. BIC Limited' s Miami 
Agency is an agency of the Panama Branch of BIC Limited's Bahamas 
subsidiary, previously Panamanfan subsidiary. If any of the Costa 
Rican banking groups are serio~s about entering the U.S. banking 
industry through either a Costa Rican or offshore chartered entity, 
they may find themselves in the near future wanting some things 
(supervision, charters, etc. ) from the Costa Rican Government that 
they currently do not want. 

Interkstingly, the Costa Ricaxi private bankers are becoming more 
conscious of the need for ihternational credibility if their 
institutions are to obtain credit without cash collateral and 
otherwise be able to operate internationally. Credibility derives 
from various factors, such as 8'ize8 location of curter, quality of 
ownership, quality of supervision, quality of independent ci!:di ts , 
etc. 

The chartering jurisdiction ia critical. Costa Rican bankers have 
learned that none of the popular Caribbsan countries where banking 
charters are readily obtainable has much international credibility. 
However, they have also learned that, among those countries, some 
are much less credible than others.. One banker mentioned having 
inquired of international bankers in Miami as to which jurisdiction 
offers the beat credibility 'and was told that only the Cayman 
Islands and the Bahamas have ,any cxedibility at all. Montserrat 
and certain other countrieq have no credibility whatsoever. 



Several of the Costa Rican offshore banks have moved their charters 
to the Cayman Islands or the Bahamas in recent times in order to 
mitigate this problem as much as ,possible. 

Another critical issue is the quality of independent financial 
audit. There are essentially four major multi-national accounting 
f inns that audit Costa Rican baBks. Two of 'them, KPMG Peat Marwick 
and Price Waterhouse & Company, operate under their own names in 
Costa Rica. Coopers & ~ybrand operates through a long-associated 
partner, Carlos Ceciliano ' &  Cia. The fourth, Deloitte, operates 
through a local licensee. 'It is reported that only the first three 
(KPMG Peat Marwick, Price, and Coopers) enjoy excellent local 
reputations. Deloitteos local licensee does not enjoy the same 
level of local esteem, as supported by several anecdotal c-nts 
by Costa Rican bankers and certified public accountants, 

The licensing jurisdiction and the independent auditing firms come 
together in one instance, the Cayman Islands. If a bank is 
chartered by the Cayman Island Banking Commission, it must submit 
financial statements, independently audited by an internationally 
recognized public accounting f i m  with an office in the Cayman 
Islands. This means that, for example, KPMG Peat Marwick will 
audit a Costa Rican bank and its offshore affiliate in San Jose. 
It then submits its report and work BaDera to its Grand Cayman 
off ice which then reviews the work papers and generates the audited 
financial statements with opinion. These financial statements are 
then presented to the Cayman Islands Banking Commission. 

It is further worth noting that the more reputable institutions 
chartered in the Cayman Islands send senior management 
representatives to the Cayman Islands to personally make themselves 
available to the Banking Commissioner and to present their 
financial statements, discuss their banks and answer any questions. 
This is 'as good as it gets8. It is said that procedures in the 
Bahamas are somewhat similar but not as rigorous. Other 
jurisdictions are far less: serious about these matters. 

It is illustrative to see which Costa Rican p r i ~ t e  sector banks 
are chartered where and audited by whom, (See Table 111-6.) 
Several of the banks listed (as well as one or two of those that 
have failed) had their charters in Montserrat or similax 
jurisdictions but have moved them to the Bahamas or the Cayman 
Islands. 

Financieras are less impoftant tloday than was the case prior to 
1982. Barlier, f inancieras represented one of the few ways for: &he 
private sector to engage in any sort of financial intermediation. 
However, many financieras :converted to banks once this became an 
alternative. Several of the banking groups also own financieras 
and there are also numerou's independents. 



Many financieras still exist, and new ones have been formed in the 
last ten years. Some of the reasons include: 

The minimum capital required to establish a new bank is C300 
million, whereas only C60 million is required to establish a 
financiera. 

To establish a bank requires a minimum of 20 shareholders of 
which none can hold more than 5 percent of the shares. No 
auch limitations exist for a financiera. 

It is much more costly to establish a new bank as compared to 
the cost to establish a financiera. 

One f inanciera, Financiers ELCA, was visited. It is rather typical 
in that it is closely held by one family. On the other hand, it is 
unique in that it is providing very small loans to many customers 
and apparently with good collection and profit experience. 
Although individual loans may be small, ELCA imposes numerous fees, 
charges, and commissions that effectively boost the yield on most 
individual loans to a level that justifies their small size and 
offsets the otherwise high administrative cost per loan. 

Financial Analysis 

Introduction 

The financial analysis performed on all of the Costa Rican banks 
was limited to aggregate figures because detailed financial 
informatfon, as reported to AGEF and the Central Bank, was not made 
available. Also, independently audited financial statements were 
only provided by a few banks and only for the year 1991 (and, in a 
few cases, 1990). Generally, Costa Rican bankers, both public and 
private sector, tdke a very secretive position regarding financial 
information. A few are quite open, but for moat part obtaining 
quality and detailed financial infonnation was very difficult. 
Detailed infomation for the years 1382, 1985, 1988, and 1991 was 
requested from AGEF at the beginning of the visit to Costa Rica. 
Highly summarized infomation of a public nature was provided for 
those years two &ye prior to the consulting team's departure. 

'1n preparing similar analyses of banking eyetems in other Latin Amsrican 
countries it has usually been possible to obtain copies of the .balances 
analSticosn for all of the banks in the countryes banking system. Theee have 

I been provided, in a sense of cooperation with various international donor 
agencies, by the Superintendency of Banks. This type of information was 
similarly requested in Costa Rica fran the AGBP, but the request was declined 
based on bank secrecy conaideratione. Sumnary infonnation, which under any 

I circltmbtances ir essentially public infonnation, was instead provided by the JGEF 
: and was relied oa for puxpoaeo of this analysis. 



The highly summarized financial information did not enable any 
analysis of loan delinquencies at public or private sector banks. 

Subsequent to the consulting team's visit to Costa Rica, the USAID 
Mission provided independently audited financial statements for the 
year ended December 31, 1991, (and which also included J.n most 
cases financial statements for the year ended December 31, 1990) 
fortwo of the four government-owned banks and 15 of the private 
sector banks. Two observations of significance can be made. 

The'audited financial statements of just two of the government- 
owned banko (Banco Nacional de Costa Rica and Banco de Costa Rica) 
showed approximately U.S.$33 million equivalent in the allowance 
for , loan losses as of December 31, 1991. This amounts to 6.6 
percent of the total combined loan portfolios of those two banks. 
This compares to a combined total of only approximately U.S.$2,5 
million equivalent for 14 of the private sector banks or 1.5 
percent of their combined portfolios. There are various reasons to 
suspect that the loan problems in the government-owned banks are 
even worse. For exanrple, anecdotal information casts doubt on the 
quality of the audited financial statements of the two governrnent- 
owned banks mentioned. 

The second observation is that the presentation of financial 
statements varies greatly among the AGEF and the four public 
accounting firms that audited the 17 banks referred to above, and, 
surprisingly, from bank to bank as prepared by the same public 
accounting firm. This is to say, for example, thci- financial 
statements audited by KPMG Peat Marwick are not presented in the 
same format as those audited by Ceciliano & Cia. (Coopers & 
Lybrand). Furthermore, infoxmation provided by the AGEF is a 
highly summarized version of what is reported by the banks to the 
AGEF on the mbalances analitic~s.~ This makes difficult the 
reading and comparative analysis of such statements. It is not 
clear why public accounting firms doing business in Costa Rica are 
not more consistent in their presentation of financial statements 
for banks. 

Public Sector Banks 

The financial condition of the public sector banks is individually 
and ,collectively much worse. Some of this can be seen in the 
general lack of prof itability . (See Table 111 - 4 - 1  However, the 
ms!- serious problem (and cause of the lack of profitability) is 
the loan portfolio problems. This has been the subject of previous 
studies and was the subject of much anecdotal comment- 

Problem loans axe not, however, the only cause of lack of 
profitability at the public sector banks. They are also required 
to hold large portfolios of low-yielding Government securities 
which involves a significant ,opportunity cost1. Additionally, the 
public sector banks manifest several aspects of large branch 
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systems. They have a monopoly on demand deposits. However, they 
also have a monopoly on the tremendous overhead that goes with the 
large branch systems and the demand deposit monopoly. 

Gemand deposits clearly represent "free moneya in the sense that 
interest is not paid on these funds. However:, the "free moneys is 
only that portion remaining after maintenance oE legal reserves and 
a reasonable amount for nonnal liquidity needs jlt each office. 
Since demand deposits are high transaction volume accounts, as 
compared to savings and time deposits, there is considerable 
overhead in terms of employees, check processing equipment, and 
computer equipment involved in the administration of demand 
deposits. Banks in the United States and elsewhere recover some of 
those costs by applying various charges to such accounts, notably 
a monthly service fee for accounts that do not have a certain 
minimum monthly balance. The Costa Rican banks do not do this. 
Taking all of this into consideration, the monopoly on demand 
deposits is not as valuable as it might seem at first glance. 

It is also worth noting that the public sector banks1 balance 
sheets reflect not only the deposit liabilities of their monopoly 
on demand deposits, but also the assets' (legal reserves at the 
Banco Central and working cash balances associated with normal 
liquidity requirements). This, together with the considerably 
greater investment in fixed assets (premises, furniture and 
equipment) associated with their extensive branch systems, partly 
explains why the loan portfolios of the public sector banks are 
smaller relative to their total assets than those of the private 
sector banks. (See Table 111-8 .) 

The various balance sheet figures and ratios shown in Table 111-8 
clearly show the relatively much greater invesemeot in cash and 
near cash maintained by the public sector banks dizd necessary for 
legal reserves and normal liquidity for denand tkposits . They also 
clearly show the much greater investment in f b ~ d  assets necessary 
to support the large branch system. If dseailed figures for 
offshore affiliates were included with the private sector banks, 
these figures and ratios would be even more dramatic. 

The private sector banks generally enjoy cwortable situations. 
They have the benefits of serving a wholesale, relatively low risk 
market. Although they cannot formally ofifkr demand deposit 
accounts, they have found various loopholes that allow them to 
effectively provide immediate availability cR deposits to their 
customers and, through their off shore affiliates, they can offer 
demand deposit accounts in U.S. dollars. The latter are highly 
suitable for settling international trade transactions and even for 
settling certain payments within Costa Rica. 

It is worth commenting that there is really no logical reason for 
the Costa Rican Government to be in the banking business, let alone 
with four separate b a s ,  all competing with each other and with 



the private sector. However, if it is accepted that the Government 
is going to be involved in commercial banking, then much can be 
said for merging the four banks. This would make possible 
tremendous economies of scale, enabling reductions in personnel 
(assuming labor unions could also be eliminated or effectively 
negotiated with) and certainly in executive officers, in redundant 
branches and agencies, and in computer and other operating systems. 

, It would also facilitate placing the entire public sector banking 
system branch network ,on-line8, thus improving funds availability 
and customer senrice efficiency. Some idea of the potential 
efficiencies in the branch and agency networks alone can be gleaned 
f xom the infomation in Table 111- 9 showing the geographic location 
of head offices, branches, agencies, and "cajas auxiliaresm by 
province and canton. Data for December 31, 1988, was used as more 
detail was provided for that year than for December 31, 1991. 
Little change in the total number occurred between 1988 and 1991. 

A cursory review of Table 111-9 clearly indicates the redundancy of 
public sector bank offices. Although drawing firm conclusions as 
to just how much redundancy and its degree exists would require 
considerable additional study, it is nevertheless quite clear that 
opportunities for major savings exist. 

Private Sector Banks 

The private banks currently in existence appear and are reported to 
be generally well - capitalized, prof itable and in otherwise sound 
condition. As a group, the private banks are much better 
capitalized and profitable. than the public sector banks. (See 
Tables 111-3, 111-4, 111-5, and 111-7.) 

Most of the private bankers interviewed were of the opinion that 
their banks were generally well-positioned to compete in the Costa 
Rfcan financial environment. However, most of them complained of 
two remaining competitive disadvantages. The first is the monopoly 
on checking accounts by the public sector banks. The second is the 
lack of access to a rediscount line at the Central Bank. 

It does not appear that either is a major problem, especially with 
respect to the private banks ability to operate profitably. With 
respect to checking accounts, the private banks have developed an 
assortment of methods, mainly a money market type account on the 
Costa Rican securities exchange (BOLSA), which effectively allows 
customers immediate use of their funds. These enable the 
cus tomers/depositors to request payment orders from the private 
bank. This process is quite cumbersome as compared to a normal 
checking account, but it works. 

Also, most of the private banks have an offshore affiliate. These 
entities issue checking accounts in dollars, and their customers 
can make dollar payments the same as though they were drawing 
checks in colones. It is worth noting that some of the offshore 



banks started offering checking accounts in colones a few years 
ago. Since there were no applicable reserve requirements, this 
effectively took a part of M-1 out of the control of the Central 
Bank. However, the President of the Central Bank at that time, 
Eduardo Lizano, applied a bit of very quick 'moral suasion' and put 
an end to the practice. Apparently, the approach was based on the 
fact that the offshore banks were generally being allowed to 
operate with impunity in Costa Rica but that cffering colon 
checking accounts through off shore banks was going too 'far. The 
private bankers got the message and promptly dcscont inued offering 
colon checking accounts. 

The rediscount problem appears to be essentially resolved. A 
bulletin was released by the Central Bank during the time the 
consulting team was in Costa Rica. The Central Bank will now make 
available a line for liquidity purposes. This line is known as the 
"Fond0 de prestamos a 10s bancos del Sistema Bancario Nacional ante 
problemas temporales de liquidezn . There are substantial, but 
apparently reasonable, restrictions on its use, and it is costly. 
Some of those are: 

Maximum indebtedness will be limited to 50 percent of 
collectible assets. This is consistent with existing .law that 
limits banks to indebtedness with the Central Bank in an 
amount no greate'r than 50 percent of a bankOs net assets. 

Usage of the line will be based on acceptable collateral to be 
provided by the bank. 

The interest rate will be based on the base liability rate as 
calculated by the Central Bank plus 12 percent. 

Maximum term of borrowing is six months, with one six month 
renewal fE approved by the Board of Directors of the Central 
Bank. 

AGEF must certify that the liquidity problem confronted by the 
bank is of a temporary nature and that the financial condition 
of the bank guarantees the future repayment of the discount. 

A user bank that is rated "Bn or better by AGEF would not have 
to explain its usage of the ' rediscount line up to modest 
limCts, A bank rated "Ca or worse would have more restrictive 
limits and be subject to AGEF scrutiny. 

The source of funds for this rediscount line is a u.s.:$~o million 
facility negotiated with a multilateral entity of economic 
cooperation, specif f cally USAID, which amounts to C5,. 6 billion. 
~ased on the total deposits of- the private sector banks as of 
December 31, 1991 (C32,782 million), this fund equal8 17 percent of 
the entire deposit base. This would seem to repreeent a vary 
substantial 'second line of liquidity' by any standards for the 



private banking system as a whole. Generally, this line should 
provide a "last resortR source of emergency liquidity funds. 

It is worth commenting about the private banks that have failed or 
nearly failed in recent times. As is almost always the case in any 
country, the failures and near failures were mostly due to bad 
management and bad lending practices. The question arises as to 
whether the new rediscount line would indeed serveas protection 
from a 'run8 on a bank such as the ones that have failed. Since 
some of the conditions of use of the rediscount line'relate to the 
acollectible assetsn, "acceptable ~~llateral", and an AGEF 
certification that "the liquidity problem is of a temporary nature 
and that the financial condition of the bank guarantees the future 
repawlent of the discountn, it seems clear that a bank in truly bad 
condition would not qualify to use the rediscount line. Therefore, 
the real value of the rediscount line would be to alleviate a 
systemic crisis, not a run on a truly 'sick8 bank. 

The following is a brief comment on private sector banks that have 
failed or nearly failed in recent times. 

Banco Cooperative Costarricense. R.71. (BANCOOP) 

This is the only problem bank that could have been closed but 
survived in its pre-intervention form. Its problems were as 
follows : 

1. Problem loans to non-members. BANCOOP has some 40 
shareholders which also constitute its customer base. It was 
reported that the bank also has about 20 other customers. At 
one point, the bank was lending extensively to non-members. 
It is reported that about C700 million of those loans soured. 

2. Excess investment in its own real property, BANCOOP 
&management decided it should have a large modern building. It 
embarked on the acquisition of land and the construction of a 
very large and expensive building which greatly surpassed its 
needs and resources. The Central Bank took over the project, 
but BANCOOP still had to absorb substantial losses. 

3, Extreme disorder in the Intexnational Department of the bank. 
Record keeping was poor and the bank had considerable 
contingent obligations for letters of credit that were not 
properly registered on the bank8s books. 

All of these problems have been dealt with. Some, but not all, 
senior management was changed. Activity has been scaled-back to a 
manageable level, The bank's offshore affiliate was closed. The 
financial situation is still not entirely clear as AGEF is still 
trying to reconcile the bank's accounting records. . In any event, 
the bank should sunrive. 

I 



Eanco 2e la Corstr~cci6n (now Banco Canitall 

This Bank reportedly failed primarily due to problem loans. It was 
to be liquidated by AGEF. However, its largest creditor was 
allegedly Capital Bank in M i d .  Capital Bank is a closely held 
institution with total assets on the order of $1 billion. It is 
well-known for its extremely aggressive practices, especially in 
the area of lendins in various relatively risky markets, both in 
South Florida and in Latin America. It was reported that Capital 
Bank owners/management persuaded Costa Rican authorities to allow 
it (Capital Bank) to take over Banco de la Construccibn, rename it, 
and continue in business. 

Capital Bank has a #less than sterling reputationv. and, although it 
is not believed to be in the league of the infamous Bank of Credit 
and Commerce (BCCI), it is certainly not the same as having 
Citibank or Bank of Boston in the country. 

Banco Weeden Internacional. S.A, 

The above three banks all failed due to varying proble-ns of bad - 

management, bad leading, and fraud. All were liquidated or are in . 
the process of being liquidated. It was reported that a foreign 
investor group is trying to acquire control of BIESA.' 

I 

- 

One might ask what is to prevent more such banking problems and 
institutional fail-xes. At the Costa Rican Government level there 
is no evidence of anything that might prevent recurrences. Costa 
Rican banking law has not addressed the issue of offshore banks. 
AGEF is not yet practicing modern supenrision, uhich would include, 
among other elemeats, detailed analysis of monthly financial 
statements ( "balances analzticas ") from the banks and rigorous 
credit review of loan portfolios. 

Offshore Banks 

Financial information was made available for only a few of the 
offshore banks. Eanco Internacional de Costa Bica Limited (BIC 
Limited) provided a cogy of its financial statements for December 
31, 1991,. as indegendently audited by RPMG Peat Marwick. (See 
Exhibit D.) 

'ft was reported that people lost money in  threo caries, although most was 
l o s t  in the offshore affiliates of Banco Weeden and Rmm Gezm#o. People a l so  
l o s t  money 'in the firunciera associated with Banco Inter=3acional da wortacibn,  
S .A. (BIESA) . 



Information provided to and compile6 by the State' of Florida, 
Division of Banking, Bureau of International Banking, was available 
regarding BIC Limited - -  Miami Agency. This latter info-tion is 
made available to the public by the State of Florida every quarter. 
Data for December 31, 1991, are shown in Exhibit E. 

It is worth commenting on the figures for BIC Limited an3 its Miami 
Agency. The overwhelming significance of BIC Limited can bu seen 
by comparing .its total assets at December 31, 1991, w!.t.h the total 
assets for all private sector banks in Costa R i a  (as,com-erted to 
U.S. dollars at the exchange rate C134.10 = U.S.$lI. It can be 
seen that the tota1,assets of all those bankc; (including the Costa 
Rican privat~ bank subsidiary of BIC Limj.ted) was equivalent to 
U.S.$321,961,000 .:s compared to BIC Limited's total assets of 
U.S.$560,14-;,326 andjor to the portion of those assets pertaining 
to the Miami Agency of U.S.$335,721,000 as of the same date. 

Perhaps it can be said that BIC Limited proves that even the Costa 
Rican Government can run a good bank, if it can do so outside of 
the traditional restrictions. Although BIC Limited is considered 
by Costa Rican bankers to be a private bank, it is 'nevertheless 
owned by the four public sector banks and controlled by Banco 
Nacional.de Costa Rica, the largest of those banks. However, 
unlike those banks, BIC Limited does not have to contend with labor 
unions, high deposit reserve requirements, antiquated operational 
systems and methodologies, and large networks of branches. 
Nevertheless; BIC Limited was founded and exists at the will of the 
Costa Rican Goveqent (public sector banks and Central Bank) and 
the will of foreign jurisdictions (Panaxna, Bahamas, and State of 
Florida). 

It is worth noting, however, that BIC Limited's success is relative 
and not totally clear in financial tenus. (See Exhibit D.) It has 
traditionally had an unusually high net worth as compared to its 
total assets, total deposits, total liabilities, total loans, or 
any other ratio t&t one would care to analyze. Although those 
ratios declined considerably in 1991, they remain above levels 
normally found in comercia1 banks in most countries. 

If the allowance for loan losses is added into the net worth, the 
total capital base of BIC Limited is nearly U.S.$65 million as of 
December 31, 1991, 'or 12 percent of assets. 

It is worth noting that BIC Limited's assets 'are heavily 
concentrated 'in time deposits with other banks (58 percent as of 
December 31, 1991, 'and 42 percent as of December 31, 1990) . When 
all riskless and low risk assets, i.e., cash and due from banks 
(including time deposits) and investments are sunrmed, they 
accounted for a whopping 72 percent of total assets as of December 
31, 1991, and 56 percent ae of December 31, 1990. This is not an 
institution takinglrisks that require a capital/asset ratio of 10 
percent. Neither do these types of assets represent the kind of 



If the allowance for loan losses is added into the net worth, the 
total capital base of BIC Limited is nearly U.S.$65 million as of 
December 31, 1991, or 12 percent of assets. 

It is worth noting that BIC Limited's assets are heavily 
concentrated in time deposits with other banks (58 percent as of 
December 31, 1991, and 42 percent as of December 31, 1990) , When 
all riskless and low risk assets, i. e., cash and due from banks 
(including time deposits) and investments are sunrmed, they 
accounted for a whopping 72 percent of total assets as of Decembx 
31, 1991, and 56 percent as of December 31, 1990. This is not an 
institution taking risks that require a capital/asset ratio of 10 
percent, Neither do these types of assets represent the kind of 
income earning potential that would enable BIC Limited to pay high 
rates on its deposits. 

It is also worth noting that deposits from related parties 
(presumably Banco Nacional de Costa Rica, the majority shareholder, 
and the other three Costa Rican public sector banks) accounted for 
16 percent of BIC Limited8s total deposits as of December 31, 1991, 
and for 25 percent as of December 31, 1990. If BIC Limited0 s 
shareholders are willing to keep such large balances with it and 
those deposits must logically earn somewhat below market rates, 
then the only motivation would appear to be the transference of 
some of their (the shareholders) ~rofits to BIC Limited bv means of 
che implicitly~accepted opportuniky cost of not placing their funds , 

in higher yielding investments, including higher yielding deposits 
at other international banks. 

It is also known that the private banking (individual depositors) 
of the Miami Agency are for most part middle class Costa Ricans, 
who for reasons of smaller balances and less sophistication, most 
probably receive lower rates on their savings accounts and time 
deposits than is the case for high net worth individuals at other 
international banks located in Miami. 

Obstacles to Continued Development in the Bankiag Sector 

Much progress has taken place in the Costa Rican financial sector 
during the past ten years. The emergence of the private banking 
Sector has been very significant. Hcwever, the remaining 
restrictions, notably their inability to offer demand deposits 
(checking accounts), result in less than a totally competitive 
environment. 

Everyone attributes the changes that have taken place to the 
various USAID interventions. It is important to note that the real 
impact of USAID has been in the area of policy changes, Although 
private sector bankers all applaud thia intervention, 
traditionalists resent USAID and claim that it subrogated the 
national sovereignty. 



Further progress in breaking the public sector banks' monopoly on 
demand deposit accounts is doubtful in the near term. 

There are four important issues that need to be dealt with: 

1. There is need for continued improvements in organization, 
staffing, training and procedures at the AGEF. It is still 
not particularly effective at monitoring deteriorating 
conditions at banks. (See chapter on supervision of financial 
institutions.) Closely related to this is the need to bring 
the offshore banks within the supervisory environment. This 
is important if Costa Rican depositors in these offshore 
institutions are to have any meaningful protection if a 
deteriorating situation were to occur in one or more of those 
banks. In the slightly longer run, this will be important if 
Costa Rican banks are to have any chance of being able to 
enter the U.S. banking market.' 

2. Private sector banks should have the authority to offer demand 
deposit (checking) accounts. This will put therr? more 
completely on a "level playing fieldm with the public sector 
banks. In can be said that the public sector banks are not 
really on a wlevel playing fieldw themselves since they are 
burdened by labor unions, arcane practices, and high levels of 
problem loans. These factors have allowed the private sector 
banks to outperform the public sector banks for years, despite 
not having the non-interest bearing demand deposit resources. 

3. Whether or not pri~te sector banks receive authorization to 
offer demand deposit accounts, reserve requirements need to be 
lower and interest should be paid on reserves by the Central 

Srhe pederal D € ~ Q o B ~ ~  m a n c e  C~rwraticzn ~m~rove-t ~ p t  of 1 9 2 ~  
coormonly known as VDICrZI,m was signed into law on December 17, 1991. The 
Federal Reserve is etill in the process of writing appropriate regulations to 
implement PDICIA. This law is generally considered to be the most sweeping new 
banking legislation passed in yeare. FDICLA deals with many areas of banking 
law, but its international banking provisions are of specific relevance. Among 
other things, FDICfA specifies that the Federal ReseNo Shall be the mprimrY 
regulatorm for foreign banks operating in the mited Statem, evun if they are 
chartered or licensed under etate lawe, and that only banks Frau countries whose 
banking regulatory authorities practics a mcomprehensive, ccmsolidated 
supemriaion' will be allowed to operated a banking facility in the United States. 
Generally, bank8 chartered in PO-called .class 8. lieenring environments (Ca 
Islands, Bahamas, stc.) will uot be allowed in. IB the case of Coeta ItIz 
banks, as they now exist, none wuld qualify to enter the United Stater - -  not 
even Banco Inter~cional de Coeta Rica. The reasons are simple. The AOBF ~ Q O S  
not practice *canprehensive, consolidated supervisionw of the dotneetic CO8ta 
Rican badcm, let aPme the off -ahore banks. Moreover, the off -shore banks ara 
all chartered in mclasm BW countries. The implicatims for the future are that, 
if Costa Rican banks and bankers decide that they have to be in Miami (or 
elsewhere in the United Statee), they will have to lobby the AGEP ~ d / o r  the 
Central Bsirk for what they are currently happy PP~; to ham, i .e., wcomprehensi~, 
correolidated supervieionm. 



Bank in order to provide the public sector banks with at least 
a "fighting chancem to curtail their operating losses. 

4. The public sector banks, individually and as a group, need to 
continue modernizing and streamlining their operations. None 
is profitable and there are reportedly large unrecognized 
losses in their loan portfolios and Ln foreign exchange 
obligations carried on their books at much below market 
exchange rates. If the Government is even to be in the 
comercial banking business, there is little if any 
justification for more than two banks. Any merger that would 
result in fewer than the current four public sector commercial 
banks would be conceptually desirable. The economies of scale 
would result in considerable reduction in operating expenses, 
especially if such mergers could be accompanied by elimination 
of labor unions (which wo:ild facilitate personnel reductions) 
and c-losing of redundant offices. Two alternatives are 
suggested. Both would leave the Banco Nacional de Costa Rica 
intact. One alternative would be to sell-off (privatize) the 
other three. The other alternative would be to merge them or, 
perhaps, privatize one or two of them- 

Conclusions and Recommendations 

Conclusions 

The Costa Rican banking system has come a long way during the' past 
ten years.  his is tnte for both the government-owned and the 
private banks. 

A large group of small but generally financially sound private 
banks exist. They have developed a ride range of credit and other 
services aimed at a cormnercial ( 'wholesale' ) clientele. The 
controlling ownership groups of most of the private banks' have 
established offshore affiliate banks, which provide an assoktment 
of mostly U.S. dollar based deposit and credit services. Some are 
looking toward the day when they can establish a banking presence 
in Miami. 

Competition from the private banks has forced the government-owned 
banks to modernize, become more efficient and, above all, become 
more responsive to their customers. Unfortunately, it can also be - 

said that they have done too little too late. The private ,banks 
have skimmed the cream8 of the p ~ i ~ t e  sector corporate business. - 

It ia doubtful that the government-owned ban- will ever be able to 
recover much of the business they have lost. 

Although the gave-nt-owned banks show various signs of 
improvement, they are still inefficient and unprofitable 
institutions, beset by deeply entrenched labor unions and the 
implicit excess personnel, aver-lapping branch systems , and, 
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probably worst of all, enormous amounts of bad loans. On a more 
positive note, the Banco Nacional de Costa ~ i c a  has recently 
established what appears to be a quality credit administration and 
credit review function, Its allowance for loan losses as a 
percentage of its loan portfolio is considerable lower than that of 
the Banco de Costa Rica. 

Costa Rican private sector bankers continue to complain about the 
legal prohibition against their offering checking accounts and the 
lack of access to the Central Bank rediscount window for liquidity 
needs. They have been very creative at finding an assortment of 
ways Lo make customers8 funds effectively available on a demand 
basis. Also, most of the private basks have off-shore affiliates 
that can at least offer checking accounts in dollars. However, 
none of this is particularly efficient with respect to the 
customers needs for normal checking accounts. 

The rediscount issue has largely been solved by the new rediscount 
facility partially funded by USAID and recently made available by 
the Central Bank. This facility should be adequate to protect 
individual financiallv s o d  private sector banks and the private 
bank system, as a whole, from sporadic liquidity crises. However, 
it is unlikely that it will be of any ~ l u e  to an insolvent bank, 
such as most, if not all, of those that have failed in recent 
years. 

Recommendations 

The principal recommendations that are indicated by the I 

investigation for this report are the following: 
I 

1. Legislation should be passed enabling private sector banks to 
offer checking accounts. It will only simplify what they are 
already doing and enable the Costa Rican public to be more I 

efficiently and economically served. It is reasonable to i 

assume, however, that this wouid have another negative ixnpact i 

on the government-owned ba&s since they would most likely , 
loose substantial checking account balances from large, 
corporate and comercial customers. 

2. The AGEF needs considerable further ,strengthening in order to 
enable it to monitor the banking system adequately, take 
preventative measures to avoid or, at least minimize, the 
impact of bank failures, and to enable it to generate quality 
financial information for the system as a whole. (For more 
detail, see the chapter on the supervision of financial 
institutions. ) 

I 

3. Legislation or at least Central Bank policy should be 
developed to force the off -shore banks doing business in Costa 
Rica, o non-Cows Ric-, to provide quality 
financi* on at least a quarterly basis and financial 



statementsindependentlyauditedbyinternationallyrecognized 
accounting firms. They should also be required to submit to 
AGEF examination if they want to do business in Costa Rica. 
This is the direction of banking law and regulation in the 
United States and Europe, as evidenced by recent legislation. 
There is no obvious reason why the Costa Rican public would 
not be better off if the banks wanting to serve that public 
were better supervised. 

I 

4. Inasmuch as the government-ohed banks are inefficient and 
generally unprofitable, a concerted effort should be made to 
study alternatives toward thetend of privatizing or merging at 
least three of the four b a s ,  excluding Banco Nacional de 
Costa Rica. (Banco Nacional de Costa Rica and Banco de Costa 
Rica, combined, only earned; approximately U.S.$2OO,OOO in 
1991, and this figure is .highly suspect.) The Banco Nacional 
is showing some signiiicant signs of progress. It is also the 
largest commercial bank ,in..Central America and should be able 
to focus the financial and human resources necessary to make 
itself into a reasonably efficient and competitive 
institution. If one government-owned bank can become 
efficient and competitive and make commercial banking senrices 
available throughout Costa Rica, as all four are currently 
attempting, there is no apparent reason to have four such 
entities essentially competing with each other at the expense - 

of the Costa Rican public. 



TRBLE 111-1 

FINANCIAL INFORMATION REQUESTED OF COSTA RICAN GOVERNMENT 
OFFIClCALS AND PRIVATE SECTOR BANKS AND THAT WHICg WAS PROVIDED 

Inf omation 

AudSted Finarncial 
Statauents for Offshore 

1) Slrmmary Financial 1) Provided 
de Instituciones Information for Banks 
Financieras for Years Ended 1982, 

1985, 1988, a n d  1991 

2) Detailed dhancial 
Information (Balances 

3)  Total Number of 
Employees and Total 
Number and Location of 

82, 1985, 1988, , 



TABLE 111-2 
COSTA RICAN PRIVATE SECTOR BANKS 

GROWTH XN MARKET SHARg 
1982 - 1991 

(millions of Costa Rican colones) 

1982 1985 

Number of Private Bank8 10 16 
at Year End 

Total Aeseta - All Banks 56,004 107,962 
at Year Ead 

Total Assets - Private 1 , 5 9 1  7,809 
Banks at Year Bnd - 
Private Banks' Share of 2 . 8 %  7.2% 
Total Assets of All 
Banks 

Total Loans - All B a s  19,079 41,494 
at Year E n d  

Total Loans - Private 435 4 ,558 
Banks at Year End 

Private BanksD Share of 2 . 3 %  11.0% 
Total Loans of All 
Banks 

Total Deposits - AT1 31,845 61,557 
Banks at Year E n d  

Total Deposits - Private 0 0 
Banks at Year md 
Private Banks' Share of 0 . 0 %  0.0% 
Total Deposits of All 
Banks 

Total Net,Incane - All 181  758 
Banks for, Year 

Total Net' Incane - 72 277 
Private Banks for Year 

Private Bankse Share of 40.9% 36.52: 
Total Net Incane for 
Yeat 

Total Employees - All 6,503 7 ,575 
Banks 

Total Employees - 134 446 
Private Bank6 

Aaseta/Bmplayees 8 13 
Public Sector Ranka 

Aesets/Emplayees 12 18 
Private Sector Bade8 

I 

1988 

19 

208,987 

25,163 

12.0% 

69 ,692  

15 ,041  

21.6% 

167,210 

19,413 

11.6% 

1 , 3 1 7  

705 

53.5% 

8,744 

1 ,014 

2 1  

25 

1991 

17 

430,958 

43,175 

10.0% 

100,453 

24,694 

24.6% 

329,283 

32,782 

10.0% 

2,228 

1 ,606  

72.1% 

9 ,745  

1 ,354  

4 3 

3 2 



TABSE 111-3 
COSTA R I M  BANK CAP1TAI;IZATION 

(as of December 31, 1991) 

Capitalization Public Private 
Sector Sector Banco All 

* (millions of colones) Banks Banks Popular Banks 

Total Capital * 20,293 8,479 8,411 37,183 - 
Capital/Aesets 0)  5.7 19.6 27.2 8.6 

Capital/Barning ~ssots 0 1  24.1 26.3 33.5 26.3 

Capital/Loana 0 )  36.1 34.3 43 .O 37.0 

TABLE 11x04 
COSTA RICAN PWIoIC SECTOR BANRS 
(including Xor tgage Departments) 

SELECTED PINANCIA& PNFORbiATION 
(1991) 

(millions of Coata Rican colones) 

L 

NET 
OPEEL\T. 
INCOME 

(206) 

4 

(1,901) 

(421) 

(2,254) 

. , (631) 
" d t  

C' , rYlL 
. a T  

RORTH) 

2, I75 

2,240 

9,545 

6,333 

20,293 

5,073 
n. 

NET 
INCOME 

54 

11 

6 

2 1 

92 

23 

T O T S  
LOANS 

7,008 

3,829 

37,379 

17,663 

56,206 

14,052 

8 U i K  

Banco Anqlo Costarricense 

Banco Credit0 AgrXcola 

Banco Nacional de Costa 
Wica 

Banco de Costa Rica ' 
TOTAL 

Average 

TOTAL 
ASSSTS 

53,683 

47,191 

171,035 

78,566 

356,808 

89,202 



TABLE 111-5 
COSTA RICAN PRIVATE SECTOR BANKS 

SELECTED FINANCIAL INFORMATION 
(arranged by total assets) 

(3991) 

- 

- 

= 
- 

- 

- 

- - 

(millions 

BANX: 

INTISRFIN 

BANEX 

B a n c o  San Jos6 

Fomento Agrfcola 

B a n c o  Federado 
- 

BANCOWR 

RANMETRO 

BAMKSR 

BCT 

B I C  Limited 

C o n t i n e n t a l  

FINCOMER 

B a n c o  COFISX 

B a n c o  C a p i t a l  

B a n c o  Eyan 

B a n c a  S o l i d a r i s t a  

B a n c o  Industria 

TOTAL 

Average 

NET 
INCOME 

263 

184 

152 

8 2 

13 6 

105 

8 4 

4 6 

88 

184 

8 1  

103 

104 

(28)  

4 

1 2  

6 

1,606 

9 4 

of Costa Rican colones) 

TOTAL 
ASSETS 

7,062 

TOTAL 
LOANS 

4,679 

CAPITAL 
on=' 

WORTH) 

813  

873  

7 6 4  

4 8 9  

6 2 9  

6 4 1  

5 4 9  

5 1 7  

4 6 0  

6 8 7  

3 7 1  

5 4 1  

4 2 9  

245 

1 6 3  

99 

209 

8 , 4 7 9  

499  

5 ,752  

4,357 

3 ,742 

3,509 
-- - 

3,164 1 

3,124 ' 

2,494 

2,075 

2,005 

1,836 

1,453 

1,396 

453 

2 6 1  

255 

237 

43,175 

2,540 

3,769 

2,100 

2,383 

-- 
2,190 
--- 

1,926 

1 ,504 

1 ,282  

708 

1 ,189  

1 ,268  

530 

797 

107 

108 

102 

56 

24,694 

1 ,453  



TABLE 1 1 1 - 6  
OFFSHORE BANRING AZ'FILWTES OF 

COSTA RICAN PRIVATE S3CTOR BANKS 
COUNTRY OF CHARTER AND IWDEPRNDENT AUDITORS 

h 1 I r l  

11 COSTA RICAN BANK 1 NAME OF OFFSHORE I CEARTESLIHG I INDEPENDENT 11 
I AFFILIATE I mSDICTION I AUDITORS 

Banco Xnterna- I Banco Interna- I Bahamas (formerly cional de Costa cional de Costa P-1 

INTERFIN I T r r  America 

Rica, S .A. 
(BICSA) * 

~ - - - ~  

Rica Limited 
(BIC Limited) 

Ceciliano y Cia. 
(Coopers & 
Lybrand) , 

BANEX * * 

Ceciliano y Cia. 
(Coopers & 
Lybrand) 

Ceciliano y Cia. 
(Coopers & 
Lvbrand) 

Caribbean w o r t  
Bank 

Banco de San Jose 
** 

Cayman Islands 

Banco de Fauento 
AgrScola * *  

Banco Federado 
(has former off - 
shore affiliate 
of BANCOOP) 

BSJ International Bahnm;lfi I 

Commercial Inter- 
national Bank 

I Ceciliano y Cia. (Coo~ers & 

Federate 
International 
Bank 

B a h a n a s  Ceciliano y Cia. 
(Coopers & 
Lybrand) 

Ca- Islands 

Banco Mercantil Caribbean Mercan- Ca:~i.z= Zs:ar.ds Ceciliano y Cia. 
ti1 Bank (Coopers & 

KPMG Peat 
Marwick 

Banco de Comercio 
* 

unknown 

Banco Metropoli- 
t a n ~  

Banco BCT ** 

* BIC Limited has its offshore affiliate charter in the Bahamas. That 
affiliate operates a branch in Panama, in turn, operates a State of 
Florida licensed foreign bank agency in Sd. The BIC Limited offshore 
operation is, by far, the largest private sector Costa Rican banking 
operation. 

Banco Continental 

Banco COFISA * 

These five banks aro exploring a joiat -ture which would attempt to 
enter the U. S . banking market in Miami, 

Pan;ur;l 

West Carribean 
Bank 

BCT Bank 
International 

*** This ~ank'operatea an nunofficialu representative office in the heart of 
the international financial distxict i;r: Eiaai. 

KPMG Peat 
Marwick 

none - yet 
COFISA Interna- 
tional, S.A. 

Cayman Islands 

Cap,?= IsSands 

KPMG Peat 
Marwick 

KPMJ Murillo 
Marchini 

n/a 

Pnn;ma 

n/a 

KPMG Peat 
Marwick 



TABLE 111-7 
COSTA RICAN BANK PROFITABILITY 

1 

Net Interest Income + 1 6,076 1 2,242 1 1,635 1 9,953 

Capitalization 

* (millions of colones) 

Net ~ncome * I 9 2  I 1,606 I 530 I 2,228 

Public 
Sector 
Banks 

Net Operating 
Prof its/ (Losses) * 

Private 
Sector 
Banks 

(2,254) 

Net Interest Income/Assets 
(+I 

N e t  Interest Income/Barning 
Assets (t) 

Return on Assets 0) 

Return on Eauitv ( % I  

Banco 
Popular 

1 ,471  

1.70 

7 . 2 1  

All 
Banks 

. 0.03 

0.45 

530 

5.19 

6.95 

' (523) 

3 .72 

18.94 

5.28 

6.52 

2 .31 

'7.03 

1 . 7 1  

6.30 

0.52 

:5  .99 



TABLE 111-8 
COMPARISON OF KEY BALANCE SHEET FIGURES 

' COSTA RICAN PUBLIC SECTOR BANKS WITH PRA7ATE SECTOR BANKS 
(December 31, 1991) 

(millions 

Balance Sheet Item 

Cash and Due from Banks 

Investments 

Cash and Due from Banks  
+ Investments 
Total Loans 

Total Fixed Assets 

Total Assete 

Total Deposits 

cAeh and Due f rcau 
Bus/Total Assets (tr) 

(Cash and Due from 
Banks + In~estments) / 
Total Asseta 

Cash and Due from 
Banks/Total Deposits 

Loans/Total Assets 

Fixed Assete/Total 
Assets 

Loans/Deposits 

o f  Costa Rican 

Public Sector 

151,958 

27,616 

179,574 

54,305 

28,918 

353,541 

273,589 

43.0 

50.8 

55 .!i 

15.4 

8.2 

19.8 

colones) 

Private Sector 

4,913 

7,565 

12,478 

24,694 

1 ,931  

43,176 

32,782 

11 - 4  

28.9 

If . O  

57.2 

4 .5  

I 75.3 



TABLE 111-9 
GEOGRAPHIC LOCATION OF COSTA RICAN PUBLIC SECTOR BANK OFFZCES 

BY PROVINCE AND CANTON 
(December 31, 1988) 

BAWCO NACIML 
DE COSTA R I C q  

BANCO DE 
COSTA- - BMCO CAGLO 

COSTARRICENSE 

BANCO CRED- 
IT0 AGRICOLA 
DE CARTAGO TOTAL - 

42 
3 
5 
3 
2 
2 
1 
6 
2 
1 
2 
1 
2 
2 
3 
1 
1 
2 
5 
1 - 

87 

San Josh San Josi  
Escazu 
Desaaparados 
Puriscal 
Tarrazrl 
Aserrf 
b r a  
Coicocchea 
Santa &na 
A la jue l i t a  
Coronado 
Acosta 
Tibas 
Horavia 
Montes de Oca 
Turrubares 
Dots 
Currichbat 
PCrez Zeltdbn 
L d n  CortCz 

HO, 5A, 6C 
1A 

HO, 17A, 2C 
1A 
2A 
1 S - 
1A - 
2A 
1A 

1A - 

HO, 8A 
1A 
1A 

1A 

Sub-Total 

Ala juela Alajuela 
Sen Randn 
G r u i a  
Sen Hat- 
Atanas 
Waranjo 
Palmares 
Pdas 
Orotina 
San Carlos 
Al faro Ruiz 
Valverde Vega 
Upala 
Loo Chiles 
Guatuso 

Sub-Total ZS, 3A, 1C 
( 6 )  

HO, 2A, 2C - 
1 S 
1 C 
1s 
1A - 

Car two  Cartago 
Paralso 
La U n i h  
J fmhez 
Turr ia lba 
Alvarado 
Oremuno 
E l  Guarco 

Sub-total HO, ZS, 3A, 3C 
( 9 )  



TABLE 111-9 
,(continued) 

GEOGRAPHIC LOCATION OF COSTA RICAN PUBLIC SECTOR BANK OFFICES 
BY PROVINCE AND CANTON 
(December 31, 1988) 

w m  CRED- 
BANCO NACIONAL RANCO DE BANCO ANGLO I T 0  AGRIMLA 

PRWlNCE CANTON - 9E COSTA RIM COSTA R 1 q  COSTARRlCENSE DE CARTAGO - TOTAL 

Heredia Heredia 
Barva 
santo Dallingo 
Santa BBrbara 
SM Rafael 
San I s i d r o  
B e l m  
S m  Joaqufn 
San Pablo 
Sarapiqut 

Sub-Total 

h u M c a s t e  L i b e r i a  
Nicoya 
Smta  Cruz 
Bagaces 
Car r i  1 l o  
CJiias 
Abangares 
T i  l a rbn  
Nandayure 
La Cruz 
Hojancha 

1 A 

OA, 1C - 
Sub-Total 

Puntarenas Puntarenas 
Esparza 
Bumos Ai res 
Montes de Oro 
Osa 
Agui r r e  
Gol f  i t 0  
Coto Brus 
P a r r i  t a  
Cor redoru  
Garabi t o  

Sub-Total 

Sub-Total 

t o t a l s  by Bank md f o r  C a n t r y  HO, 10S,2SA,3C 
(39) 



Chapter IV 

Legal and Regulatory Framework 

Introduction 

A key element of financial reform in Costa Rica during the last ten 
years has been the changes in the laws and regulations governing 
various aspects of the operation of financial intermediaries. 
These laws and regulations had constituted a very important source 
of financial repression during the 1960s and 1970s. 

Governmental regulations that had interfered severely with the 
process of financial intermediation were modified to introdlice 
improvements in several areas: 

the.use of monetary policy instruments; 

central Bank rules related to banking policy and operations; 

. the administration and organization of the governmr:.nt owned 
banks; and 

. the supemision of financial intermediaries. 

~evelo~ients in the first two of these areas are addressed at ' 

length in this chapter, and the third is discussed briefly in this 
chapter and at greater length in the chapter on commercial banks 
and financieras, while the fourth is addressed entirely in the - 
chapter on the supervision of financial institutions. 

Monetary Policy Regulations and Instruments 

Several reforms in the conduct of monetary policy were introduced 
during the past ten years which have had a major impact on the 
development and behavior of financial institutions. The common 

-cle on feature shared by these reforms has been a diminished relia. 
direct monetary instruments of the Central Bank (e.g., credit 
ceilings and the fixing of interest rates for the operations of 
financial intermediaries), with a movement toward more active use 
of orthodox indirect instruments of monetary control such as open 
market operations and, to some extent, reserve requirements. 

The widespread influence of the Central Bank nonetheless clearly 
persists and has an important effect on nominal market interest 
rates in particular. This influence includes not only the delayed 
and diluted effects through the transmission mechanisms of monetary 
policy but also comes directly from the impact of the Central 
Bank's, determination of the interest rate on the stabilization 
bonds that it issues and sells in its open market operations. 



Interest Rate Determination 

For more than thirty years the Central Bank fixed the interest 
rates on both deposits and loans in accordance with the provisions 
and powers contained in several articles of its basic law. These 
rates were applicable to all financial intermediaries subject to 
Central Bank regulations, that is, government owned and private 
banks as well as financieras. 

In a system where interest rates were completely determined by the 
Central Bank, financial internediaries were mere mprice-takersn 
without any possibility of developing active competition for either 
deposits or loans. Competitive differences among intermediaries 
were thereby restricted to elements of secondary importance, such 
as kinds of services and the quality of their provision to 
customers. 

Traditionally, the Central Bank fixed interest rates on various 
categories of loans for different econoric activities. However, 
such a policy tends to be self-defeating in that it becomes a 
matter of the statistical classification of loans. In; reality, the 
banker and the client can agree on the interest rate independently 
of the Central Bank's provisions and then classify the loan in 
whatever category of the Ceatral Bank's regulations corresponds to 
that interest rate, whether or not the category actually 
corresponds to the kind of transaction being carried out. As a 
result, credit deviation arises, which is very difficult for the 
Central Bank to control, as will be discussed in greater detail 
below in the section vn credit ceilings. In addition, there are 
various ways to increase the implicit interest rates paid on 
deposits in order to attract clients, such as attaching gifts to 
certain conditions of deposits (e.g., their amount, their minimum 
permanence in the bank, etc. ) . 
Administrative interest rate determination as described also often 
leads to lack of flexibility in adjusting interest rates according 
to inflation, thereby leading to negative real interest rates. 
This in turn leads to: ( 1) encouragement of consumption; 
(2) discouragement of saving in domestic currency and instead 
either currency r;ubst itution (that is, saving in foreign 
currencies) or disintermediation by using physical assets instead 
of money as store of value; (3) diversion of scarce financial 
resources to low yield investments; (4) capital , flight, with 
resulting exchange rate instability; (5) use of capital-intensive 
instead of labor-intensive techniques, in conflict with the fact 
that labor is the relatively abundant factor; and ( 6 )  regressive 
income redistribution, as small-scale savers and bokrowers suffer 
relatively nore from reduced financial intermediation. 

The problem of financial repression was addressed for the first 
time in Costa Rica in 1978. The important of real interest rates, 
instead of nominal rates, as well as equilibrium in the funds 



market, were the key aspects of the 1978 reform. Rates on deposits 
at government owned banks were tied to international rates, while 
thase at financieras (including the financieras of t b  government 
owned bc7.n.k~) were freed to be detennined by supply anE demand (see 
Banco Central de Costa Rica, 1980). However, the f i m c i a l  crisis 
of 1980-82 undermined this progress toward financial liberalization 
and led, instead, to more financial repression than bel'ore. A more 
comprehensive and lasting reform was undertaken during the 1980s, 
especially after 1984, which included a wide range of Central Bank 
policies that were seen to be the causes of repression in the 
financial system. 

Costa Rica8s monetary policy reforms of the 1980s, by emphasizing 
the use of traditional indirect instruments that operate on the 
liabilities side of bank balance sheet rather than direct controls 
affecting the assets side, thereby promoted interest rate 
liberalization as one of the main objectives. These reforms sought 
to reduce the cost of intermediation through nnh;lncinq competition, 
while also reducing interest rate dispersion (the difference 
between the highest and lowest raees) , especially on lending rates. 
Most importantly, as a continuation of the 1978 reform, those in 
the 1980s pursued the basic objective of giving interest rates 
their essential economic function as a very important price in the 
economy - -  the price of credit. 
The first interest rate reformmeasures adopted in 1984-85 allowed 
commercial banks to vary both dkposit and 1endLag hterest rates 
within a range of three perce~rtage points, originalLy only in the 
upward direction but later in both directions, ther~ky providing a 
total range of 6 percentage points, This measure - replaced in 
1986 by a complete liberalization of deposit rates a ~ d  a range for 
lending rates, with the floor being the six-month desosit rate and 
the ceiling 10 percentage points higher, which was lowered to 9 
percentage points in 1987. Finally, in October 1983, the Central 
Bank approved a complete interest rate liberalization, so that 
rates since then have been fixed by the financial intermediaries 
themselves without the Central Bank's direct interveation. 

With respect to commissions and other charges on baaking services, 
the Central Bank decided since 1984-85 not to intervene j.3 their 
determination but instead to ,leave these exclusively to thc 
discretion of the financial intermediaries. For some time after 
that, however, the banks continued with uniform charges, but this 
oligopolistic practice appears to be disappearing gradually. 

Annual Credit Programs of  the Central Bank 

Credit ceilings applied to the commercial banks were for many years 
one of the main monetary policy instruments in Costa Rica. It was 
thought that these annual credit programs, designed and approved by 
the Central Bank, would be able not only to control total 
expenditures by setting a global limit on credit but also to 



allocate financial resources toward those economic activities 
deemed to be preferential under certain criteria (e.g, , what the 
authorities considered were key areas to promte growth). This was 
clearly a strategy based oa planning insteaC of credit allocation 
by market mechanisms. 

Lizano (1987) emphasizes several problems with this instrument, one 
of the zast important being the inducement to credit, deviation, 
both direct and indirect. The former, which takes the form of 
false declarations of the purpose of loans, could be controlled by 
the Central Bank with a thorough monitoring system, but only at a 
very high cost (and with a dubious cost-benefit result). Indirect 
credit deviation, on the other hand, cannot be detected by 
regulators since the borrower8s own funds are used to finance some 
profitable activity not authorized for bank financing, while the 
bank's loan funds are devoted to the activity.declared in the loan 
document (but which would have been financed with the borrower's 
own funds in the absence of the loan). In addition to these 
problems, the Central Bank's credit prograu, based on detailed 
ceilings by groups and sub-groups of economic activities, came to 
replace some of the most important functi.ons of a financial 
intermediary - - the analysis of potential borrowers and the 
allocation of funds to those activities and specific projects with 
high rates of return and high probabilities of success. 

Even granting the relative impotence of the instrument because of 
the various means of avoidance, Central Bank policymakers thought 
that a gradual process was required to dismantle it in order to 
enable the commercial banks to recover more fully t~eir identity as 
financial intermediaries and their full responsibility for lending 
decisions. Consequently, the Central Bank began a gradual process 
of reform in 1985 by reducing the number of credit ceilings to only 
three broad categories: (1) subsidized credits for small farmers 
in particular; (2) preferential credits for agriculture, livestock, 
manufacturing, housing and tourism; aa.d (3) credits to remaining 
activities (comerce, services, personal credit, etc.). With 
various ups and downs, the process continued during the following 
years, ending up in 1989 with only two broad categories that 
divided total credit into .preferential credit and other credit and 
limited the proportion of preferential credit, These categories 
were in fact broad enough not to present in practice any limit on 
commercial bank operations. In 1990, all such limits were finally 
eliminated, except for credit to small farmers at a subsidized rate 
of interest. 

Prefex~? 23: j:.3!-e;'r;,st rates for small farmers have been traditional 
in Costad 7.1 - Y:; many years, as part of a program to support 
widespread property holding. However, frogn the point of view of 
financial sector efficiency, subsidized interest rates, even from 
government owned banks, should not exist at all, but if they do 
exist based on political considerations, granting such subsidies 
should be as limited as possible. The absolute limits imposed on 



these subsidized credits since 1985 have led to a substantial 
reduction in their proportion of total credit from the banking 
system. Moreover, part of the subsidy has been paid through the 
Governmentts budget, as should be the case with subsidiqs in 
general. Nonetheless, determination by law of the interest rate 
for small farmer loans still remains, although the rate has been 
increased administratively by a general authorization of the 
Central Bank to charge commissions on these loans. 

The Central Bank nonetheless retains the power to impose detailed 
credit ceilings, requiring only a decision of its Board of 
Directors. Limits to this inappropriate power should be 
established by law in order to prevent the negative effects of the 
return of a highly interventionist policy by the Central Bank in 
the future. 

Rediscounts as an Instrument of Last R880rt 

In a liberalized financial system, the Central Bank should*avoid 
different treatment for different categories of intermediaries 
while maintaining a sound monetary policy. In Costa Rica, however, 
rediscount facilities have been limited to the government owned 
banks. Moreover, to the extent that the rediscount rate has often 
been lower than deposit rates in the market, access to these funds 
not only promotes macroeconomic instability but also creates a 
privilege for these banks. In fact, the Central Bank has , 

frequently used the rediscount instrument in this way for pu'rposes . 

not consistent with its proper use as a major instrument of 
monetary policy. 

In 1985, the Board of Directors of the Central Bank approved the 
policy that has been in effect since then, which recognizes the 
appropriate role of the rediscount window as a facility of last 
resort for commercial banks to help them when temporary problems of 
illiquidity appear. To achieve that objective and to discourage 
inappropriate use of the rediscount mechanism, the rediscount rate 
has been fixed at a high level, about 8-10 percentage points above 
the "basic  rate^.^ 

At about the same time as this decision, in 1985, commercial banks 
were also authorized to engage in interbank deposits and loans, and 
these have also been freed by the Central Bank from reserve 
requirements. The ability to engage in interback deposits and 
loans has reduced the dependency of the government owned banks on 

She 'baeic raten was originally the six-month deposit rate fixed by the 
Central Bank f o r  f inaucial intemediari e.8 and then, with intereet rates 

- 

cmpletely liberalized, became a monthly calculation of deposit rates, 3ncluding 
not only the banking system but aleo similaz instruments iesued by the Central 

- 

Bank and the Government and weighted by the outstanding amount of each I..i.nd of 
liability. - 



Central Bank rediscounts. At the same time, these interbank 
operations have been a first step in the creation of a mmey 
mrke t . 
Although macroeconomic conditions during the last ten years have 
generally been characterized by excess liquidity, and have thereby 
minimized the need for banks to have access t.o the rediscount 
window of the Central Baak (except for some scattered exceptions), 
the new direction of Central Bank rediscount policy has been 
essentially correct. 

One continuing question is whether the Central Bank needs to have 
complete flexibility to authorize rediscounts at interest rates 
iower than the market rate, since it is already recognized that the 
Central Bank must maintain rediscounts as a last resorb facility. 
Limits that do not impede the agility of the monetary authority 
when this instrynent has to be used could help to avoid episodes 
like those during the three decades before the 1 9 8 0 ~ ~  when the 
rediscount window of the Central Bank was often used as an 
additional source of funds for the normal operations of the 
goyernment owned banks. 

A second question relates to the access of private banks and 
financieras to the Central Bank's rediscounting facilities. A 
re'form in this direction has long been considered to be an 
important step in the process of modernizing the financial system. 
It has been argued that this reform, among athers, is necessary so 
that the private banks can compete effectively with the government 
owned banks, since otherwise the risks and therefore the costs of 
intermediation increase. 

These arguments are valid primarily for private banks that are able 
to fund their operations with very short term instruments, as 
happened recently in Costa Rica when the term of deposits that 
could be offered by private banks was lowered to one month. 
Nonetheless, the need for this reform should not be overstated. 
When a bank's primary funding sources are time deposits and not 
demand deposits or other sight deposits, a strong cash flow is the 
main requirement for adequate liquidity. Under these 
circumstances, a bank rarely will face the typical banking 
liquidity problem of having a negative balance in the clearing 
procesw, which can arise unexpectedly from the nature of demand 
deposits, nor is it likely to face an unexpected deposit run. 
Problems could arise, however, under a situation of widespread and 
cdntinued distzess in the financial system or if there are 
important differences in term structure between deposits and loans. 
Moreover, the failure of any large financial intermediary could 
undermine the publicD s confidence in the financial system and thus 
require Central Bank: intervention to avoid severe distress. In 
cases where the problem is not related to the mismanagement of the 
f tnancial intermediary, limited access to the Central Bank' s 
rediscount window can be highly important. 



In any case, representatives of private banks and financieras argue 
that lack of access to the rediscount window forces them to have 
higher liquid reserves than would otherwise be required, which has 
an opportunity cost because of the lower yield compared to options 
such as more loans. Based on their assumption that one third of 
earning assets of private banks and financieras could be allocated 
to loans instead of liquid securities, together with the difference 
between loan and deposit rates, they estimate that such foregone 
income is equal to 3 percentage points on earning assets. 

Reserve Requirements 

Reserve requirements have been widely used by che Central Bank 
during the last ten years as an i.nstrument of monetary policy (see 
Table N-1) . Reforms have been introduced to simplify the 
application of reserve requirements and to add to their 
transparency, as well as to reduce their negative impact on the 
costs of intermediation for financial institutions subject to 
reserve requirements. 

The practice of using reserve requirements as a major way to 
finance the government's fiscal deficit at low cost has been 
abandoned beginning several years ago. Beginning in 1985, required 
resewes that previously had to be held as fiscal bonds (7 percent 
for sight deposits and 10 percent for time deposits) were gradually 
converted to normal reserve requirements, under the assumption that 
the Government would redeem these bonds. As fiscal conditions 
impeded such redemption, arrangements were made in 1986 with both 
private and government owned banks for gradual repayment and 
adjustment of interest rates, which finally clarified the monetary 
purpose of reserve requirements but implied some sacrifice of hank 
profitability (mainly for the government owned banks for which the 
redemptions were spread over several years). This practice has no 
clear support in Costa Rican legislation, so that a legal reform to 
eliminate any uncertaizty would be important for the future. 

Early in 1988, the Central Bank reduced reserve requirements on 
time deposits from 10 percent to 6 percent in order to ease the 
process of adjustment for private financial in.termediaries that 
began to face fi.r?ancial distress in the second half of 1987 when 
the failure of some inzportant financieras necessitated the Central 
Bank's intervention to avoid a major breakdown in confidence. 

Some improvements in the st~ucture of reserve requirements were 
introduced by the Banking Reform Act of 1988. The powers of the 
Central Bank to increase reseme requirements' to more than 50 
percent for certain special deposits from the public to cover 
future payments and to impose marginal rsserve requirements in 
addition to these percentages were elimin,ated. Specific ceilings 
on reserve re~uirements of 10 percent for deposits of six months or 
more. and 30 percent for deposits over 30 days but less khan s-ix 
months were also introduced. In addition, the Banking Reform Act 



requires the Central Bank to pay interest on reserve requirements 
over 10 percent on time deposits. 

' Table IV-1 
Reserve Requirements 1982 -1991 

(percent) 



Current levels of required reserves nonetheless remain quite high 
and thus have a sisnificant imact on the intermediation costs of 
financial instituEions subject to such requirements. This 
situation does not necessitate additional legal reforms but is 
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rather related to the macroeconomic problems- stemming from the 
Central Bank's losses, an issue that is addressed in the chapter 
covering the macroeconomic environment. 

Foreign C u r r e n c y  

The lack of flexibility in monetary policy due to the effect of the 
Central Bank's deficit, which precipitates high reserve 
requirements and active participation by the Central Bank in the . 

funds market, has a negative impact on the development of financial 
intermediation by increasing the costs of intermediation. At this 
point, however, there appears to be no way for the Central Bank to 
reduce the use of these instruments without producing monetary 
expansion and thereby once again severely affecting the financial 
system through inflation. Ultimately, the solution requires an 
attack where the problem begins: with the Central Bankts losses - -  
also known as the "quasi-fiscal deficitn - -  which, like any other 
fiscal deficit, must be covered through acting on the government 
budget, either reducing expenditures or, as a second-best solution, 
increasing taxes. 
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Reliance of the Central Bank on open market operations through the 
sale of stabilization bonds (nbonos de estabilizaci6n monetarian) 
has increased, but this is not the only mechanism used by the 
Central Bank for sterilization or for open market operations for 
general monetary purposes. In 1988, the Central Bank put into 
effect a new system of very short-term financial instruments 
(nsistema de inversiones de corto plazon) , essentially an overnight 
facility that permits the commercial banks, as well as the general 
public through the banks, to invest excess short- term funds for 
periods of 24 hours and 7, 15 and 30 days. This is a very 
important instrument for providing income while also guaranteeing 
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the liquidity of idle balances for both banks and non-bank 
enterprises. Moreover, it emphasizes the intention of the Central 
Bank to act in the short-term money market rather than in the 
longer-term capital market. At the same time, it represents an 
indirect way for the Central Bank to pay interest on commercial 
bank excess reserves. 

In March 1992, a slight but important reform was made in this 
instrument. The short-term instruments of 7, 15 and 30 days were 
replaced by an auction system for the Central Bank's obligations of 
7, 14 and 28 days. Although this is too new to be subject to a 
detailed evaluation, it appears to be a move in the right direction 
of relying more on the market to determine interest rates. 

The first five months of operation of the new auction system seems 
to have provided the Central Bank with signals about the magnitude 
of required adjustments in interest rates for other instruments, 
specifically stabilization bonds. Adjusting such rates by small 
percentages allows them to follow more closely the path of short- 
tern rates. Moreover, after the first experiment with the auction 
system for very short-term instruments, it was extended in October 
1992 to stabilization bonds with terms of one month and longer. 

As the following table shows, twice-a-week auctions for short-term 
instruments have replaced the fomer.weekly auctions since August 
1992. At the same time, bids for any term between 3 and 30 days . 
have been permitted. Figures on interest rates for 7 and 21 day 
instruments are given in the table since these have been the 
preferred terms. They show the downward trend in rates until June 
1992 as well as the turn around in the subsequent months. 

C e n t r a l  Bank Independe~ce 

Because of the close relation often found between successful 
financial stabilization and the degree of ilidependence of the 
Central Bank in the process of the carrying out monetary policy, as 
well as the perverse effect of the lack of stability on the 
development of financial intermediation, it is worth mentioning 
what has recently been done to increase Central Bank independence 
in Costa Rica. 

The Banking Reform Act of 1988 (Ley 7107 de Modernizaci6n del 
Sistema Financiero) reduced the direct participation of Government 
officials in the Board of Directors of the Central Bank and 
returned to a system very similar to what had existed during the 
1950s and 1960s. The seats on the Central Bank's Board for the 
Minister of Economy and the Minister of Planning were eliminated, 
with their places taken by two persons named by the Cabinet (el 
Consejo de Gobierno) . In this way, five out of seven of the 
members of the Board (except for the Executive President and the 
Minister of Finance) are designated by the Cabinet, taking into 
account the experience and knowledge of potential Board members in 



the areas of economics, finance, banking and management. lo - 
Moreover, Board members are now designated to assure gradual 
replacement, so that only during the last year of each 
Administration will the Board be composed solely of members named 
by that Administration. While this achievement could be considered 
modest compared to other recent reforms such as the Chilean one, it 
represents a major improvement over the prior situation and a point - 

of departure for further steps in this area. 

:The Banking Reform Act also takes the first steps in limiting 
access to Central Bank credit. This represents a significant 
turning point because prior changes in this respect since the 
creation of the Central Bank in 1951 had moved in a backward 
direction. In particular, the power of the Central Bank to finance 
the public sector institution charged with price stabilization 
functions (Consejo Nacional de Produccibn) was abrogated. 
Nonetheless., this is just the beginning of a turning point, and 
further limits should be set by law to avoid the destabilizing 
effects of monetary mismanagement stemming from this source. This 
point is sufficiently important that it is mentioned in ~ r i o u s  
other chapters of this report and is included in the chapter 
devoted to the main recommendations. 

Central Bank Rules Related to Banking Policy and Operations 

In addition to the regulation of monetary policy instruments, the 
Central Bank Act also includes a series of powers for the Central 
Bank to regulate various aspects of the operations of public and 
private banks. Moreover, the Banking System Act also contains 
further provisions that limit the actions of public and private 
banks. The adequacy of these regulations is important for the 
development of efficient financial intermediation. 

Capital Requiremeats 

Proliferation of p r i ~ t e  banks, mainly during the 19809, is 
undoubtedly related in part to the anachronistic regulations with 
respect to capital requirements for financial intermediaries, which 
became seriously misaligned after the high inflation period of 
1980- 82, The minimum capital requirement, equivalent to somewhat 
less than $1.0 million when the Banking Act was approved in 1953, 
could have been considered adequate at that point given that 
private banks were not permitted to offer anything more than 
banking services such as those related to foreign trade. After the 

''In 1974, the position of Executive President was created as both the 
Chairman of the aoard and the full-time head of the Central Bank. At the same 
t h  , both the Miaister of Econoary and the Minister of Planning were included as 

I members ex ofiicio of the Board, while the Minister of Finance has had such 
, atatue since the creation of the Central Bank. 



opening in the legal framework provided by the Commercial Code of 
1964, private firns were allowed to enter more widely into 
financial operations, sothat minimum capital requirements acquired 
more importance in protecting investors and forcing financial - 

intermediaries to be managed under standards of sound business. 

In 1982, minimum capital requirements were raised to $30 million, - 

equivalent at the end of that year to approximately $700,000 (see 6 

Law Number 6813, September 1982). In that same law, the Central i 

Banlc was also authorized to increase minimum capital requirements 
to $100 million, a decision that was adopted in 1984. However, 
minimum capital requirements for financieras continued to be only 
1.0 million. At the end of 1984, these minimum capital 
requirements represented $2.1 million and $21,000, respectively. 

A further step was taken in 1988 with the Banking Reform Act (Ley 
de Modernizaci6n del Sistema Financiero). Minimum capital 
requirements for private banks were raised to $100 million. For 
cooperative banks this limit was set at 30 percent of that amount, 
and for f inancieras at 20 percent. In 1989, the Board of Directors 
of the Central Bank approved a gradual increase in this limit, to 
$200 million during the second half of 1989 and to $300 million 
during the first half of 1990. As of the end of 1991, the 
prevailing limits were equivalent to $2.2 million for private 
comesciai banks, $1.1 million for cooperative banks (also 
including the Banco Solidarista) and $440,000 for financieras. 
With some limitations because of a lawsuit by one of the affected 
bank, this limit remains applicable to all new banks, and most 
existing banks have also reached this amount. 

The power of the Central Bank to modify the minimum capital 
requirements for new and existing banks is still a pending issue 
that needs to be clarified. Although it has been argued that banks 
should be able to have whatever size they want, individuals who 
invest in the instruments issued by banks and other financial 
intermediaries need the assurance of a reasonable amount of 
capital, in addition to general trust and sound business 
practices. l1 The clarification of the legal ambiguity in this 
respect should also include a reform to give mbancos solidaristasm 

"The purpose o f  capital requirements, am well as other requirements 
pertaining to the character and experience of bank owners and managers, is not 
to limit the number of bank. but rather to help to insure that depoeitors and 
other holders of bank liabilities are adequately protected. Limitations on the 
number of banks, if such limits were effective, would provide numopoly profits 
to the holders of bank chartere. The number of banks should ba t h m  outcome of 
canpetition, givan capital requirements and possible econaniea of ecale in 
banking, among other factom. Fairly exhaustive etudiea in numemas other 
countries have not provided many clear cut findings about the existence or, range 
for possible economies of scale in banking, but such studies might nonetheless 
be usefully carried out in Costa Rica, if only to indicate the canplexity of the 
issue. In any case, this is beyond the scope of the current report. 



the same treatment as cooperative banks. In fact, the Banking 
Reform Act of 1988 iztcluded a provision to set their minimum 
capital at 50 million colones (see Article 28 of the Act), but this 
should instead be set at 50 percent of the minimum capital for 
private banks, the same as given for cooperative banks (to which 
they most closely correspond) in Article 151 of the Banking System 
Act. 

Leverage Simits 

The Non-Banking Financial Institutions Act (Ley de Financieras, 
Number 5044) of 1972 established a leverage limit of 7 to 1, but in 
1986 the Central Bank established a leverage limit of 11 to 1 for 
private banks, with leverage measured as the ratio of total 
liabilities to capital and reserves. Although these measure go in 
the right direction, no provisions have been established for 
government owned commercial banks, so that there are three 
different regimes for the financial institutions subject to Central 
Bank regulation. Moreover, since there are many other participants 
in Costa Rican financial markets that are not subject to leverage 
limits (some of them competing with banks and financieras), these 
differences represent a high degree of fragmentation of Costa Rican 
financial markets and add to competitive disparities. 

Since the purpose of leverage limits is to protect savers and not 
to harm financial intermediaries, it is important to study further , 

the legal measures required for a uniform and overall regulation of 
leverage as a way to increase protection for all savers, taking 
into account the differences among the various types of financial 
intermediaries, Among the entities currently without leverage 
limits are credit unions and the Banco Popular, as well as the 
investment funds offered by stock brokers, which together amount to 
almost 40 percent of total banking system credit, While it may not 
be practical or appropriate to apply identical leverage limits to 
all types of financial intermediaries, uniformity should be sought, 
and the greater risks that tend to be associated with higher 
leverage limits - -  including especially unregulated entities with 
no limits - -  should be brought clearly to the attention of savers 
to encourage self protection. 

During the 1980s the problem of the over-indebtedness of borrowers, 
especially from government owned banks, and the resulting need to 
promote savings and internal financing by non-financial firms as 
well as by financial intermediaries, was addressed, In 1985, the 
Board of Directors sf the Central Bank set leverage limits for 
borrowers in the form of a maxhm ratio of total liabilities to 
total assets. These limits have evolved over time, from 95 percent 
in 1985 to 80 percent and 75 percent for working capital and fixed 
assets, respectively, in 1989. In 1990, this regulation was 
changed further to a ratio of total liabilities to capital and 
reseixes of not more than 3 to 1. 



Funding Regulations for Private Banks and Financieras 

The main source of tunding for private financial intermediaries in 
the domestic market has been the issuance of investment 
certificates (certif icados de inversi6n) , rather than time deposits 
that are restricted by law to the government owned banks. The 
financial nature of both instruments is nonetheless the same. 

To facilitate the access of private banks to this source of 
funding, the Central Bank issued a set of regulations in41986 to 
establish clear and uniform rules for authorizing the issuance of 
investment certificates. Before these rules were issued, each 
individual issue of investment certificates by a private bank had 
to be authorized by the Central Bank8 s Board for the specific 
amount and terms of the issue, and this restriction of course 
created severe inflexibility for their use in domestic financial 
markets. In the case of financieras, on the other hand, the 1972 
law that regulated them set a specific limit on indebtedness at a 
ratio of 7 to 1 (the relationship of total liabilities to capital 
and reserves) . 
Measures taken by the Central Bank in 1985 established four 
categories of banks based on several indicators of the strength of 
each bank (e.g., financial ratios, profits, and the degree of 
compliance with Central Bank regulations). Since that time, a 
class A bank has been allowed to issue investment certificates up . 
to 11 times its capital and reserves, a class B bank up to 7.5 I 

times, a class C bank up to 5.5 times, and a class D bank up to one 
time. There is, moreover, an overall restriction on the debt to 
equity ratio of 11 to 1. Although this regulation improves on the 
prior situation with respect to the access of private banks to 
funds in the domestic market, it still is inadequate. Being 
classified as a class A or a class B bank does not necessacily mean 
that a private bank is strong enough to honor its obliga,tions to 
depositors, as recent experiences with bank failures h a y  shown. 
Moreover, Central Bank officials have always claimed thpt these 
classifications are just for internal purposes and not for public 
use, and for this reason the specific classification for each bank 
is c o ~ i c a t e d  only to that bank. Because the Central Bank and 
the AGEF have no clear legal power to disclose bank ratings, a 
provision was introduced in the new law for the securities market 
to fill this gap by creating a credit classification system as an 
obligation for issuers of securities through the exchange. 
Although other issuers are not legally compelled to participate in 
the classification system, they will probably be forced to do so in 
order to market their securities. I 

With respect to funding from foreign sources, a 1985 refohnto.the 
Currency Act (Ley Number 6965, Reforma a Ley de la Moneda) opened 
up the option for private banks to be financed by the Central Bank 
with funds coming from multilateral and bilateral development 



organizations. USAID lines of credit to be channeled through 
private banks were thereby facilitated.'' 

The efforts of USAID to encourage private banking in Costa Rica 
have produced significant results. In fact, during the past ten 
years a substantial portion of private bank portfolios has been 
based on lines of credit funded by USAID through loans and grants. 
To illustrate this conclusion, it is worth pointing out that, as of 
the end of 1990, Central Bank funding for private banks (mostly 
through USAID lines of credit), amounted to almost 90  percent of 
private bank funding through certificates of investment and 47 
percent of total funding (Weigel and Solera, 1991) . 
Another option for funding private banks comes from the issuance oE 
certificates of investment in foreign currencies. Traditionally 
the Central Bank had imposed a 100 percent reserve requirement on 
government bank time deposits in dollars, so that these resources 
have been attracted to the Central Bank for balance of payments and 
exchange rate support. In February 1992, however, the Central Bank 
decided to reduce this percentage from 100 percent to 10 percent in 
the form of a marginal reserve requirement (i . e., applied to the 
increase in the amount outstanding over the amount at the end of 
1991). At the same time, the Central Bank also authorized private 
banks to carry out financial intermediation operations in U. S. 
dollars. l3 

Although measures that allow wider use of foreign currencies 
generally go in the proper direction of increasing liberalization 
in financial markets, doubts about certain legal aspects have 
prevented private banks from enjoying this new business 
opportunity. A reform of the Currency Act (Ley de la Moneda) is 
currently under discussion in Costa Rican Congress that would 
improve the environment for transactions in foreign currencies. At 
present, some contracts derived from lending operations in foreign 
currencies (those specifically included under the provisions of 
Article 7 of the Currency Act) can still be settled in colones at 
the prevailing market exchange rate. Although this can solve the 
problem of exchange risk, the reform does not deal with the 

"efow the reform of 1985 (Ley Number 6965), CODBSA was used as an indirect 
channel for this kind of support to private bank. mince CODESA had accesm to 
Central Bank credit line. and wan subject to fewer reetrictione and regulations 
compared to bank.. The 1985 reform changed Articla 62 ( 5 )  of Central Baak Act 
as it relates to credit operations permitted for the Central Bank. 

'90 this point, private banks have made little or ,no uee of these more 
advantageous conditionr, for ismuing certificates of investmsnt in dollars. This 
may be due to the continuing legal uncertainties indicated in the following 
paragraph or to the fact that it is still more profitable to use offshore 
arrangements for dollar operations and thereby avoid all reserve requirements and 
tMe8. 



obligation of commercial banks to reimburse deposits (or 
certificates of investment) in the same currency in which they were 
constituted, so that further steps in this direction need to be 
taken. 

Minimum Terma for Certificates of Investment 

As mentioned elsewhere, the deposit monopoly of the government 
owned banks has now been restricted just to demand deposits and 
other sight deposits. Private banks and financieras have been 
allowed for many years to receive time deposits in the form of 
certificates of investment. In the case of private banks, the 
Central Bank fixes the minimum term for the issuance of 
certificates of investment, and this has been progressively 
lowered, from six to three months in 1987 and to one month in 
January 1992 (and again later in 1992 as explained below) . For the 
financieras, the minimum term was originally set by law at one 
year, and this was lowered to six months by the Banking Reform Act 
of 1988 (Ley de Modernizaci6n del Sistema Financier01 . 
The issue of allowing private financial intermediaries to enter the 
areas of funding previously lidted to government owned banks has 
long been a highly sensitive one in the Costa Rican political 
arena. Nonetheless, several ways to by-pass the legal restrictions 
have been implemented by private intermediaries, reflecting the 
dynamism and innovations brought about by the increased competition . 
in the financial system. Moreover, while this report was being i - 
written, important events occurred with respect. to the issue. In 
particular, in August 1992, the Central Bank's Board of Directors 
approved a change in existing regulations, to become effective in 
October 1992, to permit private banks to issue certificates of 
investment of any term, from one day and longer. 

This decision provoked a aerioub political coaflict between the two 
major parties in Costa Rica add led to suits and countersuits by 
private and government owned'banks before the Sala IV of the 
Supreme Court, as well as an interpretation by the Attorney General 
against allowing more flexibility to private! banks in receiving 
funds from the public. The Sala IV has ruled to maintain the 
effectiveness of the Central Bank's decision while an in-depth 
study of the issue is carried out, but a more important and lasting 
effect has been the creation of a possibility for a comprehensive 
political discussion of the issue, including even the access of 
private banks to checking accounts and the advisability of selling 
some of the government owned banks. 

On the other hand, an important aspect that persists are the 
efforts to offset the advantage of the government owned banks 
stexxuning from their monopoly over sight deposits through higher 
reserve requirements on such deposits - - which mainly promotes the 
creation of substitutes that avoid these reserve requirements while 
$also further reducing the efficiency of the government owned banks. 



Although legal restrictions have not been able to prevent an 
increasing role for private financial intermediaries in deposit 
mobilization, and a consequent erosion of the importance of the 
government owned banks, this process has nonetheless weakened the 
protection of savers, The operation of off-shore non-regulated 
entities with connections to Costa Rican private banks" is perhapa 
the clearest example of this process. However, recognition of this 
distortion in the financial system does not necessarily mean that 
new legal restrictions should be created and enforced more 
aggressively, 

Excessive regulation of the financial system seems to have driven 
innovations by financial intermediaries in Costa Rica as in other 
countries. Going back to the 1960s, a policy of restrictive credit 
ceilings, coupled with an important reform of the Cormercial Code 
in 1964, gave rise to deposit-like operations by private companies 
and ultimately to their legalization in 1972 with the 'Financieras 
Law. ~uring-the 1970s, trust fund operations for housing finance 
were created by a government owned bank to circumvent credit 
ceilings and reserve requirements, and these have since become 
normal operations in almost every Costa Rican bank. Other similar 
episodes call further into question the effectiveness of excessive 
regulation, an issue that has been extensively discussed in the 
technical economics literature. Besides the expected effects on 
innovation, a negative consequence of such policies is the loss of 
information for the regulatory agency about the actual fun~tfs~~ing . 
of the regulated market. - 

Deposit Insurance' - 

The lack of a formal system of deposit insurance, and the 
particular concern that this would place private banks at a 
competitive disadvantage compared to government owned banks, 
motivated USAID to support the creation of a fund, managed by the 
Costa Rican Bankers' ' Association (ABC - - Asociacidn Bancaria 
Costarricense), to guarantee the certificates of investment issued 
by private and coopera'tive banks. Contributions to the fund come 
from interest spreads'on two USAID credit lines to private banks 
through the Central Bank. 

"such financial entities are usually known a8 wpanlmrflasn or wcaribefiasw 
since they were originally established in  PanamA and later in Grand Cayman and 
other Catibbean Islands as well as in the Bahamaa. In many casem, these are just 
legal entities that ham no offices or operations in the places where they are 
legally established, while all operations are fully carried out at the Costa 
R i a  officea of these banks. Since investors (i.e., depositors) in these off- 
ahore entities are dealing with intermediaries that are not constituted under 
Co8ta Rican laws, when failures arire there are no legal entities to m e  in Costa 
Rica. Moreover, supervision by the Coeta Rican superintendency (Auditoria 
General de Entidadea Finaqcierae) cannot reach these entities. 



Although this fund has been useful to settle part of the unpaid 
obligations arising from the failure of three private banks 
(Weeden, International de ~xportaci6n and Germano Centroamericano) , 
a more formal, institutionalized mechanism is being sought to give 
a comprehensive treaix~ent to the problem of deposit insurance. The 
Banking Reform Act of 1988 charged the National Insurance 
Institution (INS - -  Instituto Nacional de Seguros) with the 
creation of deposit insurance to protect holders of obligations 
issued by private financial intermediaries up to el. 0 million (with 
this amount to be adjusted according to inflation). However, no 
such ,system has been implemented because the INS argues that the 
plan is not feasible without a substantial contingency fund, which 
in any case would only cover holders of private bank liabilities up 
to the point of total liquidation of the contingency fund. 

The importance of a deposit insurance system to improve the 
competitiveness of private financial intermediates compared to 
government owned banks, which have the implicit support of the 
Costa Rica. Government, should not be taken for granted. In fact, 
there can be serious doubts about the benefits of such a system 
relative to the distortions it could bring, especially the 
possibility of increased laxity in behavior toward risk and in the 
responsibility of financial intermediaries and their customers when 
making decisions. For that reason, a mare detailed study of the 
costs and benefits of deposit insurance should be carried out in 
order to arrive at a well founded conclusion about the advisability 
of deposit insurance compared to other alternatives for dealing 
with depositor risk, 

One alternative to deposit insurance (which might become a 
supplement if deposit insurance were to be instituted) is under 
discussion between USAID and the Central Bank of Costa Rica as this 
report is being written, This alternative conaists in the creation 
of a, fund to be administered by the Central Bank, with the 
resources coming from the lines of credit that were originally 
funded by USAID loans and grants but will. not be relent to the 
private sector. This issue is, moreover, related to the issue of 
a rediscount facility for private banks, which can also be thought 
of as a preventive mechanism and hence a substitute for deposit 
insurance, so that the two questions should be dealt with 
simultaneously. There is, of course, also the alternative of 
relying primarily on strengthened bank supervision, as discussed in 
greater detail in the chapter cn the supexvision of financial 
institutions. 

Credit Concentration and Related Groups 

As experiences in other countries (e.g., Chile) have shown, credit 
concentration and linkages among borrowers from a financial 
intermediary, or between borrowers and the owners and managers of 
a financial intermediary, represent potential hazards that can 



jeopardize the success of a reform to liberalize the financial 
system. 

The 1988 Banking Reform Act (Ley de Modernizacidn del Sistema 
Financiero, Number 7107) included a provision to enable the Central 

I Bank to regulate credit concentration and lending to related 
groups. The specific regulations were releasedby the Central Bank 
in 1989, after long discussions with the affected entities in order 
to achieve a delicate equilibrium with useful prudential rules that 
would not excessively obstruct the lending operations of comercial 
banks. These regulations define the kind of relationships that can 
be considered for credit concentration, such as common shareholders 
with not less than 25 percent of the capital of two or more 
companies or the same connection between a company and a bank. In 
such cases, the limit of financing which are indicated in the next 
section apply to the different borrowers as if they were a single 
borrower. 

This problem .is, in any event, a difficult one to deal with. There 
is a valid concern that, for 'such regulations to be truly 
effective, they would introduce unacceptable rigidities in the 
process of bank lending and thereby. increase the costs of 
intermediation. For this reason, further advise to the Central 
Bank is likely to be necessary, taking into account not only 
experiences in other countries but also Costa Rican legislation, so 
that a good solution to this problem can be found. 

C r e d i t  Limits 

The Central Bank Act (Ley Orghica del Banco Central, Article 85, 
b) provides a limit to the amount of credit (direct and indirect) 
for any individual borrower, with the purpose sf avoiding credit 

, concentration. Such limits have been an obstacle, especially for 
government owned banks in their financing of certain large 
projects, because the limits, being set by law, become out of date 
with inflation. The Banking Reform Act of 1988 made these limits 
more flexible by empowering the Central Bank to increase them 
according to the behavior of inflation. The limit has now been set 
at 20 percent of capital and resenres or 250 million colones, 
whichever is smaller, with the latter figure being adjusted from 
time to t h e  by the Central Bank according to inflation. The 
actual figure, which represented less than $3.2 million at the end 
of 1988, has been increased to about 450 million colones, which was 
equivalent to about $3.3 million at the end of 1991. 

While a limit to total borrowing by any individual enterprise from 
each bank is a useful measure to control risk, it can also become 
a significant obstacle if the figure is too small. The current 
limit in fact falls short of the amounts required for many 
productive projects (e.g., many tourism developments, small 

I infrastructure projects and some agro- industrial projects) . In 
some cases, moreover, the limit could be deemed as unnecessary 



because the risk of an individual borrower is not only related to 
the amount of bank financing but also to the amount of the 
borrower's assets or capital and reserves, the feasibility of the 
project, and the proportion of it financed by the bank, among other 
things. With an absolute limit of only about 0.4 percent of total 
banking system credit to the private sector as of the end of 1991, 
there should be room to increase the amount. 

A complementary approach could be to explore the obstacles for loan 
syndication among government owned and private banks. This 
mechanism could be a good option for financing larger-size 
productive projects without forcing enterprises to look for foreign 
financing . 

0 t h  Credit Regulations 

The reduction of the Central Bank's role in regulating various 
other aspects of commercial bank operations that should in fact be 
the responsibilities of the banks themselves (e.g., the amounts of 
bank commissions, the amounts of credit per unit of area in 
agricultural loans, seasons for lending in certain activities, 
rules governing guarantees and the evaluation of guarantees) has 
been a lengthy process that began during the late 1970s but gained 
speed after IS$.%. Credit regulations have now been restricted to 
general conditions, instead of the practice in the 1960s and 1970s 
when the Central Bank issued detailed regulatioos with respect to 
credit directed to different activities. Is In those cases where 
specific rules remain, they are related to programs financed with 
foreign resources, and they are typically issued to comply with 
conditions set by these creditors. 

Funds from credit programs financed with foreign resources should 
be lent under the general conditions set by the commercial banks 
for their operations, except for the destination of the loans. 
Percentages of projects to be financed, interest rates, terms, etc. 
should be general, and for this reason some of the regulations for 
credit programs financed by USAID resources should be revised to 
eliminate rules that are specific rather than general. 

The so-called General Regulations on Credit and Interest Rates 
issued by the Central Bank (nRegulaciones Generalea de Crbdito, 
Tasas de Interds y Comisiones dictadas por el Banco Central de 
Costa Rica~)'should also be revised and simplified, under the 
criterion that what is not included there is not subject to Central 
Bank regulation. Some areas should be reformed as, for example, 

%a proliferation of epecif ic regulations for many commercial bank 
operations during the 1960s led to some efforts toward simplification fn the 
19708. However, distinct set of regulation. still remained for the financing of 
different crops and activities, much as coffee, bananas, cotton, dairy tanning, 
tourism, cattle raising, fishing, etc. 



Central Bank regulations with respect to the periodic adjustment of 
interest rates on both loans and deposits, the regime for deposit - 

redemption before maturity, the capacity to sell deposits through 
the securities exchange, etc., since these are properly issue~q for 
the commercial banks themselves. Some other aspects require legal - 

reform, such as the elimination of interest rate determination by 
law for certain categories of credit. 

As mentioned above, from the 19508 to the 1970s there was a 
proliferation of Central Bank regulations for bank credit to 
certain activities and other related topics. In the annex to this 
chapter, a list of such regulations ia provided for illustrative 
purposes. During the 19708, as also mentioned above, an effort was 
made to simplify some of these regulations. In spite of the 
interest in simplification, it was nonetheless thought that the 
Central Bank should closel~ regulate many aspects of commercial 
bank operations which, at that time, were confined mainly to the 
four government owned banks. Thus, most of these regulations 
continued in force for more years, including regulations on the 
financing of: the coffee crop, banana production, cotton 
production and marketing, small industry and handicrafts, beef and 
dairy cattle, fishing, tourism, etc. Regulations included several 
aspects of credit such as maximum mounts per acre durt.ng different 
stages of the production process, terms, dates fc . beginning to 
grant seasonal credits to producers, the kind of guarantee to be 
required by the comercial bank, etc. 

After the Central Bank's decision to end these kinds of specific 
regulations, those that still remain are mainly required by law and 
are not confiaed to credit regulations but instead cover a wide 
range of topics (e.g, foreign exchange transactions , approval of 
new private banks, qualification of banks for. tax and other 
purposes, fines for banks that do not. comply with Central Bank 
~ l e s ,  etc.). Some of these regulations are still inconsistent 
with the new view of the role of the Central Bank, especially those 
related to the operation of financial intermediaries arid foreign 
exchange markets. However, it should be recognized that important 
improvements have been made in this respect. (The annex to this 
chapter also lists some of the more important regulations of the 
Central Bank that are still in effect.) 

Orga~ization and Administration of Goverxunent Owned Banks 

The predominance of the government owned banks in Costa Rican 
banking system is clear. Although private banking has grown very 
rapidly during the last ten years, the public banks still account 
for a substantial majority of banking system credit (70 percent of 
the total as of the end of 1991) and an even higher percentage of 
total deposits (about 88 percent as of the end of 1991). For this 
reason, the legal and regulatory framework governing the 
administrative aspects of the government owned' banks is 



particularly important, since it influences the costs of 
intermediation and the efficiency not only of these banks but of 
the entire system. 

The government owned banks are highly regulated, as is the case for 
other Costa Rican public sector institutions, irrespective of their 
role as economic enterprises and their financial independence in 
that their operations are not financed through the Government 
budget (although their losses ultimately maybe). Nonetheless, in 
order to compete effectively with their counterparts in the private 
sector, more flexibility is required for them than for other public 
institutions. 

Reforms in the administration of government owned banks during the 
past ten years have come mainly through the Banking Reform Act of 
1988: 

. Higher qualifications for members of the boards of directors 
of government owned banks are now required. 

Government owned banks have been authorized to create 
enterprises with their joint participation in order to provide 
some common services such as vigilance. 

. Government owned banks have been exempted from general public 
sector regulations with respect to wage and employment 
policies as well as investment decisions. Prior regulations 
had required prior appro~l of such decisions by the Budget 
Authority (Autoridad Presupuestaria) and the Ministry of 
Planning, respectively, and zdpresented a major rigidity for 
an activity for which is labor the main factor. 

More flexible regulations were introduced for procurement 
procedures to prqvide government owned banks with the capacity 
to face comgetition from private banks and other, financial 
intermediaries. . 

I 

. Contributions to retirement funds for bank employees are now 
charged as expenditures instead of coming from profits 
available for distribution. This reform has helped to ease 
the traditional resistance of government owned banks to 
declare losses because of union pressures. This reform also I. - 

made possible a major reform in the traditional practice of 
government owned banks of continuing to compute as income 
earned interest on loans long past due. 

The Main AccompliehmAnta I 

The systematic process of financial reform that began in 1984 has 
been important in the transformation of the Costa Rican financial 
system. By recognizing the existence of formal (regtjated) and 



informal (non-regulated) sub-sectors in the financial system, a 
shift from the use of direct monetary instrilments to indirect ones 
was implemented. The awareness that increased controls over the 
formal sector will cause funds to flow to the informal sector, 
thereby reducing the effectiveness of Central Bank control, has 
resulted in a parallel recognition that the shift in emphasis of 
monetary policy instruments not only improves the effectiveness of 
such policies but also discourages the growth of the non-regulated 
financial sector. 

Competition has helped to improve the quality of services provided 
by the financial system, Far f rorn destroying the government owned 
banks, this competition has presented them with new challenges, 
beginning in the mid-1980s, that have been especially important 
when it is recognized that a complete privatization of banking in 
Costa Rica is not yet politically feasible. In fact, the 
government owned banks have begun to adopt modern banking 
technology, offering new financial instruments and taking a closer 
look at past due loans and loan recovery administration. While 
there is still considerable room for improvement, the importance of 
the advances made cannot be denied. 

Throughout the Costa Rican financial system, new services and new 
investment opportunities are being offered to customers, such as 
bankers1 acceptances, trust arrangements, investments equivalent to 
short tern degosit facilities, overnight deposits, corporate - 
banking services for businesses and large-volume individual 
clients, transactions in foreign exchange markets, automatic teller 
machines, computerized systems for financial transactions and to - - - 

provide information to customers about their deposit accounts, etc , - 

The creation of a money market operated by the Central Bank for 
overnight and other very short term deposits has been highly 
important for the comercial banks, providing them with a riskless 
liquidity mechanism for their excess reserves. Although a similar 
system has been operating for some time as part of Costa Rica' s 
private securities exchange, this is not a totally appropriate 
market for banks because of the risks involved. 

Although still a serious problem by international standards, as 
indicated in Chapter 111, the severe problem of past-due loans in 
the government owned banks has been significantly reduced. In 
part, this resulted from the use of the equivalent of $60 million 
from the secona structural adjustment loan provided by the World 
Bank (in collaboration with Japan) to cover the losses of the 
government owned banks resulting from uncollectible loans and then 
to recapitalize these banks. In addition, the attitudes of the 
managers of government ovmed banks toward non-performing loans have 
changed. They are now more aware of the consequences of such 
problems and have implemented new systems to improve loan 
collection procedures. 



The government owned banks also appear to have begun to recognize' 
their role as economic enterprises, rather than simply being social\: 
service institutions, and are becoming more concerned with! 
financial results. In particular, they have improved their 
traditionally bad loan recovery records. On the other hand, 
greater attention needs to be paid to the quality of the loan 
portfolios of private banks since some deterioration can be seen in 
this area. In any case, however, the private banks in general 
continue to have healthy loan portfolios, so that this is still far 
from becoming a severe problem. 

Nonetheless, not. all the problems have been solved. Considerable 
inefficiency remains in the government owned banks, both the large 
and small ones. Significant distortions still exist that affect 
intermediation costs, and these costs continue to be very high in 
general. The dispersion in interest rates (measured by the range 
from the lowest to the highest bank lending rates) has been 
reduced, but there are still differences in the rates charged to 
different customers that are not related to their probabilities of 
success or other risks but rather to the activity in which they 
happen to operate. 

Private bankers argue that charges imposed on them by various legal 
and regulatory provisions increase their intermediation costs by 
about 9 percentage points. The lack of access to Central Bank 
rediscounts accounts for 3 percentage points, as explained earlier 
in this chapter. The 8 percent tax on interest on deposits and 
certificates of investment adds about 2 percaotage points, given 
current nominal deposit rates of about 25 percent. The reserve 
requirement of 10 percent of total deposits, on which no interest 
paid by the Central Bank, adds another 2.5 percentage points at the 
current level of nominal interest rates. Finally, the local 
government license fee for financial establishments of 0.5 percent 
of total revenue increases the spread by another 1.5 percentage 
points. 

Private banks are not yet totally dynamic competitors, and they 
could take greater advantage of the very high spreads provided by 
the government owned banks to improve yields for depositors and 
reduce interest costs for borrowers which, in turn, would cause the 
private banks to capture a larger share of the market and force the 
government owned banks to improve their efficiency more rapidly. 
The problem is that, with the laxity from the spreads permitted by 
the government owned banks, leakages appear in the discipline of 
the private banks that would otherwise be forced to greater 
efficiency. 



Areas for Continuing Reform of Laws and Regulations 

Access to Central Bank Credit and other Powers of the Central 
Bank 

Legal reforms required: 
I 

1. Restrict the ,Governmentls access to Central Bank credit 
exclusively to Treasury Bills (Letxas del Tesoro) and reduce 
the present limit from 1/12 to 1/24 of the National Budget. 
As part of a system of checks and balances, a system of public 
information (i.e., quarterly reports from the Central Bank to 
the Congress) should be created that would include the amount 
of each transaction in Treasury Bills. 

2. Restrain clearly all possibilities for the Central Bank and 
the government owned banks to finance the Government in 
indirect wayst such as using reserve requirements for this 
purpose. 

3. Eliminate access of CODESA and INFOCOOP to Central Bank 
credit. 

4. Restrict the power of the Central Bank to engage in foreign 
borrowing, so that it needs the approval of Congress except 
for borrowing for temporary balance of payments support from 
organizations such the International Monetary Fund or other 
central banks, 

5. Make clear that the nature of rediscount facilities from the 
Central Bank to the government owned banks is solely as a 
lender of last resort, so that the rediscount rate should 
always be above market interest rates and never lower than the 
six-month deposit rate (the basic rate). 

6. Extend to private banks, but not to f inancieras, access to the 
Central Bank rediscount window, but only at rates higher than 
the six-month deposit rate. This facility should be subject 
to qualified voting by the Central Bankls Board (i.e., a two- 
thirds majority) and would only be used when required to avoid 
an increasing lack of confidence that could affect the whole 
financial system.16 

7. To enforce the legal provisions for the former public sector 
external debtors to the Central Bank, derived from debt 

'%e denial of access to financieras is based on the present limit: of no 
lase than six months for their certif icatee of investment. If thie were changed 
to be. equal to the private banks1 regime, further study would be needed to 
analyze the advantages of having both banks and financieras eligible instead of 
only banks. 



rescheduling and renegotiation, a legal reform should impose 
penalties not only on the delinquent institutions but also on 
the Central Bank if it fails to use promptly the mechanisms 
contained in the law to deal with these overdue obligations. 

8. Eliminate the Central Bank8s legal power to determine interest 
rates on loans to small farmers and other groups, and thereby 
eliminate the need for the Central Bank to have the power to 
impose commissions on these loans to increase their rates 
administratively. 

9. Initiate a study of the appropriateness of maintaining the 
general power of the Central Bank to fix interest rates and 
commissions. Even if such powers remain, the problem of 
fixing prices and quantities simultaneously should be 
addressed, along with the dubious gains from fixing either of 
them. 

10. Limit, by law, the power of the Central Bank to impose 
detailed credit ceilings in order to avoid the negative 
effects of possible highly interventionist Central Bank 
policies in the future. 

11. The practice of using reserve requirements as a way to finance 
the Government has largely been abandoned. Although this 
practice has no clear basis in Costa Rican legislation, a 
legal reform to eliminate this possibility could be important 
for the future since this mechanism has been used in the past. 

Central Bank Independence 

Legal reforms required: 

1. Initiate legal reforms to increase the independence of the 
Central Bank. Since financing public sector deficits and 
projects to promote economic development hzve undermined its 
main responsibility to maintain a stable value for the 
currency, it is necessary to reduce as much as possible the 
influence of electoral considerations in the process of making 
monetary policy. 

2. While it is worthwhile to maintain the position of Executive 
President and the presence of the Minister of Finance on the 
Central Bank8 s Board, legal reforms should be initiated to 
promote the general interests of Costa Rican public in the 
process of naming the Executive President and the other five 
Board members. For that purpose, participation of the 
Congress and lengthening of the period of appointment for 
Board members, except the Minister of Finance, are 



alternatives that could be explored, as proposed by Lizano 
(1991) .I7 

Issues Related to Banking Policy I 

Legal reforms required: 

1. Provide technical assistance to the Central Bank to improve 
its system for the analysis and rankin? of banks, in order to 
enhance the protection of investors as long as the Central 
Bank continues to have the responsibility of authorizing the 
issuance of certificates of investment by private banks. 

2. Analyze in depth the disparities in leverage limits for 
different financial institutions, as well as the legal 
measures required for a unif o m  and widespread protection for 
all savers, taking into account the differences among the 
various typesi of financial intermediaries. 

3 .  Provide informed advise to the Central Bank with respect to 
problem of credit concentration and credit to related 
economic groups, taking into account experiences in other 
countries as well as domestic legislation. 

4 .  Initiate a study of the appropriateness of creating a deposit 
insurance system, taking into account not only the legal 
provision included in the Banking Reform Act of 1988 to create 
such insurance, but also the possible shortcomings of such a 
system, especially in terms of moral hazard (laxity on the 
part of both depositors and financial intermediaries in making 
financial decisions without an adequate assessment of risk). 

5 .  Carrv out additional lesal studies with respect to the reforms 
required to make compleEely effective the central Bank, s power 
to increase minimum capital requirements Lor existing private 
banks within reasonable limits. 

6. Clarify Article 298 of the Banking Reform Act of 1988 (Ley 
7107, Ley de Modernization del Sistema Financier01 to express 
clearly that the minimum capital requirement for a. "banco 

%his topic, as well as the whole section, draws heavily on Lizano (1991). 
His proposal is based on: (1) maintaining a Board of aeven membera, including 
the Executive Presidetnt and the Minister of Finance;, (2) the Executive President 
would be appointed by a two-thirds majority of the Congress for a period of ten 
years; (3) riimilar procedures would established for the other five Board members, 
who would be replaced one at a time each two years; and (4) conflicts between the 
Executive Branch of the Government and the Central Bank Board would ba settled 
by the. Congreua, and if its decision is againat the Board, the Board members have 
to resign. In this way, some political control over the competence of the Board 
would be maintained. 



solidaristan should be 50 percent of that for private 
commercial banks and not 50 million colones. 

I 

7. Eliminate the possibility for government owned banks to grant 
subsidized credits to any group. Interest rates on loans 
below the market rate for deposits should not to permitted, or 
at least should be covered by an equivalent transfer from the 
national budget to the bank. 

8. Initiate further analysis with respect tothe reforms required 
in the Banking System Act to provide government owned banks 
with effective surveillance mechanisms over their efficiency 
and financial results. This would . include eliminating 
electoral, considerations when appointing members of their 
boards. 

9. Elimi~te~all legal dispositions that force government owned 
banks to: lend to specific economic sectors, thereby 
recognizing that creditworthiness and feasible productive 
projects, cannot be created by law. 

10. Present a legal reform to eliminate the existing 8 percent tax 
on interest fromcolon-denominateddeposits, bonds and similar 
instruments. 

Regulations Differentiating Financieras from Banks 

Legal reforms required : 

1. Initiate an in-depth analysis of the justification for having 
both banks and financieras, and of the differences in 
regulations and requisites pertaining to each of them. Claims 
by financieras for a regime similar to that of private banks 
could lead to the conclusion that they should in fact be 
converted into banks. 

2. Reform Central Bank regulations for financieras wanting to 
convert to banks by recognizing that they have a record in the 
market and a history of regulation by the Central Bank and 
supervision by the AGEF, so that requisites should not be as 
severe as for the creation of a new bank (but with no 
reduction, in minimum capital requirements) . 

3. Provide financieras with the same regime as applied to private 
banks in areas not related to the key elements that makes them 
different: from each other, such as the possibility to 
participate in the foreign exchange market. This reform is in 
fact included in a bill under consideration by Congress to 
modify several aspects of the foreign exchange system. 

4. In the case that the conclusion is reached in the study 
mentioned above, that there should be no differences between 



banks and financieras, a legal reform should be developed to 
facilitate the merging of f ins.ncieras to expedite their 
conversion into banks. 

I 

Foreign Exchange Operations 

Legal reforms required : 

1. Initiate a legal ref o m  to the Currency Act (Ley de la Moneda) 
to establish clearly that loans stipulated and disbursed in 
foreign currencies by private and government owned banks and 
financieras must be repaid in the same foreign currency. 

2. Eliminate the powers of the Central Bank to impose 
quantitative and . qual.itative restrictions on foreign 
transactions, as is proposed in a bill currently under 
consideration by Congress. 

3. In the case that the power of the Central Bank to impose prior , 
deposits on imports and other foreign payments continues in 
effect, as contemplated in the bill mentioned above, some 
limits should be included, such a similar treatment for all 
activities, that would prevent discriminatory percentages 
being applied by the Central Bank's Board. 

4. Since a liberalized foreign'exchange market requires removing 
distortions that affect the determination of the price in that 
market e .  , the exchange rate) , a legal ref o m  should be 
initiated to eliminate taxes and other charges that raise the 
spread between the buying and selling rates (e.g., the charges 
mandated by law to finance CODESA and the institute for' 
cooperative promotion, INFOCOOP) . The law should also prevent 

- similar charges by the Central Bank such as those that were 
imposed in March 1992 to increase the fund to cover the 
foreign exchange losses of the government owned banks (Fondo 
de Perdidas Cambiarias) and to compensate partially for 
Central Bank losses. 



Annex to C h a p t e r  IV 

C e n t z a l  Bank of C o s t a  Rica: R e g u l a t i o n s  and N o r m s  

Regulations for the importation of capital goods. 

Special regulations for the .financing of fertilizer 
imports. 

1956/61 Regulations for the importation of capital goods (World 
Bank loan). I 

1960/62 Regulations for operations originating from the Chase 
Manhattan Bank loan. 

1961 Regulations for the granting of guarantees by commercial 
banks for payments in foreign currency. 

1961 Regulations for the extension of loan repayment periods 
for coffee producers. 

1964 Regulations for the extension of loan repayment periods 
for bank borrowers. 

1964/72 Credit regulations for the maintenance of coffee 
plantations damaged by volcanic ash. 

1965/66 Regulations for loans for the repopulation of coffee 
plantations. 

Regulations over goods acquired by banks through 
auctions. 

Regulations for loans to alleviate the damage to crops 
and cattle caused by volcanic activity. 

- 86 - 



Regulations for national banking system financing of 
university studies by teachers at the secondary school 
level. 

Uniform credit regulations for beef cattle. 

Regulations for loans to small farmers and small rural 
entrepreneurs. 

Uniform credit regulations for employees of the national 
banking systeni. 

Regulations fpr loans for mechanized and technified rice 
production. 

Regulations for loans to provide complementary financing 
for technified rice production. 

Regulations for financing coffee harvests. 

Regulations for financing banana production in the 
Atlantic Region. 

Regulations for financing agricultural and industrial 
sales. 

Regulations for financing cattle raising, including both 
males and females, for meat, dairy or Goth purposes. 

Regulations for the law regulating financieras, 
investment companies and non-bank special credit 
institutions. 

Regulations for the extension of repayment on loans for 
banana producers in the Atlantic Region. 

Regulations for the credit program to improve small 
coffee plantations in Santos, Pdrez Zeld6n and other 
areas of the country. 



1978 Regulations for the norms and operating criteria for, 
FODEIN . 

1978 Regulations for financing farmers in Nuevo Arenal, Nuevo 
Tronadora and Quebrada Azul. 

Norma : IS 

1970 Special norms for financing coffee harvests. 

1970 Special norms for financing banana production. , 

1970 Special norms for loans to finance the production and, 
marketing of cotton. 

1972 Norms related to industrial credits with funds from Wells 
Fargo Bank. 

1974 Norms for loans to family scale industry and-handicrafts. 

1974 Norms to facilitate the control of foreign credit 
operations and the issuance of payment guarantees for the 
importation of machinery and equipment. 

Norms for financing dairy farming. 

1976 Norma for the $2 million credit line from Citicorp' 
International. 

1977 Norma for the use of the fund to promote exports and' 
touriam. 

1977 Norma for the extension of credit to penetrate selected 
foreign markets. 

11 Theee are mainly name changes in existing regulations. 



Norms for the extension of repayment of loans for fishing 
on the Pacific Coast. 

Norms for the program to finance the retention of 
offspring in meat producing cattle farms. 

Regulations in force as of December 1991: 

1. Regulations pertaining to inserts b, ch, h, and j of Article 
7 of the Currency Law. 

2. Regulations for' , the selective registration of capital. 

3. Regulations for foreign currency operations in the interbank 
market. 

4. Regulations for the sale of gold by the Central Bank of Costa 
Rica. 

5. Regulations for authorizing the formation, opening and 
operation of private banks. 

6. Norms for recognizing foreign financial entities: 

a. Pertaining to Article 54 of the income tax law. 

b. Pertaining to granting credit, acceptances and 
guarantees. 

c. For the acquisition of foreign credit and the issuance of 
guarantees. 

7. Regulations for minimum legal reserves. 

8. General regulations for credit, interest rates and commissions 
dictated by the Central Bank of Costa Rica. 



9. Norms authorizing access to foreign credit for commercial 
banks and financieras. 

10. Norms for guarantees of foreign payments. 

11, Regulations for the export promotion fund. 

12, Regulations fox the use of funds from the agreements AID-515- 
0185, 0186, 0192 and 0194. 

13. Regulations for the use of the $3 million from AID loan 515 -W- 
040 for credit to small scale industry and handicrafts. 

14, Norms for financing agricultural projects undertaken by 
professionals in agricultural sciences. 

15. Regulations for agricultural trust funds. 



Chapter V I 

Supervision of Financial Ins ti tu$ioas 

Introduction 

This chapter covers issues related to the supervision of financial 
institutions, including an analysis not only of the judicial and 
regulatory framework but also of the capabilities of the Auditoria 
General de Entidades Financieras (AGEF). 

From the following discussion it is clear that a major change took 
place in 1988 in the institutional f rsmework for the supervision of 
financial institutions as a result ot the approval of the "Ley de 
Modernizacion del Sistema Financier0 de la Republican which 
extended the AGEF1s powers in many respects. The AGEF's 
capabilities have also been significantly' affected by the 
development of a major modernization plan that uas initiated at the 
end of 1988 and which, in spite of various changes and 
interruptions, is still in the process of implementation. 

As a result of these major changes, the AGEF1s approach to 
supervision has begun to be transformed from a, primary emphasis on 
the formal aspects to giving priority to the timely detection of 
problems, particularly related to the solvency of the supervised * 

institutions. As a consequence, the AGEF1s work has begun to 
embrace increasingly the financial situation analysis of the 
supervised entities, including both on site and off site 
evaluations. More modern concepts of financial supervision, such 
as loan and asset assessment, loans to related parties and insider 
lending, financial analysis, CAMEL, capital adecpacy, reserves for 
doubtful loans and non-perf onning assets, have now begun to be used 
regularly by a large number of Costa Rican supervisors. 

Along with the development of a more modern approach to 
supervision, the modernization program for the AGEF involved the 
implementation of a management information system that included not 
oaly the conceptual aspects of the information system but also the 
computing hardware and software. As of the preparation of this 
report, the systems were not yet completely operational, but there 
have been significant advances in many areas, including the 
acquisition of a large number of microcomputers, the hiring of 
qualified persorael and the automatization of many tasks. The 
modernization project has not, however, included the AGEF1 s most 
traditional area - auditing - -  which has continued to use 
approaches and processes that are much more formalistic than 
desirable. This fact has caused coordination problems among 
certain sections of the AGEF, and even some conflicts, particularly 
with the units responsible for loan and asset assessment and 
financial analysis. 



At the end of 199~. the modernization project faced a major dilemma 
when the Auditor General, Rafael Diaz, who had strongly supported 
the project sincd its beginning, retired from the AGEF. The Sub- 
Auditor General ,was then placed in charged of the AGEF and 
continued in that role until September 1991 when the current 
Auditor General was appointed. During this period, the project not 
only stagnated but even went backwards in many aspects (e. g . , asset 
and loan assessment, f inancia1 analysis, the accounting program and 
infomation disclosure) , thereby putting the modernization project 
not only'in danger of collapsing but possibly causing the AGEF to 
revert to a worse situation than what prevailed two years earlier. 

A sample of the problems that the AGEF encountered during the 
.period when there was only an acting chief was the experience with 
the Banco Germano. Various internal reports of the AGEF showed the 
weak financial condition of that bank, but the Sub-Auditor General 
(the acting chief) took no corrective actions. Moreover, it was 
only recently that the new Auditor General intervened the bank, 
several month after the problems were originally discovered. 

With the recend appointment of a new Auditor General, the 
modernization project could be given a new impulse. This, however, 
is still to be seen. There are various positive signs, such as the 
AGEF1s greater speed and capacity in decision making, but there are 
certain other fqctors that could cause concern over the coming 
months about developments at the AGEF. Among these are the lack of ' 

experience of the new Auditor General in bank supervision, the 
reorganization of the AGEF that he initiated without any 
fundamental analysis immediately after taking office, and the lack 
of coordination and even conflicts between the AGEF and the Central 
Bank. Furthermore, the problems of the AGEF are not just at the 
higher levels. The AGEF also has an excess of personnel, 
especially in its administrative units, and lacks sufficiently 
qualified personnel in key areas of supervision such as portfolio 
evaluation, financial analysis and auditing. 

Strengthening the AGEF8s capacity for analysis and decisive action 
is generally seen as a high priority among the issues facing the 
Couta Rican financial sector, This strengthening could be based on 
the program developed for the modernization project, but it should 
also cwer other, aspects. In particular, the AGEF should be given 
technical assistance to strengthen the following areas: 

definition ' of the AGEF8 s organizational structure and 
implementation of a reorganization plan including the 
retraining of personnel; 

, techniques of auditing financial institutions; and 

training in: 

- a financial focus for bank regulation and supemision; 
, s - 92 - 



- portfolio evaluation; 
- financial analysis; and 
- auditing. 

This strengthening of the capacity of the AGEF should include not 
only the granting of greater autonomy but also the assignment of 
new responsibilities. 

The Situation o f  the AGEF before 19.88 

Before the issuance of the Ley de Modernizacion del Sistema 
Financier0 and the almost simultaneous initiation of the technical 
assistance project, the AGEF1s approach had focused on the 
verification of formal compliance withnorms, primarilythe Central 
Bank's credit control rules. This situation largely reflected the 
Costa Rican Government's ownership of the banking system, in effect 
since its nationalization in 1948. However, some preliminary 
progress had been achieved before 1988 in the areas of financial 
analysis and loan evaluation, and this led the authorities of the 
Central Bank and the AGEF to consider the importance of 
implementing a more financially oriented supervision of financial 
institutions. 

The AGEF1s approach and situation before 1988 can be appreciated 
most clearly by analyzing its organizational struzture together 
with the tasks of some of its main units. The AGEF'S organization 
as of the beginning of 1988 is shown in the following chart: 



I 

AGEF' ORGANIZATIONAL CHART - 1988 
I 

The activities of the Internal Audit Division had nothing to do with 
the usual duties of bank supervisory agencies. Its only function was 
to carry out the internal audits of the'central Bank. 
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The activities of the Investment Control Division, except for the 
relatively new Loan Risk Section, also had very little relation to bank 
supemision. Through the Industrial Control and Agriculture Control 
Sections, the Investment Control Division monitored the compliance of 
t~rrowers with the investment plans presented to banks in their credit 
applications. This monitoring was carried out through on-site 
inspections of banks and visits to the farms and businesses of the 
banks0- borrowers. Many of the examiners in the Investment Control 
Division were agriculture engineers, and their main objectives were: 
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. to verify the compliance of actual investments with the programs 
presented by borrowers; 

. to issue reports on the implementation of programs financed with 
foreign resources; 

. to supervise the use of funds provided by the Central Bank for 
the price stabilization program; and 

to appraise the applications for Central Bank foreign exchange 
subsidies. 

The relatively new Loan Risk ~ection,~~ together with the Financial 
Analysis Unit to be described below, were the only components of the 
AGEF that dealt with the main issues of bank supervision and then only 
in a very preliminary way. They supervised the asset assessment and 
classification mechanisms used by the banks as to their compliance with 

- 
the AGEFDs instructions. 

The main achievement of the Loan Risk Section was to introduce in the 
Costa Rican financial system for the first time the concepts of loan 
assessment and credit review. Previously, these concepts were 
meaningless, not only to the banks but also to the AGEF and the Central 
Bank. Nonetheless, there were a number of critical points that needed 
to be changed in order to have reliable judgments about the loan 
portfolios and other assets of Costs Rican banks: 

1. The review was aimed to assess individual loan operations and not 
the overall situations of borrowers. Although this approach can 
have some advantages, it limits and entangles the analysis in 
most cases. 

2. The information compiled was not fully utilized. Specifically, 
the information about individual loan operations was not used to 
assess the borrower's overall financial situation. 

3. There was no methodology or standardized procedure to select the 
cases for loan assessments in a bank. 

4. The proportion of a bankDs loan portfolio subjected to the 
assessment routine was too small. 

5 .  Apart from loans, the rest of a bank's assets were not subjected 
to any serious assessment. This was the case even for important 
items such as financial investments, real estate and repossessed 
goods. There was also a lack of monitoring of loans based on 
funds given in trust (fideicomisos). 

"Only in 1985 did the AGEP establish a loan assessment procedure and create 
a specialized unit to cazry out bank examinations. 
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6. According to rough estimates of the banking system's financial 
condition, especially the condition of government owned banks, 
the reserves required for bad loans were inadequate and far bel'ow 
the principle that such reserves must be at least equal to 
estimated assets losses. This was especially clear when a 
comparison was made between the mandatory provisions and the 
estimated loan losses for each category defined in the 
classification s y ~ t e m . ~  

7. There was a very liberal policy with respect to accruing interest - 
that had no relation to common banking practices in other 
countries. In particular, loans stopped accruing interest only 
long after they had fallen into arrears. Not until 1988 was a 
regulation'issued to stop accruing interest 180 days after a loan 
was overdue - -  a major but still insufficient advance. 

The External .Au@lt  DivAsion was divided into four sections: three 
Inspection Sections and one- Financial Statement Analysis Section. I 

The Inspection Sections carried out very traditional on-site bank 
supervision audits, mainly the verification of formal compliance with 
laws and regulations. 

The Financial Statemeats Analysis Section was aimed mainly at off -site 
monitoring for compliance and some administrative duties related to the 
supervision process. In addition, it had the new Financial Analysis 
Unit. 

The creation of the Financial Analysis Unit was a major step toward the 
initiation of a modern banking supervision agency. By 1988, this unit 
had achieved important goals within the AGZF with respect to 
introducing the concept of financial analysis as well as in using 
financial ratios as part of a methodological scheme. Nonetheless, 
several problems existed in these procedures: 

1. There was confusion concernins the use and meaning or several 
ratios, as well as how to use them to 'describe a bank's 
condition. 

2. The methodology did not include projections of financial 
statements and ratios and the overall condition of a bank. A 
lack of understanding of a bank's future capabilities and 
problems resulted from this. 

3. The i),jy,~.lysis was too quantitative, lacking the incorporation of 
qualitative elements necessary to understand fully the condition 
of a bank. This was reflected in an almost complete absence of 

%e main impediment to applying a more coneervative procedure was the very 
poor condition of the government owned banks which could only constitute a emall 
portion of the reeerves that were needed to cover loan loeees fully. 
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conununication With the bank being examined, together with the - 

fact that no appraisal of bank management, policies and control 
mechanisms was carried out. 

4. The unit carried out its functions without adequate coordination 
with other units within the AGEF, and this was especially - 
detrimental to' the ultimate objective of a financial analysis 
unit. On one hand, their om job was too theoretical in lacking 
a real knowledge of the actual situation of a bank; on the other 
hand, the rest of the AGEF did not have a key element to guide 
their examination activities. 

5. The hierarchical position of the unit in the organizational chart 
of the AGEF was very low. In banking supervision agencies in - 

other countries, these kinds of units are typically the main 
advisers to top officers. 

The strengths and problems of the AGEP discussed above reveal the main 
elements of the agericy and its organizational structure. Nonetheless, 
there are some othek important issues that are also worth mentioning: 

I 

1. The AGEPIS coordination mechqisms were very weak. In fact, the 
Auditor General was the only one in charge of coordination. This 
unstructured arrangement was the basis for a variety of conflicts 
and low productivity. 

2. The information provided to the AGEF, s top level officers was too 
abundant, of ten immaterial and poorly organized. Moreover, there 
was a widespread tendency to write long reports, which made it 
very difficult to distinguish the relevant issues, as well as to 
submit every report to the Auditor General. 

3. There was a lack of basic financial and accounting regulations 
and no official definition of important concepts. This was 
reflected in very heterogeneous accounting systems among banks, 
some of which were very liberal. 

4. There was no requirement of external audits for bank financial 
statements. 

5. There was aldost no supervision of trust funds (fideicomisos) 
which are supposed to be trust funds, but in practice are a way 
of having a parallel bank within a bank for the primary purpose 
of avoiding regulation. 

6. It is not possible to give an opinion about the personnel of an 
organization unless a serious assessment is made. Nonetheless, 
it is clear that the number of personnel in the AGEF was more 
than adequate to carry out modern and thorough banking 
supervision, but the qualifications of these personnel would have 
to be modified to have a strong supervisory agency. In 
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particular, more qualified professionals in financial analysis, 
credit review and computing systems were needed. 

The AGEF8S Modernization and Technical Assistance Project 

In November 1988, a technical assistance project began that was aimed 
at modernizing the AGE? in several aspects, including information 
systems, loan assessment, financial analysis and training. This 
project -was financed by a technical assistance loan from the World Bank 
and carried out by a Chilean firm that was contracted by the UNDP after 
a competitive bidding process. The technicalassistance, which involved 
approximately 210 consultant weeks, was provided between November 1988 
and June 1989. 

The approach taken by the consulting team considered that the main goal 
of banking supervision is to know on a timely basis the actual overall 
condition of the supervised institutions and to be able to react 
appropriately and promptly when there is a problem, Under such an 
approach, financial and management issues, and especially the appraisal 
of solvency, are emphasized. The establishment of good information 
systems is considered a key tool to help with the supervision 
activities. The role of more traditional supervision areasr, such as 
accounting audits, is not neglected but is rather ozieilted mainly 
toward verifying the reliability of information coming from the 
supervised entities. 

The technical assistance program included the following five areas: 

1. Asset Assessment, Required Provisions for Doubtful Loans and 
Accrual of Interest Income. After a diagnosis of these issues in 
both the AGEF and the banks, recommendations were made regarding 
the short run as well as the long run. Procedures were provided 
for the following aspects: 
i. Provisions for doubtful loans; 

ii. Write-offs; 

iii. Non-performing loans and interest accrual; 

iv. Sampling of loans for audit purposes; 

v. Collateral assessment; 

vi. Assessment and accounting for financial investments; 

vii. Repossessed goods; 

viii. Assessment of loans to economic groups; 

ix. Executive reports and working papers; and 

x. Credit review methodology. 



2. Financial Analysis. The technical assistance program included a 
critical review of the financial analysis procedures followed by 
the AGEF along with recommendations fod accomplishing both an 
integrated financial analysis and the' writing of executive 
reports. Recommendations with respect to methodology included 
the following: 

i. Analysis of financial statements; 

ii. Projections of financial statements; 

iii. Assessment of management and ownership; and 

iv. Use of financial ratios, involving: 

Capital adequacy; 

Earnings ; 

Assets; , 

Liabilities; and 

Financial gaps (matching of assets with liabilities). 

Recommendations for executive reports included those related,to 
specific banks and to the banking system as a whole. 

3. Statistical Information and Disclosure Policy. This part of the 
technical assistance program included analysis and 
recommendations concerning the statistical information that banks 
must submit to the AGEF, the Central Bank and tke securities 
exchange for their use and for disclosure to others. 
Recommendations covered the following: 

i. Balance sheet form; 

ii. Income statement form; 

iii. Accounting for foreign exchange operations; 

iv. Indexation of financial statements; 

v. Information disclosure to the public; 

vi. Accrual of interest; 

vii. Complementary statistics, including: 

Maturities of assets and liabilities; 

Interest rates on loans and deposits; 



kographical statistics; 

~oans classified by economic activity of borrower; 

Number deposit and loan operations ; 

Employees and branches; and 

Shareholders, executives and board members. 

4. Information Systems. As one of its areas of prime concern, the 
technical assistance program included a proposal for the creation 
of an integral information system to carry out the AGEF1s - - - 

regulation ,and supervision activities. The objectives of the - 
proposed system were aimed at the modernization project as a 
whole, the requirements of the Central Bank and the public, and 
the technological condition of both the AGEF and the banks. The 
proposed system contained four main modules: 

i . ~ccounbing module, with information concerning the financial 
statements of the supervised institutions; 

ii. Borrowers' module, with data concerning credit operations 
and borrowers1 collateral. This module included, as an 
important part, a consolidated data base about borrowers. 
This part was to be used by both the AGEF in its 
examinations and the banks in their credit decision making 
process ; 

iii. Statistical module, with complementary statistical 
information about the supervised entities; and 

iv. Financial Institutions module, with data about the structure 
of financial institutions. 

The system also included three supporting modules that use the - - 

information in the basic modules to generate reports. 

5. Training in Asset Asse~ssmept and Financial Analysis. As a 
consequence of the lbited budget for the project, training was 
included only for zhe most basic elements and covered only two 
areas: Asset Assessment and Financial Analysis. 

Further ~evelokents 

At the begi=;ing of 1990, a few months after the technical assistance 
project was finished, the AGEF hired two experts from the consulting 
team as long term resident conaultants to help the staff of the AGEF 
implement the recommendations from the project . One of these 
consultants was an expert in general banking supervision, with 
experience in financial analysis and asset assessment. The other was 



an industrial engineering expert in information systems. The first 
consultant worked with the AGEF for o ~ e  year and the second consultant 
for two years. 

During this period a major restructuring of the AGEF took place. The 
Investment Control and Internal Audit Divisions were eliminated from 
the AGEF' s organizational chart. The role of the former division 
simply. disappeared, while the role of the latter division was : 

redistributed within the Central Bank according to the new Law. 
Nonetheless, most of the personnel from these two divisions remained - 
in the AGEF and were reallocated w i t h i n  the organization. The AGEFts 
new organizational structure had two main areas or Divisions: (1) 
External Audit; and (2) Asset Assessment and Financial Analysis. The 
first division was almost the same as its predecessor that had carried 
the same name, while the second division merged the pre-existing 
Financial Analysis and Loan Risk Sections. The idea was to integrate - 

these two units that were more directly responsible for monitoring the - 

financial aspects of banks. 

Considerable progress was made during 1990 in the implementation of the 
modernization project, including the addition of some areas that went 
beyond the terms of reference of the original technical assistance 
project. 

The following are the main areas where significant progress was 
achieved: 

1. Regulations regarding loan classification according to risk; 

2. Monitoring procedures for the luan classification process; 

3. Use of new financial analysis techniques and ratios; 

4. Definition of a new accounting plan for the banks; 

5. Definition of information systems, including hardware and 
software needs, and negotiations with suppliers; 

6. Procedures to monitoring insider lending and other operations 
with related parties; and 

7. Statistical and financial information to be disclosed to the 
public, including a project for an AGEF Journal. 

One of the most significant accomplishments was to work along with the 
banks, explaining each aspect of the project to them, selling the 
advantages of the new approach, and helping them to define and 
implement the newly required organizational structures and procedures. 

Because of these efforts, the financial institutions allocated both 
human and material resources to modify and adapt their organizations 
to the new requirements. This included critical aspects such as the 



creation or strengthening of credit departnients, the implementation of 
procedures to assess and classify their loan portfolios, and the design 
and implementation of new information systems. 

The AGEF8 se Current Situation 

Organization 

In December 1990, the Auditor General who had led the AGEF during the 
1980s and promoted its modernization, including not only the technical 
assistance project of 1988 but even the first attempts in 1985, 
retired. Unfortunately, no one was appointed permanently to this 
position until September 1991. The acting head, the Sub-Auditor 
General, did not agree with much of the modernization project, so that 

- 

he not only stopped its progress but also took some steps backward. 
This was particularly significant in some key areas such as credit - - 
review, financial analysis, the accounting plan and the disclosure of 
information to the public. . . 

I 

In September 1991, a new Auditor General was appointed by the Board of 
the Central Bank. The new Auditor General had no previous experience 
in banking supervision but had been a member of the board of one of the - 

government owned banks. - 

One of the critical aspects that the new Auditor General discovered was 
a lack of coordination among the different units responsible for 
monitoring a bank. There was no mechanism through which the 
information collected and analyzed for each entity could be brought 
together. Thus, the results of auditing, financial analysis and 
portfolio evaluation reflected isolated aspects of the condition of 
each supervised entity. 

As a way to achieve such coordination, the new Auditor General changed 
the organizational structure of the AGEF, eliminating the functional 
divisions and creating divisions based on the entities supervised. 
Accordingly, two main divisions were created: (1) Government Owned 
Banks and Financieras; and (2) Private Banks and Specialized Banks. 
Each of these divisions was further separated into two departments: 
(1) Government Owned Banks and (2) Financieras; and (1) Private Banks 
and (2) Specialized ~anks.~' In turn, each department was divided into 
three sections: (1) Auditing; (2) Financial Analysis; and ( 3 )  Asset 
Evaluation. This can be seen in the following diagram that gives the 
new organizational structure for the AGEF. 

"This group includes entities such as the Bauco de la Vivienda (BANHVI) , the 
Banco Popular and the cooperative banks. In principle the supervision of these 
banks should not differ from that carried our for the private and government 
owned comercial banks, but in practice the inspections of BAMM and the Banco 
Popular h a w  been much less rigoroue. 
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This new structure should show greater effectiveness in achieving 
better coordination and, in particular, in permitting the AGEF to 
detect problems in a timely manner and to act quickly to resolve them. 
Nonetheless, certain comments should be made about the new 
organizational structure. 

First, it is well known that there have been serious problems of 
coordination among the different units. For various reasons, the AGEF 



has: not been able to implement a system that would allow there to be 
a responsible person who would know the overall condition of a 
particular bank. Only recently has such information been brought 
together at the level of the Auditor General. As a result of this, the 
AGEF has not been able to react to problems on a timely basis. 

Second, the new organizational structure of the AGEF seeks coordination 
by avoiding specialization in supervision, that is, by having all the 
key functions of supervision carried out directly by units in charge 
of ,a group of banks. 'Although this approach could permit better 
coordination, the new structure neglects two key elements of bank 
supervision: (1) economies of scale in specialized functions such as 
auditing, financial analysis and portfolio evaluation; and (2) the 
impossibility of a single individual knowing all the techniques 
associated with these specialized functions. 

Third, improved coordination has been at least partly offset by a loss 
of ,consistency in the procedures and focus that each unit gives to the 
different aspects of supervision. Moreover, there is no unit that is 
concerned with keeping the different procedures of supervision up to 
dade, nor is any unit in charge of issuing the relevant regulations and 
instructions. 

Because of the foregoing, a potentially better approach to achieving 
the objectives of better coordination and more adequate supervision is 
to have specialized units that are centralized but work with each other 
in teams. In particular, the financial analysts should be responsible 
for bringing together and analyzing all the information that the 
different specialized units collect on each bank and also to inform the 
higher authorities in the AGEF about the most significant aspects. 
Moreover, with the obj ective of achieving this coordination, the 
financial analysts should participate in the teams that carry out on 
site inspections and work together with the other inspectors on a 
basis that emphasizes an ongoing interchange of information and ideas. 

The position of the new Auditor General is not yet clear with respect 
to the modernization project and, in particular, the roles of the 
financial analysis and asset assessment units. In any case, he has 
given strong support to the activities of the information systems 
department, where more steady progress along the lines of the original 
modernization project can now be seen. 

I Personnel 

As of March 1992 the organizational chart of AGEF showed 255 positions. 
The distribution of these perso~el was the following: 



The D i s t r i b u t i o n  of AGEF P e r s o n n e l  by U n i t  
- 

I A d m i n i s t r a t i v e U n i t  Staff - 

General Auditor Bureau 
Legal Department 
Technical Services Department 
Information Systems Department 

Subtotal 

Private and Specialized Banks ~ivision 
Private Banks Department 
Specialized Banks Department 

Subtotal 

State Banks and Financieras Division 
State Banks Department 
Financieras.Department 

Sirbtotal 

General Administrative Division 
Administrative Department 

Subtotal 

Internal Audit 9 

TOTAL 

AS is typical in Costa Rica, AGEF personnel show a high percentage of 
higher education and formal training. In the following, table it can 
be seen that an impressive total of 187 AGEF staff members have higher 
education. 

AGEF P e r s o n n e l  w i t h  Higher E d u c a t i o n  

Area of S t u d y  

Business Administration 
Agriculture 
computer Science 
Public Accounting 
Law 
Economics 
Statistics 
Industrial Engineering 
Linguistics 

Staff 

TOTAL 



Since no in-depth appraisal OF the AGEF1s staff has been done, only a 
few points can be noted. Apart from the high degree of formal staff 
training, two aspects should de highlighted. First, the total number 
of staff seems quite high for a supervisory agency that has to monitor 
only a small banking system, with just four government owned banks 
mobilizing most of the deposits. This apparent surplus may reflect a 
lack of adequate computing support or simply the widespread acceptance 
of excess persomel. Second, a high proportion of personnel is 
allocated to administrative positions. It should further be noted that 
most of the administrative support is provided by the Central Bank. 

In spite of the AGEF's highly trained and abundant staff, there is 
nonetheless a clear lack of specialized staff in certain core areas: 
financial analysis, asset assessment and bank auditing. The challenge 
for the AGEF is therefore to reduce the total number of employees and, 
at the same time, to increase the availability of professionals who are 
knowledgeable in these key areas. This can be a complicated process 
given the political, legal aqd institutional restrictions that exist 
in Costa Rica. Solutions that might be recommended in other countries 
cannot be applied in Costa Rica. In particular, even with clear 
evidence of an excess of personnel, it can be extremely difficult to 
achieve a significant reduction. Considering these restrictions, and 
also assuming that no additional functions will be given to the AGEF, 
an approach is proposed that would involve the following stages: 

1. Evaluation of the current organizational structure of the AGEF, 
including its personnel; 

2. Development of a new organizational structure, including the 
required personnel; 

3. Development of a training program to prepare more fully the AGEF 
personnel who are currently the best qualified, together with the 
definition of priorities for the hiring of new personnel with 
skills that are not currently available within the AGEF; and 

4.- Development of a program to reduce excess personnel (e .g., 
through reassignment to other government entities, incentives for 
voJ.untary resignations, early retirement, etc . ) . 

The main requirements for the training of AGEF personnel can be 
summarized in the following ,points without contradicting what will 
subsequently need to be elaborated in more detail in the development 
of a training program. 

1. Objectives and fundamentals of systems of financial tegulation 
and sugervisiont functions and roles of financial eystems; 
principles governing fihancial regulation and supervision; and 
general aspects of the techniques and procedures of bank 
supervision. 



2. Treatment of financial institutions with problems: procedures to 
be followed when dealing: with a financial institution with 
problems, including methods of restructuring and strengthening, 
intervention and liquidation. This course should focus on 
specific experiences in Costa Rica and other countries, together 
with an evaluation of practical options under different 
circumstances. 

3. Asset evaluation: theoretical and practical aspects of 
evaluating the assets of financial institutions; evaluation and 
classification according to risk of loans, investments, fixed 
assets and repossessed collateral; and techniques for evaluating 
different types of assets and borrowers. 

4. Auditing of  compliance and accounting: principle aspects and - 

techniques of bank auditing focusing on compliance and accounting 
aspects; treatment of the objectives of audits; systems of 
internal controls; methods' of saimpling and analysis; the role of 
internal and external auditors;. compliance with regulations; - 

evaluation of computer system security; information systems; and 
administrative, operational, credit and investment policies. 

- 

- 

5 ,  Financial Analysis: solvency and capital adequacy; analysis of 
the structure of balance sheets and income statements; analysis 
of income and expenses, including concepts of profitability, 
margins, spreads and efficiency; analysis of the risks from 
interest rates, liquidity and exchange rates; evaluation of 
financial and overall administration; projections of financial 
statements; and overall evaluation of financial institutions, 
including the CAMEL system. 

The Interventions of the Banco Germano and BANCOOP - 

The recent interventions of the Banco Germano and BANCOOP indicate both 
the potential and the weakness of the AGEF. According to the 
information that could be obtained, the intervention of the Banco 
Germano was undertaken by the AGEF only after a long delay, principally 
because of slowness in acting by the Sub-Auditor General who was then 
the head of the AGEF, According to what could be discovered 
unofficially, the technical staff of the AGEF was clear with respect 
to the weak condition of the bank, which was principally due to loan 
portfolio and administrative problems. This information had been 
promptly relayed to the Sub-Auditor General, but he took no corrective 
action. 

An interesting aspect of this case is the indication that within the 
AGEF the potential exists in certain working groups to produce 
relatively timely and accurate diagnostic studies of the condition of 
banks, as not only the financial indicators but also the portfolio 
evaluations had indicated the weak condition of the two banks. At the 
same time, it is clear that this capability is not enough without the 



willingness at higher levels to act and apply the ,appropriate 
corrective measures. 

The Banco Germano was intervened recently when the current Auditor 
General took control, after the situation had very probably become much - 

worse than when the original analysis was carried out. A somewhat 
different case was the more recent intervention of BANCOOP. This bank, 
according to what could be discovered, had some portfolio problems, but 
the main weaknesses were in its administration and in the construction 
of its new office building. 

- 

BANCOOP1s condition was known by the AGEF to be weak at least since - 

1991, but apparently was not considered to be extremely critical. In 
any case, at the time of its intervention, BANCOOP1s condition was much 
less weak than that of the Banco Germano. It was the owners of BANCOOP 
themselves, the.cooperatives, that provided the capital that resolved 
the bank's insolvency, along with the sale of its office'building to 
the Central Bank. 

This apparently easy private solution to the situation of,BANCOOP has 
raisedthe question of the rationale for its intervention. Without the 
pertinent information, it is difficult to make a judgement on this 
point. Nonetheless, it is clear that there were problems and that the 
owners had not made BANCOOP solvent promptly in spite of receiving 
warnings. This clearly illustrates the lack of power of8the AGEF to 
require certain corrective actions by banks before having to apply the 
extreme act of intervention. 

Legal Framework for Banking Supervision 

The AGEF1s legal framework was initially delineated in 1953 with a 
modification of the Central Bank's Law. ' The AGEF was created as a 
department of the Central Bank responsible for monitoring and 
supervising all departments and units of that institution, as well as 
the rest of the banking entities in the country. 

The AGEF1s institutional status and enforcement powers were consistent 
with a banking environment where most banks had been nationalized and 
were being used as instruments of the government's general economic 
policies. Issues such as bank solvency, credit assessment and 
stability or their underlying concepts were not frequently raised by 
anyone. 

Many of the enforcement powers that are typical of bank' supervisory 
agencies were not granted to the AGEF,  his was true in particular for 
actions such as the intervention of supervised entities and the 
application of economic fines and administrative sanctions. 

%overnment ownrd banks have also been broadly used as a way to achieve 
political goals and to subsidize certain groups. 



Table VI-1 

USAID-ESP Conditionality 

s2Qlxuiion Status 

the government was to submit a pending 
law giving private banks equal 
access (compared to state owned 
banks ) to Central Bank 
rediscounts 

to unify the exchange rate done (September 1983) 
during 1983 

the basic deposit rate (on six done 
month certificates) was to be 
positive in real terms 

rates on loans were to be reduced the number of 
unified to only two major categories, but not to 
categories two 

no more than 16 percent of done 
loans outstanding to be charged 
less than the basic rate (and 
with at least 50 percent of 
these loans to be financed witQ 
non-deposit resources) 

interest rates were to be done 
adjusted regularly taking into 
a c c o u n t  i n f l a t i o n ,  
international rates and supply 
and demand for credit 

a program was to be developed individual measures 
to reduce costs and spreads of taken, but not an overall 
government owned banks and program 
transaction costs for their 
clients 

the exchange rate was to continued to be done 
continue to be unified and to 
-be adjusted as necessary 



Condit ioq S t a t u s  

mandated the creation of a 
central mortgage banks to 
refinance housing loans 

access to credit for two major 
money-losing state enterprises 
(CODESA and its subsidiaries 
and the CNP) to be sharply 
limited 

ESR-IV - -  1985 
the basic deposit rate was to 
continue to be positive in real 
terms 

loans with interest rates below 
the basic rate were to be 
limited to specific activities, 
with amounts outstanding not to 
increase (and with at least 50 
percent of these loans to be 
financed with non-deposit 
resources) 

interest rates were to be 
adjusted regularly taking into 
a c c o u n t  i n f l a t i o n ,  
international rates and supply 
and demand for credit 

the exchange rate was to 
continue to be unif ied and to 
be adjusted as necessary 

access to credit for CODESA and 
its subsidiaries and for the 
CNP were to continue to be 
limited 

the Central Bank was required 
to announce and maintain a 
credit program and to report 
and explain any deviations 
betweenprogramed and realized 
magnitudes 

done later (November 
1986) 

done later by law for CNP 
(November 1988) ; done in 
fact (but not by law) for 
CODESA 

continued to be done 

continued to be done 

continued to be done 

continued to be done 

see above 

done 



ESR-V - - 1986 
credit to the non-financial 
public sector was to be limited 
to the levels agreed on with 
the IMF for 1985 

the basic deposit rate to be 
positive in real terms 

the amount of loans outstanding 
with rates below the basic rate 
to be limited to 1984 levels 

the exchange rate was to 
continue to be unified 

the Central Bank to continue to 
maintain its announced credit 
program 

access to credit for CODESA and 
its subsidiaries was to be 
further limited, with the 
ob j ective of eliminating CODESA 
and privatizing its 
subsidiaries 

ESR-VI - - 1987 
compliance with various 
financial conditions and macro- 
economic targets (e.g., credit 
to the public sector, net 
domestic assets of the Central 
Bank, fiscal deficit , balance 
of payments, etc.) 

limit subsidized credit 

continue a unified, market 
determined exchange rate 

positive, market determined 
interest rates 

study the impact of FODEA (the 
law to reschedule agricultural 

. loans) and the related program 
with the World Bank 

S_tat_us 

done 

continued to be done 

continued to be done 

continued to be done 

done 

see above 

done 

continued to be done 

continued to be done 

done later (October 1989) 

not detennined 



Condit ioq Status 

adopt measures to help private done 
sad cooperative banks increase 
their access to financial 
markets 

ESR-VII - -  1988 
approve and implement an done 
economic program with agreed 
upon limits for credit to the 
public sector and net domestic 
assets of the Central Bank 

maintain a unified and market continued to be done 
determined exchange rate 

positive and market determined see above 
interest rates 

1-t subsidized credit (except continued to be done 
for external or explicit fiscal 
sources of funds) 

eliminate detailed credit begun in 1985 and 
categories continuing 

prepare a new rural credit nor done 
program based on an evaluation 
of current practices 

support the development of a done (using USAID credit 
deposit guarantee program for line spreads) 
private banks 

simplify procedures for private not determined 
sector dealings with the 
government, including credit 
access 

support of the Housing Bank not done 
. (BANHVI) including the 
government's promised capital 
contribution, better credit 
policies for loan recovery, 
BANHVI8s role in discounting 
mortgages rather than direct 
lending, and a better - 
definition of the role of 
different government housing 
institutions 



Condition, 

ESR-VIII ' - -  1989 

approve and implement an 
economic program with agreed 
upon limits for credit to the 
public sector and net domestic 
assets of the Central Bank 

maintain a unified and market 
determined exchange rate 

positive and market determined 
interest rates 

subsidized credit was now given 
a numerical limit (7.7 billion 
colones) including all sources 
of :funds 

conditionality for BANHVI was 
reiterated, including the 
government ' s promised capital 
contribution, better credit 
policies for loan recovery, 
BANHVI s role in discounting 
mortgages rather than direct 
lending, and a better 
definition of the role of 
different government housing 
institutions 

a study of Costa Ricals pension 
systems 

ESR-IX - -  1990 
compliance with stabilization 
and adjustment programs 

a limit of 7.7 billion colones 
on the total amount of 
subsidized credit 

continuing interest in the 
reform of the pension system 

permitting private banks to 
have access to locally-funded 

. rediscounts and to have deposit 
insurance 

Status 

done 

continued to be done 

continued to be done 

done 

done, except for the 
roles of the different 
government housing 
institutions 

done 

done 

continued to be done 

done 

not done 



Condition I 

reducing the overall size: and 
improving the efficiency of the 
public sector 

collaboration with other 
international agencies, in 
particular with the World 
Bank's trade and financial 
sector conditionality under 
SAL- I1 

TIP-I - -  1991 
collaboration with the World 
Bank expected to continue under 
the proposed SAL- I11 operation, 
especially in the areas of 
trade liberalization and public 
sector efficiency 

losses of the Central Bank 
(egg., elimination of 
subsidizes on foreign excliange 
operations and the assumption 
of foreign exchange risk; 
p r o h i b i t i o n  o f n e w  
international clearing system 
involving credit to other 
countries and financing of the 
public sector except through 
Treasury Bills). 

Status 

some progress 

some progress 

SAL-I11 not yet done 

done 



Chapter VII 
, 

Securities Markets and Instruments i n  Costa R i c a  

Introduction 

This chapter presents an evaluation of Costa Rican securities markets 
and instruments as they have developed over the past ten years, with 
reconmendations for increasing efficiency, from the following points 
of view : 

1. the role of the Bolsa Nacional de Valores as a financial 
intermediary and its presence in the primary and secondary 
markets for public and privately issued securities, the cost of 
securities transactions and the competitive structure of the 
market ; 

2. the most important restrictions on securities markets and the 
areas in which the activities of securities markets could be 
expanded, with special reference to new instruments and long 
term financing of investment; !and 

3. the supervision and regulation of securities markets, with 
special emphasis on promotion, the availability, relevance, - - 
timeliness, and quality of information and the elimination of 
non-competitive practices. 

Legal Aspects 

There has been a securities exchange operating in Costa Rica for the 
past 15 years, incorporated as the Bolsa Nacional de Valores, S .A, 
(BNV - - National Securities Exchange) . Additionally, the Comisidn 
Nacional de Valores (CMT - -  National Securities Commission) has 
recently processed an application from a group of private businessmen 
to establish the Bolsa de Valores de Costa Rica S.A. (BVCR - -  Costa 
Rican Securities Exchange). Furthermore, the Central Bank of Costa 
Rica recently approved the establishment of an exchange for 
agricultural products, due to begin operating in a few months, legally 
incorporated as a commercial exchange with the name of Bolsa de 
Product08 Agropecuarios S.A. (BOLPRO - -  Agricultural Products Market) . 
Costa Rican law now recognizes two types of exchanges: commodities 
and securities. Before the promulgation of the Ley Reguladora del - 
Mercado de Valores (LRMV - -  Regulatory Law of Securities Exchanges) 
on October 29, 1990, the Costa Rican Commercial Code provided for 
commercial exchanges, in which it was possible to realize transactions 
of all types, including commercial paper, equities, comnodities, 
futures, etc. Since the BNV and BOLPRO were legally incorporated 
before the LRMV came into effect, both the BNV and BOLPRO maintain 
their ability to engage in all types of transactions because of a - 



constitutional prohibition against apglying laws retroactively. The 
legal distinction between commodities exchanges and' securities 
exchanges that was established when the LRMV became la* means that 
commodities exchanges established under the LRMV cannot engage in 
transactions legally reserved for securities exchanges (e.g., equities 
or debt). 

The CNVis the government agency authorized to regulate and supervise 
the operation of securities markets and their participants (e .g., 
securities exchanges, brokerage firms, individualbrokers, securities 
dealers, securities issuers, investment companies, mutual funds and 
securities depositories). The Central Bank is the entity legally 
responsible for supervising commodities exchanges. 

For reasons previously indicated, the ccmxnercial exchanges established 
before the legal reforms of October 1990 are regulated by the CNV for 
the purpose of securities trading and by the Central Bank, for trading 
in everything else. It is important to note that the CNV is a 
separate entity and operates independently fromthe Central Bank. The 
Central Bank's Board of Directors designates a representative to the 
CNV8s Board of Directors, which permits improved coordination in 
supenrising the BNV and BOLPRO (when the latter issues securities such 
as options). Nevertheless, it would be advisable to modify the law r 
so that the CNV becomes responsible for regulating andmsupervising 
commodities exchanges as well as securities exchanges, thereby 
avoiding possible conflicts between the Central Bank and the CNV in. 
the regulation and supervision of the ELW and/or BOLPRO., 

The Bolsa Nacional de Valores, S.A. (W) 

Ownership Structure 

The BNV is a corporation, with subscribed capital of C300 million 
($2.3 million) and total capital (including retained earnings) of 
close to C530 million ($4 million) as of May 1992. 

The Corporacidn Costarricense de Desarrollo S.A. (CODESA - -  Costa 
Rican Development Corporation), a government entity, holds 40 percent 
of the equity in the BNV, with the rest dispersed among approximately 
500 shareholders. No shareholder, except CODESA, is allowed to hold 
more than 2 percent of the equity, and the 100 other largest 
shareholders in fact own about 55 percent of the BNVts equity. The 
Government of Costa Rica, in the process of privatizing CODESA's 
subsidiaries, has raised the possibility of selling a major part of 
CODESA1s equity in the BNV and has recently authorized the sale of 30 
percent of CODBSAO s 40 percent share to begin early in '1993. This 
could bring in the business groups that are behind the BVCR and 
thereby avoid the fragmentation of the securities market into several 
different exchanges. 



Characteristics o f  BNV and Needed Reforms 

The value of securities transactions in Costa Rica has incyeased 
rapidly in recent years. As a percentage of Gross Domestic Product 
(GDP),  the value of the total volume traded rose from 5.2 percent in 
1982 to 34.6 percent in 1986 and to 68.6 percent in 1991. In 1991, 
the primary market (newly issued securities) represented close to 83 
percent of the total value traded, and the secondary market 
represented 17 percent. 

The BNV operates with 22 brokerage firms, each of which has received 
a concession from the BNV.' Of the 22, five are government entities 
(four government owned commercial banks and one subsidiary of CODESA) , 
seven are corporations affiliated to private banks and the remaining 
ten are 
individua 
of the 22 

independent corporations. There are approximately 150 
I brokers who are a.uthorized to trade, but only as employees 
brokerage firms, with 90 of them on the active list. The 

member firms carry'out securities transactions on the BNV through 
these individual brokers and also provide other complementary services 
to their clients (issuers of securities, savers, etc.) . 
Securities trading on the BNV, as well as in the rest of the Costa 
Rican financial system, focuses on short-term debt instruments issued 
mainly by government entities (the Central Government, the Central 
Bank, the government owned commercial banks and others) and by a group 
of 80 private businesses from the following sectors: banking (16. 
companies) , finance (21) , industrial (18) , agricultural (3) , 
agroindustrial (2), commercial (ll), and service (9). These 
businesses must disclose their financial statements to the public on 
a quarterly basis or with the occurrence of any pertinent event. 
Additionally, they must issue a prospectus containing relevant 
financial information for investors, and this is examined by the CNV. 

Another group of businesses exists that accesses public savings 
without complyingwith the aforementioned regulations by issuing notes 
that are guaranteed by financial entities approved by the CNV (cf., 
bankers1 acceptances). 

The securities that are traded are almost exclusively debt instruments 
(government bonds, government owned cormnercial bank certificates of 
deposit denominated in both dollars and colones, investment 
certificates of private banks, finance companies and other 'private 
businesses, bankers1 acceptances, commercial paper, mortgage 
participation certificates, etc.) with less than a year of maturity. 
Few equities are traded; in 1991 shares of only 20 businesses were 
traded on the BNV, and their market capitalization was C42 billion, 
approximately $325 million, or 6 percent of GDP. 

The value of circulating debt instruments issued by private businesses 
and registered with the BNV was approximately C39.7 billion at the end 
of April 1992. At that date, the outstanding debt issues of non-bank, 
non-financial private businesses with debt issues registered with the 



BNV represented 12.3 percent of the total credit available to the 
private sector from the banking and finance sectors. 

As a primary market, the BNV has served to finace a significant, 
although variable, portion of the fiscal deficit by selling government 
bonds to individual investors and to public and private enterprises. 
In addition, given the high spreads charged by the government owned 
and private banks of the national banking system as well as by non- 
bank finance companies, the better organized and more prestigious 
private companies that are prepared to disclose financial information 
to the public have found that the BNV1s primary market and direct 
placements are a lower-cost financing alternative and a partial 
substitute for credit offered by the banks and finance companies. 

The BNV' s secondary market offers holders of registered securities the 
possibility of increased liquidity. As will be mentioned later, the 
cost of these operations has been substantially reduced during the 
past two years. *However, since the Costa Rican securities market is 
mainly a money.market, with few standardized securities issues, the 
secondary market is imperfect in establishing effective market prices 
for all but short-term securities because of its shallowness. 

Both the BNV and the CNV recognize the necessity of promoting 
standardized issues for medium- and long-term debt of non-financial 
p r i ~ t e  companies, with bonds standardized by issuer in terms of 
interest rates, principal, terms and dates of maturity. This would 
permit more adequate valuation in a more competitive market in which 
the seller of a bond would have to compete with several other sellers 
of similarly standardized bonds in facing manypotentialbuyers. What 
is currently taking place is that the great variety and limited 
standardization of bonds forces one seller to face a large number of 
buyers, who can create an oligopsony, as evidenced by the fact that 
brokers, when they act as buyers, normally demand higher yields in the 
secondary market than in the primary market for equivalent bonds. 

The standardization process cannot be imposed on the market, 
especially when the market is a money market for short-term 
securities. As long as the causes persist for concentration in the 
short term, it will be almost impossible to standardize securities. 
The government could nonetheless play an important role in generating 
a ndemonstration effectn by issuing standardized bonds for maturities 
longer than one year with a correction for inflation that would induce 
investment over a longer term. 

As discussed in Chapter IV, the Central Bank introduced an auction 
system for very short term instruments (less than 30 days) during 1992 
which was subsequently extended to stabilization bonds. The Costa 
Rican Government could also introduce an auction system for government 
securities. Financial intermediaries and brokers could then acquire 
the primary issues and subsequently sell them with a premium in the 
secondqy market. This could add greater depth to the secondary 
market and establish the possibility of developing and widening the 



use of these types of systems and techniques, which could eventually 
be used for primary placements by private sector issuers, with 
financial intermediaries and brokers playing the roles of specialists 
in certain types of instruments. 

Auction systems would also create the possibility that the primary 
market in private bonds could become more even-handed and competitive 
than currently, where certain issuers discriminate in the sale of 
bonds by closing or limiting sale through the BNV and paying higher 
interest rates in direct sales to clients. Letting the issuer set the 
interest rate and the total amount to be sold, as currently happens, 
could mean that on occasion the issuer might have to pay a higher 
interest rate for the same amount than in a more open and competitive 
market. The current mechanism also leads to direct negotiations in 
which not all of the participants have the same opportunity to obtain 
the same interest rate from the issuer. Auctions or other more open 
and competitive systems for primary markets would eliminate these 
imperfections.   he CNV and the BNV should promote these changes in 
the primary market, with the government taking the lead in using these 
systems for the sales of its securities. 

Just as in any enterpris'e in which the possibility of obtaining 
profits permits the development of vrivate initiative, the BNV1s 
system of intermediation has given rise to a series of instruments 
that have mobilized a significant quantity of resources for the buyers 
and sellers of private and public bonds in both primary issues and 
secondary operations. However, the market has imperfections that 
should be corrected, such the those indicated above and others to be 
mentioned later. It is important to note that not all of the 
imperfections are due to factors under the control of the BNV and its 
members, so that reform also requires action by entities outside the 
securities exchange itself. 

The Bolfta  de Prcsductos Agropecuarios (BOLPRO) 

Initiallv. BOLPRO will trade contracts for asricultural commodities 
and, eve%ually, futures and options for these products. The BNV is 
currently the sole owner of BOLPRO, but before it begins operations 
the BNV xbst place 60 percent of the shares of BOLPRO in the hands of 
the Finance Ministry for a public offering. 

In April 1992, BOLPRO put on sale the first 22 concessions to carry 
Out brokerage operations, and they were sold at an average price of 
C4 million ($30,000) each. 

In the scheme for only one securities market that will be proposed 
later, BOLPRO would specialize in the trading of contracts involving 
prices and quantities of agricultural products. 



The Bolsa da Valores de Costa Rica (BVCR) 

The BV& has already been authorized by the CNV and is expected to 
begin oberations sometime in the first half of 1993. The group that 
promotedthe creation of this second securities exchange includes some 
banks and comercial enterprises that are attracted by the 
profitability of the BNV and its quasi-monopolistic position and by 
the high cost and difficulty of obtaining authorization for new member 
brokerage f inns. 

It is 'important to note that the initial members of this new 
securities exchange all have brokerage operations witki the BNV. 
However, the members of the BVCR would be the only brokers in the new 
exchange. Experience with this kind of system in other countries has 
shown that it could be a very closed systcn, unwilling to welcome new 
members or the establishment of new broksrage firms. Barriers to 
entry against new brokerage firms are evident even in the BNV, where 
the brokerage firms hold shares in the BNV, but they are not the only 
sharehqlders, or even a majority, so that they do not necessarily 
control the securities exchange. 

The ~ o * t  of Intermediation in the Exchange and the Competitive 
Structure of the Market 

The Cost of Intermediation and Needed Reforms 

In general, the BNV and its brokers have been highly profitable" 
businesses. In fact, the BNV bas been one of the most profitable 
enterprises of its type, and the. prices of memberships, which are 
really only licenses to operate brokerage firms, reached the 
equivalent of about $400,000 in 1988, comparable to what has sometimes 
been the price of a membership on the New York Stock Exchange. In 
1976, the first BNV memberships were sold for the equivalent of about 
$3,000. 

Normally there has been strofig opposition from existing members to 
decisions of the BNV to authorize new memberships, but with the threat 
of increased competition from the pending operation of the BVCR, the 
BNV is currently evaluating the authorization of new memberships. 
Although existing members can t q -  to influence this decision, the 
BNV's Board of Directors has the power, by law, to decide the number 
of members, and existing members have no legal power to oppose the 
decision. Moreover, the entry of new individual brokers is 
unrestricted and is subject only to an individual8 s completion of 
a c a d e c  prerequisites and an internship with a brokerage firm. 

The L W  modified the limitation that had previously existed to 
establishing more than three comercial exchanges (the fourth, or 
more, 'mst be justified by a market analysis) and also left it 
entireLy to the discretion of the CNV to authorize new securities 
exchanges. Furthermore, the law did not assign any government entity 
the authority to regulate the commissions that the brokers and the 



exchanges can charge for their services, nor give any powers to force 
the creatioh of new memberships on exchanges. It is nonetheless 
evident that the BNV faces competition from informal options such as 
direct placements by issuers and secondary trading outside the BNV as 
well as from the pending operation of the BVCR. 

Until recently, the BNV set the commissions that brokers and the 
exchange itself charge for transactions carried out on the BNV, just 
as in securities exchanges in other developing countries. According 
to most anal,ysts, commissions were fixed at cartel-like levels to take 
advantage of the quasi-monopolistic position enjoyed by the system. 
This has brought high prof its and high market values for memberships 
and is clearly one of the principal motives to establish new 
securities exchanges and to create more memberships. 

Facing coeetition and possible limits to growth in its trading 
volume, the BNV has reduced its commissions gradually since February 
1991, changing from a system of percentages fixed according to the 
maturity be the security (which varied between .25 percent flat and - 
2 percent Flat) that discriminated among instruments, markets and - 
terms, to a system of annually fixed commissions for transactions in 
short- term ' instruments (less than a year) and flats for longer 
maturities, in order to avoid the heavy charges that flats represent 
for short-term instruments in a rarket concentrated in the short term. 6- 
Additionally, the BNV liberalized the commissions that brokers can 
charge on , certain transactions with volumes that are presently 
insignificant , such as equities and foreign debt. For these 
transactions, the BNV considerably reduced its commissions. In 
summary, the BNV introduced a system of commissions that was much 
cheaper and with less discrimination among markets, instruments and 
maturities. 

Before this reform of the overall system (the BNV and the brokexs) , 
the ratio of revenues from commissions to the value of transactions 
was 0.35 percent (0.26 percent in the primary market and 0.89 percent 
in the secondary market). In April 1992, the ratio was 0.26 percent 
(0.24 percent in the primary market and 0.38 percent in the secondary 
market) . In other wokds, the average commission in the secondary 
market is 43 percent of its level of 18 months ago, while the average 
commission in the primary market hardly changed. 

To continue to rationalize the costs of carrying out transactions in 
the BNV, the best policy would be for the BNV to liberalize completely 
the commissions that the brokers can charge for their services and to 
set the BNVOs charges for its services to brokers at a level that 
would permit' the BNV a normal return on capital, taking into account 
the riskyt nature of the business. These risks are related to a - 
clearinghouse and services of custody and safekeeping of securities, 
much as the BNV would incur in the near future with the introduction 
of a foreign exchange clearing house and with the issue of notes based 
on personal property guarantees, macro-securities and other products 
that may be developed in the future. 



It has been a~gued that liberalizing brokers1 commissions could place 
the brokers associated with banking groups in a superior competitive 
position vis-a-vis other brokerg because banks could tie the granting 
of loans or other banking services to ths use of the banks1 brokerage 
services in order to undercut the other brokers. However, this is not 
necessarily a valid argument. The banks with affiliated brokers can 
already carry out the same type of discrimination by charging less for 
traditional banking services and retaining the codssion rates fixed 
by the BNV. If banks really have sufficient power to tie banking 
services to brokerage services, it is irrelevant whether the fees are 
charged to the banking services or the brokerage services. 

If brokerage firms unrelated to banking groups have been able to grow 
and profit for many years (and many have done so since the 
establishment of the BNV or from the beginning of the participation 
of private banking groups in securities trading in 1983-85) and have 
successfully faced the increasing competition frombrokers associated 
with banking groups, it seems that fears of unfair competition are 
unsubstantiated or that banks do not have as much power to 
discriminate as is believed. 'Moreover, the argument seems to be 
mainly a defense of the status quo with coxrunissions fixed by a cartel 
that permits brokers to discriminate among clients by offering 
disguised discounts from the commissions fixed by the BNV when it 
suits them. 

With the threat of increased competition from the impending opening 
of the BVCR, the BNV has more ,recently liberalized completely the 
codssions that member brokerage firms can charge their clients, to 
become effective at the beginning of 1993. At the same time, the BNV 
is introducing a new system of commissions for what it charges its 
member brokerage firms. This system includes declining marginal 
commissions according to the volume traded by each member firm and 
altogether should result in an average reduction in commission charges 
of 45 to 50 percent. With these changes, innovations to attract a 
greater volume of transactions to the BNV can be expected, along with 
continuing reductions in BNV and brokerage firm operating costs. 

The Optimal Structure of the Securities Market 

Given the limited size of the market, establishing more than one 
securities exchange could organize securities markets in Costa Rica 
in a way that would not take advantage of economies of scale in the 
clearing process. In addition, such fragmentation would scatter, 
instead of centralize, information about txansactions and issuers, 
thereby raising the minimum transaction coats for those who deal in 
these securities markets. , 

The BNV has in fact, in addition to addressing the issues of fixed 
commissions and limited memberships, introduced a variety of 
innovations. It has developed electronic trading systems to the point 
that all of the primary market and about 70 percent of the secondary 
market -is automated and traded in an electronic auction market, and 



Zxrcher plans include a new version of the system before the middle 
of 1993 that would allow elimination of the trading floor. The BNV 
has also installed an automated auction system for use by the Central 
Bank and the Treasury for their primary issues which could be further 
extended to p r i ~ t e  issuers. Rather than participating in these, new 
systems, the BVCR plans to contract such services from a Chilean 
securities exchange, thereby limiting the realization of further 
economies of scale and also posing some questions for the 
effectiveness of supervision by the CNV. 

The BNV has also introduced automated systems for the clearing, 
settlement and custody of securities. As part of that, member 
brokerage firms now have continuous access to all information on their 
trading during the day and on securities held in custody at the 
Central de Valores administered by the BM. In addition, the BNV has 
introduced a %acron security representing several separate securities 
that is being offered by one of the government owned banks and is 
being evaluated for use by several private corporations. Another 
i~ovation by the BNV worth noting is the creation, through a 
subsidiary, of a fully automated sys:tem for foreign exchange trading 
in just one month after the Central Bank liberalized the foreign 
exchange market. - 

- 

It is nevertheless evident that if only one securities exchange is 
maintained, it could more easily set prices for its senrices that 
might be non-competitive and yield mpnopolistic prof its and a greater - 

than normal return on capital. For this reason, the CNV should have 
the powers necessary to compel the exchange to reduce its commissions 
when it is reaping profits greater than what could be considered a 
normal competitive return (including the risks of the business). As 

- 
the theory of long-term marginal cost states, this level of profit 
would make it possible to obtain additional resources to increase 
capacity, that is, no external resources would be required as members 
would decide how much to reinvest and how much to pay in dividends. 

The CMT should not have power to set different commissions for the 
exchange, but rather it should have the power to insist on 
proportionate overall price reductions because replators cannot be 
expected to know how to fix commissions. Moreover, the CNV should 
have a pre-announced system to authorize the operation of another 
exchange through public auction that could offer cheaper coxranissions 
than those of the existing exchange. The mere threat of this power 
to authorize a new exchange would induce the existing exchange to 
reduce its prices .35 

I 

To maintain administrative efficiency and an adequate level of 
investment for development, the achange should retain its status as 
a private corporation. Nonetheless, within this system with only one 

%or a diacusaion of this type of echeme, see Harold Demetz, "Why Regulate 
Utilitise?" J- o f  Law and Economb, vol. 11, April 1968, pp. 55-65. 
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exchange, the government should maintain a percentage of its ownership 
of the exchange to serve as a counterweight to anti-competitive 
tendencies such as limitincr the number of member brokerase f i m  to 
those already existing. ~h: government could hold a 15 oF20 percent 
equity stake in the exchange that could be administrated through a 
trust- arrangement with an -impartial trustee acting with a precise - 

- 

mandate on how to represent the government at shareholder meetings. 

For additional protection of all concerned, the exchange by-laws 
should also contain limitations on the number of member firms, brokers 
and issuers (or their owners and managers) that are represented on the 
board of directors of the exchange, in order to avoid decision-making 
that is biased in favor of one group over the others. There should 

- 

also be a balance on the board among the different types of member 
firms (those affiliated with banking groups and those not affiliated) . 
These reforms should come about as a result of negotiations that would 

- - 
involve the different aspects mentioned (a single exchange, freedom 
to set brokerage cormnissions, commissions for the exchange that will 
allow normal profitability, the possibility of memberships for new 
brokerage firms, and a legal reform to authorize the CNV1to require - 

reductions in commissions and to give authorization to create other - 

exchanges with lower commissions through public auctions). The 
government should promote these changes while CODESA still has a 
significant share of the BNVts equity, before selling any major - 

- portion of the governmentt s stake. 

The reforms would require an agreement with the group that wants to 
develop the BVCR. Following Costa Rica's legal and constitutional 
principles, it would not be feasible, nor advisable, to eliminate the 
possibility of opening new securities exchanges since private 
monopolies granted by law are prohibited. However, it would be 
feasible to come to an agreement such as the one proposed, in which 
the threat of eventual competition together with the efficient and low 
cost operation of the exchange would be the way to maintain an 
effective monopoly, but one that acts under pricing rules and 
productivity consistent with competition. The alternative of having 
the BVCR initiate operations and then interconnect, and possibly 
merge, with the BNV would be a decidedly inferior alternative 
involving substantial waste in the opening of the new exchange and in 
developing interconnections. 

Restrictions to Long-Term Financing and Securities Trading 

Some of the moat important limitations to the development of 
securities markets have alreadybeen highlighted inprevious sections. 
This section will deal with the limitations related to long-term 
financing . 
It is -undeniable that instability in the purchasing power of a 
currency leads to the issue of short-term bills or notes in securities 



markets, such as those in Costa Rica, in which inst-ts without 
monetary correction totally dominate. With securities that1 lack 
monetary correction, the investor assumes the risk that t3e interest 
rate will fail to cover unexpected decreases in the purckasing power 
of the currency and will consequently demand a returr that will 
compensate for this risk. This, in turn, becomes a load that the 
issuer's cash flow has to bear. Issuers generally prefer to float 
short-term bills and run the risk that these instruments cannot be 
rolled over when they come due, so that they come to use such 
financing for short-term investment projects or working capital. 

Another cause of the bias toward short-term bills is the lack of 
institutional investors that normally offer medium and long term funds 
(e . g . , pension funds, insurance companies, and inves-t trusts) . 
In the first two cases, there are government entities that have 
followed the policy of investing only in government debt Wtruments. 
At the same time, the government'has also specialized, except in some 
recent exceptions, in issuing short -term bills, nor has it used its 
financing to promote any standardization. 

One possible solution to this problem is the issue of bonds with 
adjustable interest rates or with monetary correction. The government 
currently offers bonds with adjustable interest rates, but the limited 
standardization of the medium and long term market, f ostared in large 
part by the government itself as well as by the securities brokers, 
makes it difficult to count on having a reliable indicat~r of market 
rates. Bonds with monetary correction could have the advantage, in 
principle, of being based on an official price index and thereby - 
increasing the confidence of savers. As experiences in Southern Cone 
countries have shown in times of high inflation, these types of 
instruments permit medium and long term funds to be captured. 

The existence of funds from private insurance companies and pension 
funds could introduce a greater demand for instruments wizh adjustable 
interest rates or wnetary correction, but the developnent of long- 
term securities markets would also require further legal reforms to - 

permit the official use of such instruments with adequats regulation. 

With respect to the development of equities markets, it is necessary 
to reform tax laws to eliminate stamp taxes on increases in capital 
and to leave open to competition the fees that notaries charge for 
their certifications. These changes are obvious, but even more 
important is the necessity of modifying income tax laws to eliminate 
those elements that subsidize corporations to incur debt rather than 
increase equity. In particular, under circumstances of significant 
inflation, the deductibility of interest expenses in nominal terms 
together with the failure to tax the gains from the depreciation of 
debt instruments in real terms provides a significant incentive to use 
debt rather than equity finance. Moreover, tax abatement schemes to 
favor the issue of equity rather than debt have been s h m  in a large - 
number of countries to be a poor substitute for the correction of - 
basic distortions, while also adding to the govexzaent's fiscal 



problems. Furthermore, in the specific case of Costa Rica, fiscal 
incentives for open stock companies have rarely been subscribed to 
because of the requirement that no shareholder can own more than 10 
percent of the equity of the company. Another important element in 
encouraging equity issues is to improve the quality of information 
about the issuers. 

The Regulation and Supervision of Securities Exchanges 

The BNV acted in a self-regulatory manner during its first fourteen 
years of operation, under regulations approved by the Central Bank in 
1976. In 1990, the newly-created CNV assumed some regulatory 
functions that were previously carried out by the BNV and others that 
no one had previously carried out. 

The CNV initiated its operations with its major emphasis on the 
development and supervision of securities markets, although the 
relative youth of the institution and of its personnel suggests that 
it still has much to learn in both areas. The following are three 
areas in which the CNV should place its main emphasis: 

First, with respect to the development of new instruments, it is 
fundamental that the CNV coordinate its activities closely with the 
intermediaries who know the market much better than the majority of 
the CNV8s staff. The failures of regulatory agencies that think they 
know better than market participants the services and instruments that: 
should exist are well known. 

Second, when it comes time to review actual products, the CNV should 
again avoid the pitfall of assuming that it knows what the market 
needs better than the brokers and other participants in the market. 
Examples of this type of situation can be seen currently in the review 
of OPAB and CAV contracts (Operaciones de Administraci6n Bursdtil and 
Contratos de Administracidn de Valores) and the interest of the QW 
in developing the legal forms for mutual funds and investment funds. 

OPABs were initially promoted by brokerage firms in 1983-84 as an 
instrument through which firms and individuals could obtain a return 
on very short-term funds in the face of the distortion caused by the 
lack of interest bearing checking accounts due to the monopoly of the 
government owned commercial banks. OPABs have operated, regulated by 
the BNV and growing through the years, with CAVs added in 1990. 
Presently, the amount administered in these forms is over C25 billion. 

Tfie CNV wants to eliminate the common characteristic of both types of 
contract, through which brokerage firms guarantee a certain yield to 
their clients and obtain a profit from the margin between the yield 
that they receive on the funds invested for clients and the yield that ' "  

they promise to pay to these clients. 

Although it is true that OPABs and CAVs mean that brokerage firms 
assume risks, this does not mean that the elimination of brokers' 



guarantees of yields, and replacing this with a system in whic. 
investment funds would administer clients' portfolios in exchange for 
commissions, would eliminate the demand for arrangements similar to 
OPABs and CAVs that would then be offered by other financial 
intermediaries (e.g., trust funds in banks, etc.). Instead, this 
would give an advantage to these other systems over those administered 
by the brokerage firms. 

The OPAB and CAV contracts could continue operating as they have been, 
through either brokers or investment funds, with a guaranteed yield, 
but with a more solid base of solvency than either brokers or 
investment funds currently offer, by capitalization and better 
portfolio and risk valuation systems and more information about risks 
and portfolio management, The economic incentive that creates the 
demand for these types of contracts sterns from the distortion of the 
lack of interest bearing checking accounts, and, as long as this 
distortion is not eliminated, the market will continue to demand OPABs 
and CAVs or similar instruments. 

The development of mutual funds and investment funds, in which 
portfolio managers do not guarantee yields and investors assume the 
risks in terms of the variance of the portfolio yield, is not - 

something that the CNV can impose on the market. Several years ago, E-- 

the BNV had already established regulations for these types of 
arrangements, but few of them are operating today, representing only 
2 - 5  percent of the total value of OPABs and CAVs. There are no market - 
studies that demonstrate that there is greater repressed demand for 
these instruments, probably because of the market's bias toward the 
short term, the lack of an equities market and the lack of 
institutional investors that would offer long-term funds to support 
these arrangements. 

Because of this, the CNV should carefully evaluate whatever changes 
it introduces or promotes in the market, always based on a careful 
analysis of the realities of the market and the demands of the 
participants. If instruments that are in demand are prohibited or 
restricted, these .would probably be offered by non-regulated entities, 
and with higher risks for those who acquire them, contrary to the 
objectives of the CNV. 

- 
Third, the CNV should play a major role in introducing the necessary 
regulations for securities markets so that there is equal treatment 
for all parties. The discrimination that some issuers practice by 
differentiating between interest rates paid on funds captured through 
the securities exchange compared to funds captured through direct 
placements has already been mentioned. There is also the issue of 
inside information about issuers' financial situations and the - 

reliability of the information provided by issuers and brokers. 
Lastly, the CNV should also play an important role reducing the 
conflicts of interest that can exist among various clients of 
brokerage firms (e . g . , when a brokerage f inn represents an issuer and 
attempts to sell the issuerts bonds to a client when there exist other 



options that the client might prefer if the client knew about them, 
or the conflict of interest that arises when a brokerage firm gives 
preference to its CAV or OPAB to the detriment of other clients, 
etc.). 

- 

It has been argued that the LRMV gave very limited powers to the CNV 
in certain areas and that the BNV introduced those limitations during 
the development of the legislation as a safety valve to possible 
overregulation by the CNV, based on the experiences in other Latin 
American countries where securities commissions have emphasized the 
minimization of market risk, thereby stunting the development of these 
markets. It has been proposed to reform the LRMV to eliminate these - 

restrictions and to give the CNV all the powers that it might need. 
However, it is important that the CW continue to operate for some 
time within the current legal framework in order to check the 
attitudes that regulatory entities typically adopt with respect to 
authorizing public offerings, the creation of new instruments, and 
self-regulation by brokerage firms and securities exchapges. 

. 
Conclusions and Recommendations 

It would be advisable to modifv the law so that the CNV becomes 
responsible for regulating and &pervising commodities exchanges as 
well as securities exchanges, thereby avoiding possible conflicts 
between the Central Bank aria the CNV in-the regulation and supervision 
of the BNV and/or BOLPRO. 

In order to overcome market imperfections caused by the lack of 
standardized medium and long term securities issues, and recognizing 
the particular importance of promoting the standardization of issues 
for the medium and long term debt of non-financial private companies: 

1. The government could play an important role in generating a 
ndemonstration effect" by issuing standardized bonds for 
maturities longer than one year with a correction for inflation 
that would induce investment over a longer term. 

2. The government could, following the Central Bank, also introduce 
an auction system for government securities that would permit 
financial intermediaries and brokers to acquire the primary 
issues and, subsequently, to sell them with a premium in the 
secondary market. 

I 

3. Since auctions or other more open and competitive systems for 
primary issues could eliminate several market ixnperfections, the 
CNV; and the BNV should promote such changes in the primary 
issues market, with the government taking the leading in using 
such systems for the sales of its securities. 

Given the limited size of the market, establishing more than one 
securities exchange could organize securities markets in Costa Rica 
in a way that would not take advantage of economies of scale in the 



clearing process. In addition, such fragmentation would scatter, 
instead of centralize, information about transactions and issuers, 
thereby rais'ing the minimum transaction costs for those who deal in 
these securities markets. However, to deal with the need to 
rationalize the costs of carrying out transactions on the BNV, some 
actions are required: 

1. It should be insisted with the BNV that the best policy would be 
for the BNV to set the BNV' s charges for its services to brokers 
at a level that would permit the BNV a normal return on capital, 
taking into account the risky nature of the business, given that 
comxissions that brokers can charge for their services have 
already been completely liberalized. 

2. A legal reform should give the CNV the powers necessary to 
compel the exchange to reduce its commissions when it is reaping 
profits greater than what could be considered a normal 
competitive return (including the risks of the business). 

3. The C* should not have power to set different commissions for 
t.he exchange, but rather it should have the power to insist on 
proportionate overall price reductions because regulators cannot 
be expected to know how to fix commissions. 

4. Moreover, the CNV should have a pre-announced system to 
authorize the operation of another exchange through public 
auction that could offer cheaper commissions than those of the 
existing exchange. The mere threat of this power to authorize 
a new exchange would induce the existing exchange to reduce its 
prices. 

5. For additional protection of all concerned, the exchange by- laws 
should also contain limitations on the number of member firms, 
brokers and issuers (or their owners and managers). that are 
represented on the board of directors of the exchange, in order 
to avoid decision-making that is biased in favor of one group 
over the others. There should also be a balance on the board 
among the different types of member firms (those affiliated with 
banking groups and those not affiliated). 

The Government of Costa Rica, in the process of privatizing CODESA1s 
subsidiaries, should take definite steps to sell a major part of 
CODESAns equity in the BNV. However, the government should promote 
the changes mentioned above while CODESA still has a major share of 
the BNVt s , equity, before selling a significant . portion of the 
government's stake. Moreover, within this system with only one 
exchange, the government should maintain a percentage of its ownership 
of the exchange to serve as a counterweight to anti-competitive 
tendencies such as limiting the number of member brokerage firms to 
those already existing. The government could hold a 15 or 20 percent 
equity stake in the exchange that could be administrated through a 



trust arrangement with an impartial trustee acting with a precise 
mandate on how to represent the government at shareholder meetings. 

To overcome the limitations inhibiting the development of long term 
financing in Costa Rican securities markets, the following measures 
are suggested: 

1. The issuance of standardized medium and long term bonds with 
adjustable interest rates or monetary correction should be 
explored. In general, standardization of medium and long term 
instruments is crucial for reliable indicators of market rates. 

2. With respect to the development of equities markets, it is 
necessary to reform tax laws to eliminate stamp taxes on 
increases in capital and to leave open to competition the fees 
that notaries charge for their certifications. It is also 
necessary to modify the income tax to eliminate those elements 
that subsidize corporations ,to incur debt rather than increase 
equity and to improve the quality of inforxiition about issuers. 

3 . Long- term funds from privat'e insurance companies and pension 
funds could introduce a greater demand for instruments with 
adjustable interest rates or monetary correction, but the 
development of long-term securities markets would also require 
further legal reforms to ,permit the official use of such 
instruments with adequate regulation. 

As the CNV grows in experience, it should place its main emphasis in 
the following areas: 

1. With respect to the development of new instruments, it is 
fundamental that the CNV coordinate its activities closely with 
the intermediaries who know the market much better than the 
majority of the CNV1s staff. 

2. In reviewing actual products, the CNV should avoid the pitfall 
of assuming that it knows what the market needs better than the 
brokers and other participants in the market. The CNV should 
carefylly evaluate whatever changes it introduces or promotes in 
the market, always based 0n.a careful analysis of the realities 
of the market and the demands of the participants. If 
instruments that are in dqnand are prohibited or restricted, 
these would probably be offered by non-regulated er,tities, and 
with higher risks for those who acquire them, contrary to the 
objectives of the CNV. 

I 

3. The CNV should play a major role in introducing the necessary 
regulations for securities markets so that: there is equal 
treatment for all parties. Some specific cases are: (1) the 
discrimination that some issuers practice by differentiating 
between interest rates paid on funds captured through the 
securities exchange compared to funds captured through direct 



placements; (2) the use of inside information about issuers1 
financial situations and the reliability of the information 
provided by issuers and brokers; and (3) the role of the CNV in 
reducing the conflicts of interest that can exist among various 
clients of brokerage firms (e.g., when a brokerage firm 
represents an issuer and attempts to sell the issuer's bonds to 
a client when there exist other options that the client might - 

prefer if the client knew about them, or the conflict of 
interest that arises when a brokerage firm gives preference to - 

its CAV or OPAB to the detriment of other clients, etc.). - 

The role of brokers as dealers in certain kinds of operations such as 
OPAB and CAV contracts should be carefully explored. In the meantime, 
and as a possible permanent solution, OPAB and CAV contracts could 
continue operating as they have been, through eithex brokers or 
investment funds, with a guaranteed yield, but with a more solid base 
of solvency than either brokers or investment funds currently offer, 
by capitalization and by better portfolio and risk valuation systems 
and more informatiofi about risks and portfolio management. 

Although more ample powers could be deemed necessary for the CNV, it 
is important that the CNV continue to operate for some time within the - 

current legal framework in order to check the attitudes that 
regulatory entities typically adopt with respect to authorizing public 
offerings, the creation of new instruments, and self-regulation by 
brokerage firms and securities exchanges. 



Chapter VIII 

Caja Costarricense de Seguro Social (CCSS) 

Legal Environment and General Characteristics 

Creation, Benefits and Coperage 

The Caja Costarricense de ~eguro Social (Caja or CCSS) was created by 
law in the year 1941 with the basic mandate to implement obligatory 
social insurance and to increase voluntary insurance .M The Cajal s 
basic law specifically established that obligatory social insurance 
includes protection against the risks of sickness, disability, old 
age, death and involuntary unemployment, and that the Caja would also 
participate in financial assistance for maternity, widowhood, 
orphanhood and funeral costs. 

This basic law made social security obligatory for all workers 
receiving salaries. Nonetheless, it exempted from this obligation 
employers1 non-salaried family members, workers receiving a pension 
from the government or any of its agencies, and any other type of 
worker that the Cajals Board of Directors might consider advisable not 
to include under obligatory insurance. In essence, the Board has the 
power to determine the entry requirements for the system and each sub- 
system, as well as the benefits and their conditions. 

The Constitution of Costa Rica, enacted on November 7, 1949, 
reinforced and strengthened (in its Article 73) the establishment of 
social insurance programs benefiting all workers, financed by 
obligatory contributions by the government, the emplo er and the X employee, and administered by an autonomous institution. 

In accordance with its mandate; the CCSS has divided its senrices and 
benefits into two separate insurance systems: 

. Disability, old age and death insurance (Seguro de Invalidez, 
Vejez y Muerte - -  IVM) . As its name implies, this system pays 
benefits (moatly in the form of monthly pensions) in cases of 
disability, old age or death of participants (which includes 
financial assistance to sunriving widows, orphans and other 
dependents). It also provides medical and hospital services to 
all its retired participants. 

36 Law Number 17 of November 1941, later modified by Law 
Number 17 of October 1943, and referred to as the 
Constitutive (basic) Law of the Caja Costarricense de 
Seguro Social. 

- Law Number 2737 of p y  1961 expressed specifically that 
this institution is,the Caja. 



. Sickness and maternity insurance (Seguro de Enfemedad y 
Maternidad - -  SEM). This system provides medical and hospital 
services to all participants to assist them in times of sickness 
and maternity, and it also provides basic financial support for 
funeral expenses. 

It is important to note that social insurance has been implemented in 
a gradual and progressive manner according to the type of activity and 
the geographical location of different participant groups. The SEM 
began to operate in 1942, while the IVM did not initiate operations 
until 1947. Since their initiation, each of the systems has been 
independently increasing its coverage, but it should be pointed out 
that the SEN has consistently been able to reach a larger percentage 
of the nation's labor force than the IVM. Since 1975, the IVM1s 
coverage of the labor force has basically remained constant, 
oscillating between 43 percent and 51 percent of the economically 
active population, while the SEMO s coverage has stabilized at: a higher 
percentage since 1980, between 65 and 68 percent of the economically 
active population. (See Table VIII-1.) 

Table V I I I - 1  

Coverage of Social Insurance Programs Administered by the CCSS 

Year Labor 
Force 

SEM I m  
Insured Coverage Insured Coverage 

(percent) (percent 

Definitions: Labor Force: Economically Active Population 
Insured: Active Contributory Participants 
Coverage: Percentage of Labor Force Insured 

Source: "Universalizaci6n del Seguro Social en Costa RicaIn CCSS, 
DAPE, October 1991. 

The differences in coverase between the SEM and the IVM as a 
percentage or the labor force in recent years can be explained - 
basically by two political decisions : (1) making the participation 
of independent workers voluntary, with the predictable result that a - 
substantial percentage of workers in the voluntary category have 

I 



accepted affiliation with the SEM, but very few with the IVM; and (2) 
covering a significant percentage of salaried Government workers with 
cheir own separate pension systems instead with the IVEI, while 
maintaining SEM coverage for medical services. 

As of mid 1989, relatively reliable stat~istics show that the SEM 
program covered almost three-fourths of salaried workers, about 60 
percent of non-salaried (independent) workers, and only one in eight 
domestic workers. At this same point in time, the IVM program covered 
about two-thirds of salaried workers, but a mere 2 percent of 
non-salaried (independent) workers, and about one in eight domestic 
workers. (See Tables VIII-2 and VIII-3.) 

Table VIII-2 

IVM Coverage by Occupational Category 

Occupational 
Category 

Total Protected Percentage 
Workers by IVM Protected 

(1) (2 (2)  / (1) 

Salaried: 
Public Sector 167,957 119,974 71.4 
Private Sector 510,288 351,760 68.9 
Domestic Service 48,759 6,033 12.4 

Total Salaried 727,004 477,767 65.7 

Non-salaried: 
Independent 246,138 5,231 2.1 
Family/Others 52,406 1,177 2.2 

Total Non-Salaried 298,544 6,408 2.1 
I 

Total Labor Force 1,025,549 484,175 47.2 

Sources: "Encuesta de Hogares," D.G.E.C., July 1989; and "Anuario 
Estadistico 1989," CCSS, Direccidn TBcnica Actuarial y de 
Planificaci6n Econ6mica. 



Table V I I I - 3  
S W  Coverage by Occupational Category 

Occupational 
Category 

Total Protected Percentage 
Workers by S W  Protected 

(13 (2) (2)  / (1) 

Salaried: 
Public Sector 167,957 168,574 100.0 

. Private Sector 510,288 356,846 69.9 
Domestic Senrice 48,759 6,054 12.4 

Total Salaried 727,004 531,474 73.1 

Non-salaried: 
Independent 246,138 126,634 51.4 
Family/Others 52,406 47,115 89.9 

Total Non-salaried 298,544 173,749 58.2 

Total Labor Force 1,025,548 705,223 68.8 

Sources: "Encuesta de Hogaresw, D.G.E.C., July 1989; and "Anuario 
Estadfstico 1989," CCSS, Direccidn Tecnica Actuarial y de 
Planificaci6n Econ6mica. 

It should also be pointed out that there seems to have been a clear 
political decision to universalize the SEMprogram. This decision is 
evident from several important laws and decrees, agreements of the 
Board of Directors and special collective insurance bargaining, among 
which the following,should be highlighted: 

Law Number 2738 of May 12, 1961, which modifies Article 117 of 
the Constitution to inatftutionalize the obligation to 
universalize the social security programs and giving the Caja a 
period of ten years to comply with the mandate of 
universalization; 

Law Number 5349 of September 1973 which mandates the transfer of 
all hospital facilities to the Caja from the Public Health 
Ministry, the'Junta Be Proteccion Social and the Patronatos 
Medicos Asistenciales; and 

- Executive Decree 15133 -S .of January 1984 which includes a new 
system of temporary insurance to cover the population in extreme 
poverty, to be paid by the Government. 

Prom a more perspective, the population insured by the SEMI 
taking in account not only direct economically active participants but 
also direct participants that are not economically active (e.g., 
f wily and dependents) and insured government workers, represents 
about 84 percent ,of the national population. This coverage is 
referred to as the contributory coverage, but in reality, since the 



totality of 
if required 
attention. 

the population has the right to receive medical attention 
, the Caja actually has a 100 percent coverage in terms of 
(See Table VIII-4.) 

Table VIII-4 

National Population According to S W  Insurance Coverage 

* The insured population refers to contributory coverage; attention 
coverage is supposedly 100 percent. 

Insured 
Population: (*)  

Direct Active 
Participants 

Direct Inactive 
Participants 

Family/ 
Dependents 

Insured Govt t . 
Workers 

Total Insured 

Non- Insured 

Total Population 

Percent Insured 
by SEM 

Source: nUniversalizaci6n del Seguro Social en Costa Rica, CCSS, 
DAPE, October 1991. 

Administration and Supemision 

1970 

202,291 

3,847 

609,989 

- - 

816,127 

914,651 

1,730,778 

47.2 

The Caja is governed by a Board of Directors which is appointed by 
the Council of Govenunent. Nonetheless, the Board carries out its 
functions with absolute independence from the Central Government 

1975 

320,432 

24,433 

827,307 

- - 

1,172,172 

796,042 

1,968,214 

59.6 

4 

1980 

528,033 

68,962 

1,131,647 

- - 

1,728,642 

555,853 

2,284,495 

75.7 

1985 

605,743 

91,079 

2,149,982 

286,995 

2,149,982 .-." 

492,092 

2,642,073 

81.4 

1990 

725,758 

139,089 

2,537,423 

299,449 

2,537,423 

494,971 

3,032,394 

83.7 - 



and therefore is solely responsible for the Caja's'management and 
direction. It is also important to note that the basic law of the 
Caja explicitly indicates that the Board of Directors has the dual. 
function of directing and supervising the Cajals activities, which 
of course evidently creates a conflict of interest. 

The function of internal audit (supervision of financial accounts 
and operations) is under the direction of an Internal Auditor, 
while the function of external audit lies with the Contraloria 
General de la Republica. However, it must be emphasized that the 
Caja is not in fact subject to any external actuarial, financial or 
technical supervision. 

Income as Established by Law 

According to the basic law of the Caja, income for the obligatory 
social insurance programs is obtained from tripartite compulsory 
contributions: from insured workers; from employers; and from the 
government. Fees are determined by the Board of Directors in 
accordance with the cost of services given in each region and in 
conformity with the respective actuarial calculations. 

According to the Cajals basic law, two separate funds were to be 
formed: one for the benefits and expenses of the npay-as-you-gon 
SEM system, to be Zormed by employers1 contributions to meet the 
expenses of the SEM; and the other for the benefits and expenses of 

' 

the "fundedn IVM system, to be formed by contributions from the 
government and from the insured workers to meet the expenditures of 
the IVM.  

The CajaOs Board of Directors can change the allocation of the 
different tripartite contributions (employers, employees and 
government) between the two funds (between npay-as-you-gon and 
"fundedn) if actuarial calculations indicate that it is advisable 
to do so and if the prior authorization of the Contraloria General 
de la Republica has been obtained. 

In practice, the Cajat s Board of Directors has done both during the 
past decaea: it has modified the obligatory contribution rates for 
the social insurance programs; and it has varied the allocation of 
the tripartite contribution between the two systems. At the 
beginning of the 19808, the total contribution to insure a salaried 
worker in both programs was 21.5 percent, 14 percent for SEM and 
7.5 percent for IVM, and the distribution among the three 
contributors was as follows: 

-Employerls Contribution: 9.25 percent, 6.75 percent to SEM 
and 2.5 percent to IVM; 

*Employeels Contribution: 6.50 percent, 4 percent to SEM and 
2.5 percent to IVM; and 



*Government Contribution: 5.75 percent, 3.25 percent to SEM 
and 2.5 percent to IVM. 

In 1982 the Board of Directors approved an increase of 2 percentage 
points in the total contribution, raising it to 23.5 percent, with 
16 percent for SEM and 7.5 percent for IVM. The allocation of the 
contributions was also change as follows: 

*Employerls Contribution: 14.00 percent, 9 -25 percent to SEM 
and 4.75 percent to IVM; 

-Employeels Contribution: 8.00 percent, 5.50 percent to SEM 
and 2.5 . percent to IVM;, and 

*Government Contribution: 1.50 percent, 1.25 percent to SEM 
and 0.25 percent to IVM. 

This decision can be viewed as a major increase in payroll taxes. 
The employer1 s obligatory contribution rat.e was increased by about 
51 percent, from 9.25 percent of s2lary to 14 percent, while the 
worker's contribution rate was increased by about 23 percent, from 
6.5 percent to 8 percent. On the other hand, the Government's 
contribution rate declined to one fourth of its former level, from 
5.75 percent to 1.25 percent. 

Since this reform, the employer and employee rates have remained 
the same, but the Government1 s rate has been decreased. even furthar 
(to 0.75 percent for 1986-1987 and to 0.25 percent for 1988-1993) 
through special arrangements between the Ministry of Finance and 
the Caja. (See Table VIII-5.) 



Table VIII-5 

Year 

Contributions of Salaried Workers 
(Percent of Salary) 

Employer Employee Government Total 

Source: Direcci6n Actuarial y de Planificacidn Econ6mica, CCSS. 
Legal Constraints on Investments 

The basic law of the Caja establishes that the reserves of the 
social insurance programs must be invested in the most favorable 
conditions with respect to safety and return. However, other 
things being equal, preference is to be given to those investments 
that support institutional services and contribute to housing 
construction, sickness prevention and the general well being of the 
insured. 

The law prohibits the undertaking of speculative operations of any 
kind, as well as buying shares or any form of ownership in private 
companies in which directors, managers or other officials of the 
Caja (or any of their relatives) have specific interests. There is 
also a prohibition against loans of less than 75,000 colones, and 
authorization must be obtained from the Congress to make a loan for 
more - than 5,000,000 colones (an amount which is periodically 
adjusted). I 



The basic law, as given, does not seem to limit in any seriously 
detrimental way the actions of the Board of Directors with respect 
to investments. It is rather the Board itself that, as a 
nprecautionaryn measure, has recently approved some changes in its 
investment nrulebook,n specifically changing some articles that had 
expressly given the Caja the freedom to invest in private 
securities. It is interesting to point out two recent changes in 
particular: 

. Internal regulations now explicitly state that IVM reserves 
cannot be used to buy shares in any private company. The 
basic law had been less restrictive, only prohibiting buying 
shares in private companies in which CCSS employees or their 
relatives have an interest 

. The part of the regulations that explicitly stated that it was 
permissible to hold securities of private enterprise was 
eliminated. 39 

Recently, there have also been two significant outside actions that 
influence the Cajats investment options: 

The instructions given by the Budget Authority (I1Autoridad 
Presupuestarian) for all public sector entities (except 
banking institutions and the court system) establish that new 
acquisitions of term financial assets in domestic currency, or . 
the renewal of such instruments, must be in the form of 
Government Securities (or instruments of the Central Bank, if 
the financing requirements of the Government have been 
satisfied) I 

Law Number 7052 establishing the National Housing Fund 
indicates in its Article 44 that the Caja will maintain in 
term deposits with BANHVI (the Banco Hipotecario de la 
Vivienda) a minimum qf 25 percent of the IVMts temporary 
investments. These deposits will have terms no longer than 
three months and will earn interest at the rate determined by 
BANWI, according to conditions in financial markets .'I 

%rticle 8 of the nReglamento para la Inversion de las Reservae del Seguro 
m. " 

%rticla 13 of the "Reglamento para la Inversion de lam Resenras del Seguro 
m." 

%solution Number 1172 o f  Budget Authority (Seeeion Number 32-90, held on 
December 7, 1990) ratified by the President. 

"LW 8mber 7052 of ~ovemder 13, 1986, known as the law creating the 
National Financial System for Hovsing. 



Financing Methods and Investment Potential - 

The financing method chosen to guide a particular insurance system 
will by itself determine some of the most important characteristics 
of the investment of its funds. It is important, therefore, to 

- understand which methods are guiding the IVM and SEM systems in 
order to grasp their investment ~otential. 

As indicated above, the Caja8 s basic law contemplated the formation 
of two separate funds. On one hand, one fund, would be formed under 1- 

the nCu~rent Disbursement Approachvo pay the expenses of the SEM. 
Under this approach, the income of the period should basically be 
equal to the expenditures for the same period, so there should be 
no accumulation of reserves. In practice, however, the SEM is an - 

amended version of the apay-as-you-gon approach, since it is 
necessary to include the formation and maintenance of a contingency 
reserve that would permit the system to meet unfavorable deviations 
in either income or expenditures. This kind of reserve should 
consequently be invested in short-term, relatively liquid 
instruments. - 

On the other hand, the Cajals basic law stipulates the formation of 
a ncollective capitalizationn fund (the "aggregate fundingn 
approach) to cover the benefits to be provided by the IVM. It 
should be noted that the law does not establish, in a determinant 
and technically precise way, the specific actuarial funding method . 
to be used. There are, in fact, various actuarial methods that fit 
in the general category of "aggregate fundingt1. 

According to actuarial studies carried out &or to the program's 
implementation, the IVM insurance system was to adhere to a funding 
method generally referred to as the nUniform Level Percentage 
Premium Methodn ("Prima Media Niveladan) . It was intended to 
finance the benefits and expenses of the system with a uniform 
contribution rate across the different generations. Consequently, 
the Uniform Level Premium was to be determined  it the required 
level to make the probable actual value of all expenditures equal 
to the probable actual value of all future income. It must be 
pointed out that this does not -technically identify in a conclusive 
way the actuarial funding method. There exist different 
alternatives for the uniform level premium method that differ 
according to the use of benefit allocation versus cost allocation, 
the use of attained age versus initial age, the use of an 
individual versus an aggregate calculation method, and the 
consideration or not of a supplemental value. 



Actuarial studies carried out in 1980 and 1985'~ recommended the 
adoption of the "caled Premium Methodtt (as mathematically defined 
by Peter Thullen in the "Scale Premium System for the Financing of 
Social Insurance Pension Schemes: Maximum Period of Equilibriumtf) . 
Under this system the contribution rate is fixed to maintain an 
equilibrium during a determined period. Nonetheless, to this date, 
the IVM regulations do not explicitly define the actuarial funding 
method to which the system must adhere. 

In any case, it seems reasonable to assume that the Scaled Premium 
Method is the funding method that regulates the IVM insurance 
system. This means, among other things, that the surpluses from 
normal operation should be accumulated in a technical reserve and 
that this resenre should be placed in long-term investments (by its 
own definition, Thullenls Scale Premium System establishes that 
only income from contributions or investment interest earned by the 
reserves during the period can be used to cover the payment of 
benefits, and not the accumulated reserves themselves) . The amount 
of reserve accumulation is decided beforehand by choosing a period 
of equilibrium of longer or shorter duration. Under this system, 
the function of the investment of the reserves is determined by the 
achievement of the chosen equilibrium period. If reserves are 
invested in an inadequate manner (e.g., at a negative rate of 
return) a situation of disequilibrium will be reached. All else 
equal, a greater rate of return on the reserve funds will mean a 
longer duration for the period of equilibrium. 

Financial Position 

The SEM8 a Financial Position 

A simple comparison of the annual operating income of the SEM with 
its annual operating expenditures for the years 1981 to 1991 shows 
clearly that prescribed income was greater than expenditures in 
every one of these ten years. In fact, since contributions were 
increased for the SKM in 1982, the surplus based on assuming that 
prescribed contributions will be received seema much larger than 
would be expected for a mpay-as-you-gon system (or even for an 
amended version of it) . For every year after 1982, there is an 
annual surplus of more than 2,000 million colones, reaching 4,500 
million colones in 1990. However, if only the effectively received 
income is considered, it can be seen that the SEM had a cash 
deficit for 1981 and almost no surplus for 1982. Thereafter, 

I %aid Cartin Carranza, "Evaluation Actuarial del Regimen de Invalidez, 
VejeZ y EhterteIa Direction Tecnica Actuarial y de Planificacion Institutional, 
CCSS, San Jose, Costa Rica, December 1980; and Jorge Brenes Cedeno, ~~valuacion 
Actuarial del Seguro Invalidez, Ve jez  y Muerte a1 31 de Diciembre de 1984, " 
~iireccio~ Tecnica Actuarial y de Planif icacion 1 netitucional , CCSS , San Jose, 
Co8ta Rica, July 1985. 



effective income, which is substantially less than prescribed 
- 

income, mainly because of the government1 s failure to pay promptly, 
is consistently greater than expenditures, although for the years - 

1989 and 1990 the effective surplus is moderate. (See Table VIII- - 

6.1 - 
- 

Table VIII-6 
SEM Insurance System 

(in million of colones) 

Prescribed Effective Surplus from Surplus frrm - - 
Year Income Income Expenses Prescribed Effective 

Income Income 

An actuarial study dated November 1988, and carried out by the 
Actuarial Office responsible for planning for the SEM systemIq 
made the observation that the actual contribution rate for the SEM - 

was greater than necessary for financing the program and that the 
projections carried out indicate that the accumulation of reserve 
funds will grow larger than recommended for this kind of program. 
This is a serious matter since it means that Costa Rican salaried - - 
workers have been and will probably continue to be overcharged in - 
the form of obligatory payroll taxes for their insurance 
protection. (See Table VIII-7. ) 

')Luis Guillermo Fernandez and Manuel Francisco Ugarte, nValoracion Actuarial - Sobre Los Seguroe de Enf ermedad, Yejez y Muerte, Direccion Tecnica Actuarial y 
de Planificacion Institucional, CCSS, San Jose, Costa Rica, November 1988. c. 



Table VIII-7 

SEM Income, Expenditure, and Reserves 
Projections 1990 - 1998 
(Millions of colones) 

Income from Reserves 
Year Interest Contributions Total Total Acum. at 

Income and others Income Expenditures End of Year 

Source: 11Valoracibn Actuarial sobre 10s Seguros de Enfermedad y 
Maternidad, e Invalidez, Vejez y Muerte, l1 DTAPI, CCSS, 
San JosB, Costa Rica, November 1988. 

The IVM's Financial Position 

As expected for a system such as the IVM with a nfunding approachtt 
to financing pension benefits, and especially considering that the 
system has not yet reached population maturity, the IVM had annual 
prescribed income substantially greater than expenditures for each 
year in the period 1980 - 1991. Moreover, annual effective 'income 
(i-e., income actually received) was also always much greater than 
annual expenditures. (See Table VIII-8.) 



Table VIII-8 

IVM Insurance System 
(millions of colones) 

Prescribed Effective Surplus from Surplus fram 
Year Income Income Expenses Prescribed Effective 

Income Income 

The question is: Does this situation cf annual operating surpluses 
mean that the IVM system is in fact in good financial condition? 
To answer this question fully, it is necessary to know and 
understand the actuarial financing method under which the system 
will assign or allocate - -  in a systematic and consistent manner - - 
the different costs throughout the years. 

A recent study carried out by the Actuarial Office responsible for 
planning for the IVM developed projections of annual income, 
expenses and accumulated resenres up to the year 2000 under the 
system of contributions and benefits in force at the end of 1991. 
(See Table VIII-9.) 



Table VIII-9 

IVM - -Income, Expenditures and Reserves 
Projections 1990 - 2000 
(Millions of colones) 

Income from Reserves 
Year Intesest Contributions Total Total Acum, at 

Income and others Income Expenditures End o f  Year 

Source : 11Evaluaci6n Actuarial, Seguros de Invalidez, Ve j ez y 
Muerte, Afio 1991. Direccidn Actuarial y de 
Planificaci6n Econ6mica, CCSS, San Jos6, Costa Rica, 
1992. 

According to these projections, ordinary expenditures due to 
pension benefits in 1995 will be greater than ordinary income from 
contributions, so that some interest from investments will have to 
be used to cover expenditures in that year. If the Scale Premium 
Method is not well understood, nmny officials may assume that the 
Caja will again have to take major action, such as raising further 
the retirement age or increasing contributions, but this is not 
true according to Thullenls model, 

The study mentioned above concludes that contribution rates must be 
increased by 1994. However, it should be noted in Table VIII-9 
that reserves will continue to increase until the year 2000. 
According to Thullenls Scale Premium Method, this fact in itself 
suggests that it will probably not be' necessary to raise 
contribution rates at least until the year 2000. This will depend 
on three objectives: the level of the reserves, the magnitude of 
the rate increases and the length of the new period of equilibrium - -  none of which is even discussed in the study. 



Assets, Reserves and Investment Practices 

Asset Accumulation and Composition 

The accumulation of assets by the two social insurance programs 
administered by the Caja are, by any standard, highly significant 
for Costa Rica. By the end of 1991, total assets reported by the 
two systems totalled almost 100,000 million colones (abor~t. 54 
percent of these assets belong to the SEM and the other 46 perzent 
to IVM). Of all the banking institutions in the country, only the 
Banco Nacional reported more assets as of the same date. 

During the last ten years, the assets of SEM have increased in 
absolute terms about 10.5 times, from 5,100 million colones in 
1982 to 53,400 million colones in 1991. Over the same period, the 
assets of IVM have increased in absolute terms about 8.5 times, 
from 5,400 million colones in 1982 to 46,100 million colones in 
1991. Meanwhile, for these same years, the CPI increased 4.26 
times, so that both systems have experienced significant growth in 
real assets. (See Table VIII- 10. ) 

Table VIII-10 

Asset Accumulation 
Social Insurance Programs: SEM and IVM 

(in millions of colones) 

Year 
Relation 

IVM SEM/IVM 

Source: Departamento de Contabilidad, CCSS. 

Even though asset accumulation is not very different in magnitude 
between the two systems (the SEM reported about 16 percent more 
assets than the IVM at the end of 1991), asset composition difFers 
drastically between them and explains why the influence as an 
intermediary in financial markets is much greater for the IVM. 



From the Balance Sheets as of December 1991, shown on the following 
pages, it can readily be seen that for the SEM the main assets are: 
Buildings, Land, Equipment, Inventories and Accounts Receivable ' 

(more than 50 percent of total assets); and Government Debt and 
Government Long Term Bonds (about 35 percent of assets) . Thus, the 
SEM has relatively little opportunity to be a major player in 
financial markets. On the other hand, the dominant assets for the 
IVM are: Temporary Investments (46.56 percent of total assets); - 

Mortgage Loans (21 -45  percent) ; and Long Term Bonds (9 - 44 percent) . 1'- - 

The magnitude of temporary investments alone clearly shows the 
potential inigortanee of the IVM as a financial intermediary. (See 
Tables VIII-11 and VIII-12.) 

If the government continues its practice of not paying its required 
contributions, the SEM will clearly not be able to participate as 
much as a financial intermediary. However, if this changes, and 
the government starts to pay as required, resemes would grow - 
significantly (as projected) and the SEM could also become an 
important player in financial markets. On the other hand, the IVM 

P 
L 

is already an important financial intermediary, and will cort.inue 
to be so, especially if the Government makes its contributions as [ 1 

required. - 



Table VIII-11 

SEM Insurance System Balance Sheet 
December 31,1991 

(thousands of colones and percents) 

Assets 

Current Assets 13,902,382 
Bank Deposits 1,514,267 
Temporary Investments 1,382,685 
Inventories 6,450,018 
Accrued i~terest 454,404 
Current account due from IVM 174,541 
Accounts receivable and other 3,936,469 

Fixed Assets 39,465,764 
Equipment (including reevaluation) 2,819,817 
Long- term Bonds 6,214,693 
Art (including reevaluation) 115,065 
Construction 2,352,786 
Government debt 13,299,250 
Buildings (including reevaluation) 10,853,548 
Land (including reevaluation) 3,239,174 
Other 571,432 

Total Assets 53,368,147 

Liabilities and Retained Earnings 

Current Liabilities 5,353,163 
Accounts payable (suppliers) 1,325,968 
Accounts payable (institutions) 2,648,795 
Other I 1,378,400 

Long- term liabilities 
Accounts payable 

Retained Earnings 45,922,808 86.05 
Accumulated R.E. ! 43,157,380 80.87 
Surplus from peri~d 2,765,428 5.18 

Total Liabilities and Retained Earnings 53,368,147 100.00 

Source: wPresentaci6n Estados Financieros a Diciembre 1991n ; 
Departamento de Contabilidad, I CCSS. . 



Table VIII-12 

IVM Insurance System Balance Sheet 
December 31,1991 

(thousands of colones and percents) 

Assets 

Current Assets 25,450,775 
Bank Deposits 1,366,442 
Temporary Investments 21,462,495 
Short - term Bonds : 50 
Accrued interest. 1,227,364 
Accounts receivable and other 1,394,423 

Fixed Assets 20,646,320 
Long-term Bank Investments 300,000 
Long- term Bonds 4,352,457 
Mortgages and receivables 1,104,242 
Mortgage loans 9,888,936 
Government debt 2,319,581 
Buildings (.including reevaluation) 661,101 
Land (including reevaluation) 1,706,822 
Other 313 , 182 

Total Assets 46,097,095 

Liabilities and Reserves 

Current Liabilities 852 , 771 
Current Account due from SEM 429,333 
Custody Deposits, guarantees, etc. 226 , 011 
Accrued expenses 183,146 
Other 14,281 

Long- term liabilities 
Accounts due to Government 

Reserves 
t'urrent Pensions 
Future Pensions 
Surplus from period 
Other 

Total Liabilities and Reserves 46,097,095 , 100.00 

Source: "Presentacieu Estados ,Financieros, a Diciembre 1991"; 
Departamento de Contailidad, CCSS. 



The SEM8s Reserves and Investment Practices 
From the information provided by the Department of Investment, 
Programming and Control of the CCSS, the SEMIS reserves at the end 
of 1991 had reached the sum of 2,300 million colones, which 
represents less than 3.9 percent of the SEM1s total assets. There 
are basically three different reserve funds for the SEM system, 
and, as of December 1991, these reserves amounted to: 

hount (thousands of colones) percent of SEM assets 

For Attention to Loans 703,598 1.32 percent 

Installed Capacity 1,297,570 2.43 percent 

Contingencies 60,914 0.11 percent 

About 87 percent of these reserves are invested in Govenunent 
Securities, while the rest (13 percent) are invested in deposit 
certificates of government owned banks. 

The IVMf s Reserves and Xnvestment ' '~ctices 

The IVMts reserves, as reported on the Balance Sheet for December 
1991, reached 45,200 million colones, equal to 98.1percent of the 
total assets for this system. 

Traditionally, the IVMts reserves have been divided in two 
seemingly 'technical reserves: Reserve for Current Pensions; and 
Reserve for Future Pensions. It must be pointed out, however, that 
these amounts are not mathematical valuations of the respective 
actuarial liabilities, but are instead a simple allocation of the 
surpluses from operations in previous periods. Moreover, under 
Thullents 'Scale Premium Method, it is not necessary to maintain the 
procedure ~f declaring a reserve for each pension granted. 

At first glance, the growth in absolute terms of the IVM8s reserve 
fund throughout the past ten years seems to be considerable. In 
fact, it grew from 5,200 million colones in 1982 to 45,200 million 
colones in 1991 or 8.7 times. However, it is worrisome to see the 
highly negative rate of return experienced by reserves in the years 
1981 and 1982, which undoubtedly will eventually become an 
important source of actuarial imbalance, no matter what, funding 
method was in force. Moreover, the gross rate, of return 
(calculated without consideration of .administrative costs for 
investments) was greater than inflation in only four of the last 12 
years, and in the two most recent years, 1990 and 1991, was lower 
than the inflation rate. In swnmary, it can be stated that, since 
1981, the SVM8s reserves have usually had a negative real rate of 
return. ((See Table VIII-13.) 



Table VIII-13 

TVM Insvxance System 
Reserves and Rate of Return 

Year Reserve Nominal Rate of Real 
(millions , Rate of Inflation Rate o f  
of colones) Return Re turn 

Source: Direccidn Actuarial y de Planificacidn Econ6mica, CCSS. 

Throughout the past ten years, the IVMfs reserves have been 
invested mainly in the following assets: 

. Securities; 

Mortgage Loans; 

. Institutional Loans; and 

Government Debt. 

In 1981, the TVM8s reserves were basically made up of: 

Loans to the SEM, about 30 percent of reserves; 
4 

. Securities, about 25 percent of reserves; and 

Mortgage Loans, almost 16 percent of resenres. 

(See Table VIII-14. ) 
I 



Table VIII-14 

I W  Insurance System 
Summary of the Investment Portfolio 

December 31, 1981 
(Thousands of Colones) 

Instrument Amount 

Securities 1,122,900 
Mortgage Loans 708,878 
Land and Buildings 147,273 
Loans to SEM 1,333,583 
Government Debt 377,220 
Other Loans ( * )  48,115 
Other Assets (**) 711,115 

Percent of Weighted Average 
Portfolio Return 

Total 4,449,084 100.0 5.4 

( * I  Loans to Institutions and Mortgages and Notes Receivable. 
(**I Accounts Receivable and Bank Deposits. 

Source: Departamento de Programacidn y Control de Inversiones, 
CCSS . 

Ten years later, in 1991, loans to the SEM have disappeared from 
the IVMts portfolio, and securities now represent 56.2 percent of 
reserve investments, while mortgage loans represent 21.5 percent. 
(See Table VIII-15. ) 



Table VIII-15 

IVM Insurance System 
Sununary of Investment Portfolio 

December 31, 1991 
(Thousands of Colonsa) 

Ins tsument Amount Percent of WeightedAverage 
Portfolio Return 

Securities (*) 25,925,343 56.2 
Mortgage Loans 9,893,025 21.5 
Land and Buildings 2,367,923 5.1 
Loans to SEM 0 0.0 
G o v e m n t  Debt 2,319,581 5.0 
Other Loans (**) 1,154,242 2.5 
Other Assets (***) 4,436,981 9.6 

Total 46,097,095 100.0 20.9 
(*I  Of the securities, C5,873 million (22 7 percent) are debt of 

p ~ l i c  sector banks and C20,052 (77.4 percent) are government 
bonds. 

(**I Loans to Institutions and Mortgages and Notes Receivable. 
(***)Accounts Receivable and Bank Deposits. 

Source: Departamento de Programacidn y Control de Inversiones, 
CCSS . 

To understand more clearly the IVMts recent investment practices, 
a few comments with respect its investments in securities, in 
mortgage loans and in government debt follow. 

Investment in Securities 

Thie item covers investments in securities of short, medium and 
long term issued by the Central Government or by the government 
owned banks. From Tale VIII-16, it is clear that there has been 
a preference for short-term securities, thereby providing a high 
degree of liquidity. As of December 1991, about 81 percent of this 
type of investment had a term of one year or less. (See Table 
VIII- 16. ) 



Table VIII-16 

IVM Insurance System 
Summary of Investments in Securities 

December 31, 1991 
(Thousands of Colones) 

Type of Security Amount Percent of WeightedAverage 
Portfolio Return 

Short -Term Deposits 5,313,208 20.49 28.72 
Medium-Term Deposits 300,000 1.16 21.50 
Short-Term Govt. Sec. 15,699,678 60.56 28.76 
Short -Term Govt . Bonds 250 0.00 15.20 
Medium-Term Govt. Bonds 105 169 0.41 11.24 
Long-Term Govt. Bonds 4,247,038 16.38 9.93 
Bankerst Acceptances 26O,OOO 1.00 32.09 

Total 25,925,343 100.0 25.55 

Source: Departamento de Programaci6n y Control de Inversiones, 
CCSS . 

It should be noted that the short-term securities offered positive 
real rates of return during 1991. Short-term deposits, as well as 
short-term Government Securities, had a gross rate of retuqn of 
about 28.7 percent, while the inflation rate for the year was 25.32 
percent. On the other hand, investments in long-term securities 
experienced a negative real rate of return in 1991. 

Mortgage Loans I 

Mortgage loans are usually given for housing purposes, for terms 
that vary between ten and twenty years, and at interest rates 10 or 
more percentage points below those establ~~3hed by the government 
owned banks. The reasons given for investing under such 
unfavorable conditions have usually focused on social desirability. 
This is probably a misinterpretation of Article 39 of the basic law 
of the Caja, which states that preference should be given to 
investments that contribute to general well being, but only under 
similar circumstances of risk and return. 

As expected, investments in mortgage loans have been highly 
vulnerable to increases in the rate of inflation and have therefore 
frequently resulted in negative real rates of return. (See Table 
VIII-17.) 



Table VIII-17 

TVM Insurance System 
Mortgage Loans 

Year Loans Percent Nominal Rate of Real 
(millions of Rate of Inflation Wcf 
of colones) Reserves Return R e t u m  

Source: Direccibn Actuarial y de Planificaci6n Econbmica, CCSS. 

Mortgage lending by the Caja has represented an important 
contribution to tausing finance in Costa Rica over the years. 
Comparing the amounts invested by the Caja in mortgages loans with 
the amounts invested by the two other institutions that are 
important in housing finance in Costa Rica, the INS and the 
mutuales system, it is interesting to observe that, as of the end 
of 1991, the amocnt of the Cajals mortgages loans (9.89 billion 
colones) was only 6 percent less than the amount for the INS (10.55 
billion colones) and 28 percent greater than the amount for all the 
mutuales in Costa Rica (7.7 billion colones) . 

Government Debt 

This item includes government contributions, both as employer and 
as goq*-ernment, that have not been paid to the IVM. This type of 
inv~stxnent clearly has had a consistently negative real rate of 
return since the interest rate has been 6 percent. 

Conclusiona and Recommendations 

Concluaiona 

The Caja was created to implement obligatory social insurance and 
to increase voluntary insurance, but little effort has been applied 
to the second objective. 

The Caja has divided its services into two separate systems (IVM 
and SEMI that have both been implemented gradually and 
progressively, but independently and with a different timetable for 



each system. The coverage actually achieved differs significantly 
between the two systems and reflects the Caja's greater emphasis on 
the SEM. About 68 percent of the labor Eorce contributes to the 
SEM program, and the insured population is estimated at 84 percent 
of Costa Ricafs population. These percentages, which are referred 
as ncontributory coveragebre ccnsidered acceptable, especially 
since 100 percent of* the population has the right to receive 
medical attention when required. On the other hand, the IVM system 
covers only about 46 percent of the labor force, which is a 
relatively low coverage considering that universalization is also 
an important objective of the IVM program. As will be seen in the 
chapter dealing with private pension systems, a high percentage of 
Costa Rican workers are not covered by any pension system. 

The Caja is an autonomous institution, under a Board of Directors 
that is independent of the Central Government. This Board has the 
conflicting dual functions of directing. and supervising the 
entity's activities, which is an important limitation to 
guaranteeing effectiveness in both functions. 

In compliance with the Caja' s basic law, two separate funds have 
been formed: one for the SEM and one for the IVM. However, a 
complete separation between the two systems does not exist, since 
the Board of Directors can alter the allocation of the 
contributions from employers, employees and the government between 
the two funds. In the past, mainly before 1982, there were several 
automatic tranafzrs of funds from the I V M  to the SEMI as well as 
formal loans between the two, even thcugh this is not permitted by 
law. The main reason that this has not occurred in more recent 
years is the SEM1s operational surpluses since 1982. History has 
shown, in other Latin American countries as well as in Costa Rica, 
that if a complete separation does not exist between health 
programs and pension programs, the f onner will be financed (even if 
only temporarily) by the latter if there are operational deficits 
or cash flow problems. I 

In the last decade, employer contribution rates for social 
insurance have increased about 51 percent, while worker 
contribution rates have increased about 23 percent, but the 
government's contribution rate has declined to on? ninth of the 
rate in force at the beginning of the 1980s. It is a matter of 
concern that the Cajals Board of Directors has the power to raise 
contribution rates, which are in essence taxes on payrolls, or 
change their allocation, without adequate supervision. 

The Cajals basic law does not appear to limit, in any seriously 
detrimental way, the actions of the Board of Directors with respect 
to investments. In recent years, however, outside influences have 
affected investment strategy in major ways, mainly the Government' s 
Budget Authority and the National Housing Fund Law. 

I 



There seems to exist a serious separation between technical 
actuarial planning on one hand and practical policy actions on the 
other. Moreover, there is no actuarial supervision - - obviously 
very important for pension planning - -  and major policy decisions 
are being made by technical staff, without adequate transparency 
for these actions. 

While the SEM has theoretically adhered to 'an amended version of 
the Current Disbursement Approach to funding, so that the period's 
income should approximately equal its expenditures (with no or 
little accumulation of reserves), in practice the SEM has 
experienced significant operating surpluses since 1983, and Caja 
technicians are predicting reserves larger than recommended for 
this approach to funding. In the IVM, meanwhile, the actuarial 
funding method has not been officially specified in a conclusive 
way. This fact introduces subjectivity and political 
considerations into the actuarial valuations. It seems reasonable 
(and some of the Caja's technical staff seem to agree) that 
Thullenls Scaled Premium Method should be the funding method 
regulating the IVM. However, conclusions and recommendations of 
recent studies do not appear to apply Thullenl s approach and do not 
give adequate explanations for the desired level of reserves, the 
magnitudes of rate increases and the length of the new period of 
equilibrium. 

The accumulation of the assets by the Cajals two social insurance 
programs is, by any standard, highly significant for Costa Rica 
since, of all financial institutions in the country, only the Banco 
Nacional reports more assets that the Caja. While the SEMIS assets 
are mainly fixed assets (e. g., buildings, construction and land) 
and government debt (which is usually remunerated at below market 
rate of interest) , almost all of the IVM1 s assets are financial 
instruments. The amount of resenres on the 'IVM' s Balance Sheet as 
of December 31, 1991, represents about 198.1 percent of that 
systemls total assets (approximately 45,200 million colones) , 
thereby suggesting the importance of the Caja as a financial 
internediary . 
In fact, IVM reserves are invested mainly kn securities issued by 
the Central Government and the government owned banks and in 
mortgage loans. In terms of investment performance, the Cajals 
biggest problem has been achieving a. positive real rate of return 
U!I its investment portfolio. 

Recommends t ions 
I 

It is evident that there is a lack of consensus as to the 
appropriate political approach to an overall solution for pension 
problems in Costa Rica. For this reason, the main recommendations 
for USAID1s role to improve pensions are: 



press for a series of in-depth technical studies that can lead 
to the development of options for the design of a new approach 
to pension systems in Costa Rica, including especially their 
relevance to financial intermediation; and 

press Govement policymakers to agree formally to a new 
overall pension system and to formulate an action plan to 
implement the system. 

The design of a new overall pension system for Costa Rica must 
have, among others, the following objectives: 

provide broader basic coverage; 

- coordinate existing pension systems; 

provide adequate benefits; and 

assure adequate financing for all existing systems to 
guarantee financial solvency; this entails consideration of: 

- the definition of an appropriate actuarial method; 

- a technical (not political) approach to establishing 
contribution rates; 

- a restatement of the philosophy for the participation of 
the Government, employers and workers in the financing of 
the Caja; 

- a complete separation of the SEM and I V M  programs; and 

- the establishment of appropriate actuarial supervision. 



Chapter IX 

Peasion Systems 

General Overview o f  Existing Pemion Systems 

The Main Pension Systems in Costa Rica 

At the present time these are numerous different pension programs 
in Costa Rica, most of them covering only small groups of workers, 
operating in an independent and uncoordinated manner and without 
any external supervision. These pension programs can be classified 
into four different groups or systems: 

Disability, Old Age and Death Insurance (Seguro de fnvalidez, 
Vejez y Muerte - -  IVM), created by the basic law of the Caja 
Costarricense de Seguro Social (CCSS) and administered by that 
in~titution.~ 

The IVM progran, which is the pension plan of the Costa Rican 
Social Insurance System, is undoubted1,y the most important pension 
program in the country as it covers aJ,.;iost half a million workers 
and had accumulated assets of about 46,097 million colones at the 
end of 1991, thereby establishing it as a highly important 
financial intermediary. The investment practices and various other 
aspects of the CCSS have already been discussed in detail in the 
preceding chapter. 

L Special Programs for the Public Sectcr (Regimenes Especiales 
del Sector Ptiblico) which are largely charged to Costa Ricals 
Government Budget and were created by a variety of different 
laws ." , 

These special programs operate completely separately from the IVM 
program (i .e., participants are not .forced to belong to the Cajal s 
system) and are not supplementary to that program. Even though 
they cover a far ' smaller number of workers (about 70,000) , these 
programs have a significant impact on Costa Rica's f iscal situation 
since they are financed mainly by funds from the government budget. 
These special programs cover about 42 percent of government 
workers, but less than 7 percent of the country's work force. 

Yrhe basic law of the Caja Costarricense de Seguro Social (Law Number 17 of , 

November 1941, later modified by Law Number 17 of October 1943) was decreed in 
1941, but the pension program did not initiate operations until 1947. 

Useme of these !laws were decreed before the creation of the Caja in 1941, 
while others are subsequent to that date. 



As of May 1992, there were 13 significant special pension programs 
operating in Costa ~ i c a . ~  Five of these are non-contributory and 
offer only basic amounts for survival, while eight are contributory 
but are nonetheless financed primarily by the government (i.e., the 
judicial system, the Pacific Railroad, the National Registry, 
communications workers, municipal workers, the Finance Ministry, 
the Public Works and Transportation Ministry, and teacners) . It 
should be mentioned that only a short time ago (June 2 4 ) ,  the 
Congress approved a new basic law for these special programs (Ley 
Marco). However, this new law contributes little to the solution 
of the serious fiscal problems caused by these special programs 
since the two most important programs were left out (the teachers 
and the judicial system which represent about 90 percent of the 
total participants in all special programs) and basic benefits 
significantly higher than the IVM' s were maintained for all current 
participants in the main contributory special programs. 

Recent actuarial studies have shown that these special pension 
programs are actuarially insolvent. With the exception of the 
pension plan for the judicial system, they do not have any 
reserves, the contributions established by law are insufficient and 
their investment potential is null.47 

- 

. Non-Contributory Systems with Basic Benefits (~6gimen No 
Contributivo de Pensiones por Monto Bbsico) created in 1974 by 
law and administered by the ~aja.~' 

This system is in fact a public assistance program and not a part 
of the social insurance system. It provides pension benefits 
according to its financial resources to persons who are in an 
evident state of need. These benefits are not a legal right of 
those who guhlify, but rather possible assistance that might be 
received if t.he system has financial resources. As of the end of 
1989, the number of pensions being paid was about 48,000. Except 
for very small contingency resenres, this program is supposed to 
pay out most of its resources in benefits, thereby leaving very 
little potential for investment activity. 

%e exact number of special pension programs depends on how programs for 
veterans and various other small associations are grouped, as some authors 
mention 17 different ptograms and others 19. 

?or more information on these programs, see Ronald A. CartLn, nSistemas de 
Pensiones en Costa Rica: Descripci&, Opciones dle Reforma y una PrOpUeSta 
Integral, PNUD/CEPAL, January 1991. 

%aw Number 5662 of December 23, 1974 (Ley de Desarrollo Social y de 
Asignaciones Familiaras). 



Supplementary or Complementary Pension Programs, which have 
arisen in general through agreements between individual 
employers and their employees. 

These pension programs operate in a highly independent manner and 
are not subject to government reg~lation.~ Programs of this type 
have begun to operate in several autonomous institutions, in banks 
and in many professional associations. Furthermore, a new , 

alternative has appeared recent1.y in the private sector. These are 
Savings Plans for Retirement which are offered by several finance 
companies and are essentially trusteeship contracts between finance 
companies and workers. A more detailed description of the growth 
of the Savings Plans for Retirement and their accumulation of funds 
is presented below. I 

Coverage of the Pension Systems 

In mid-1989, the economically accive population of Costa Rica 
(Poblaci6n Econ6micamente Activa - -  PEA) was approximately 
1,025,000 persons.50 About 485,000 (47.3 percent) were covered by l 

the IVM program and about 70,000 (6.8 percent) by the special 
programs for the public sector. Before 1989, the supplementary and 
complementary programs were oriented toward providing additional 
benefits to workers who already belonged to one of these two groups 
of programs. Consequently, as of July 1989, about 470,000 workers 
(45.8 percent of the total PEA) were left out of Coata Rica's main 
pension systems. Some of these unprotected workers may eventually 
qualify for assistance from the Basic Non-Contributory System, but 
a great majority of them will have to depend exclusively on their 
savings and their personal financial planning for their retirement 
years. For them, the new complementary systems being offered by 
grivate financial entities might represent useful options. { 

Gegielative Background 
It is evident that Costa Rican policymakers have not reached a 
consensus with respect to overall policy and philosophy in the area 
of pensions. This has been manifest by the numbers of different 
laws with different, and sometimes conflicting, philosophies and 
objectives that have been decreed throughout the years in this 
area. It is useful to pinpoint the basic sequence of events and 
the apparent inconsistencies. - 

\. 

"Recently, there have been several efforts to t r y  to regulate costa Kicala 
camplementary private pension systems. The two following efforts, which are 
independent of each other, should be noted in particular: the proposal presently 
being studied by the Canision de Asunto8 Hacendarious of the Congress (of which 
a revised version will probably be recommended t o  Congress in tha first half of 
1993l'and the pragosal being written by the Ministry of Planning. 

%cording to  the nEncuesta de Hogaresn , D .G. E .C. ,  july 1989. 

-180- 



Before social insurance programs were established in Costa Rica, 
more than eight special independent pension systems were already in 
existence, created by different laws. The Government had tried to 
protect different groups of workers in separate and different ways, 
creating unequal benefits according to the pressure of the specific 
group. 

In 1941, when social insurance was decreed in Costa Rica and the 
Caja was created, an alternative solution to the problem of the 
special systems was defined. It was established then that every 
new Government worker must belong to the new Social Insurance 
Program and, in this way, the special systems would be closed, 
covering only the participants at that time- For new entrants, 
pension benefits would be under the new I V M  program. 

Nevertheless, this important step in Gefining social security 
arrangements did not represent a strong consensus among Costa Rican 
policymakers, as the follow.ing events clearly demonstrate. The IVM 
program did not begin operations until 1947. In the interim 
between the approval and the actual initiation of operations by the = 

IVM, the Congress decreed two new special systems, approving once 
again a differentiated treatment for certain groups of public 
workers. 

After 1947, and continuing even in recent years, different pressure 
groups have managed, through modifications or extensions of various . 
laws, to be included in special systems, thereby excluding 
themselves from the IVM system and enjoying significantly superior 
benefits than those offered by the NM program. Even in the very 
recent approval of the new General Law for Special Systems for the 
Public Sector, there was a ciear inconsistency: while new entrants 
to the special contributory programs (except for the judicial 
system and teachers) will be forced to join the IVM system, a new 
separate system for teachers was created for beginning teachers not 
participating at this time in the old system to be closed, i 

- 

Savings Plans for Retirement: The Complementary Pension Program 
option 

An Introduction to C o ~ n p l e m e n t a r y  Pension Programs 

The various pension programs that aim to supplement or complement 
the retirement benefits to be received from the IVM system (usually 
on a voluntary basis) can be classified, according to the 
administrator, into two broad categories: 

complementa?r plans that are administered by the qloying 
companies (or institutions) themselves; and 

plans administered by independent private companies completely 
dedicated to the business of managing pension programs. 



In the first category (i.e., those in which the employing company 
or organization manages its own pension program), there have been 
numerous private companies, as well as public institutions and 
other organizations, that have instituted and maintained these 
kinds of programs for many years. Important examples in this 
category include: 

banks (which had been obligated by law to assign 10 percent of 
their profits to retirement funds); 

autonornus institutions such as the Caja, INS, ICE and others 
which have created complementary pension programs for their 
employees ; 

professional associations, such as the associations of lawyers 
and of dentists, which have their own complementary pension 
programs, sometimes instituted by the law creating them; and 

. multinational companies which have adapted to Costa Rica their 
common practice in other countries of offering additional 
retirement benefits. 

Since available financial information for these programs is 
practically nonexistent - -  they are not subject to any external 
supervision and are usually reluctant to give any financial 
information to third parties - -  it is extremely difficult to 
estimate the coverage, funding and growth of these programs. 
Nonetheless, it can be supposed that they might manage substantial 
amounts of funds and could be important financial intermediaries. 

Programs in the second category (i . e . , private finance companies 
dedicated to managing conplementary pension programs for other 
companies' employees) have appeared only recently. Important , 
examples in this group include: 

Fiduciaria de Ahorro Banex, S.A.; 

. Operadora de Fondos de Pensi6n Pro-Vida, S.A.; and 

the I~lstituto Nacional de Seguros. 

In addition, Bancoop and Inversiones Sama, S.A., have entered the 
market at a smaller level, and other banks, such as the Banco 
Popular, the Banco Nacional de Costa Rica, the Banco de Costa Rica 
and the Banco Solidarista, have also announced their intentions to 
enter this ~mxket in the near future. As this recent activity 
indicates, the potential growth of this market and of the funds it 
administers is huge. Many of the companies involved could thus I 

become important financial intermediaries in a very short period of 
time. 

I 



The Growth of Administrators of Savings Plans for Retirement - 
As indicated above, Savings Plans for Retirement are a product that 
has been offered to the public only very recently (since late 1988) 
by several private financial companies. Nonetheless, these plans 
have grown very rapidly in terms of both the number of participants 
and the amount of funds accumulated. As of May 1992, there were 
about 17,000 participants in these kinds of plans, and the funds 
accumulated exceeded 1,600 million colones - - all in less than four 
years. This rapid growth is expected by many, especially the 
operators of these plans, to continue for at least the next ten 
years; and, with proper regulation, growth might even be more 
rapid. 

The main reasons for the rapid growth of these savings plans 
include : 

. the perception of the public that the IVM8s pension benefits 
are inadequate by themselves to live a decent retirement; 

. public awareness of the fact that the Special Public Sector 
Programs are financially insolvent so that they may tend to 
disappear in the long run; 

- 

the lack of other options for the great majority of the Costa 
Rican labor force to complement or supplement the IVM and 
other public sector programs to provide adequate retirement - 
benefits; and 

the aggressive and efficient manner in which private companies 
(two in particular) have entered this business. 

The two most important Savings Plans for Retirement offered at this 
time are those of the Fiduciaria ae Ahorro Banex, S .A. , and the 
Operadora de Fondos de Pensi6n1 Pro-Vida, S.A. A general 
description of these two major complementary pensions plans and 
their growth follows. I 

Fiduciaria do Ahorro Ban'=, S.A. 

Fiduciaria de Ahorro Banex was the,first company to sell this type 
of savings plan specifically designed for retirement, beginning in 
1988. Since then, this operation has grown at a very rapid rate in 
both coverage and the accuxnulation of funds. In only a little more 
than three years, coverage (i.e., the number of people affiliated) 
has increased by a factor of 15.5, from 772 employees participating 
in the program in December 1988 to 12,000 participating in April 
1992. Over the same period, the amount of funds accumulated in the 
program has increased by more than 200 times, from a mere 5 - 5  
million colones in December 1988 ,to a substantial 1,150 million 
colones in April 1992 (see Table IX-1) . 



Table IX-1 

Fiduciaria de Ahorro Banex, S.A. 
Coverage and Fund Growth 

D a t e  Coverage Accumulated Fund 
(Number of persons) (thousands of colones) 

Dec 1988 
Dec 1989 
Dec 1990 
Dec 1991 
Apr 1992 

Source: Gerencia General, Fiduciaria de Ahorro Banex. 

The Banex Savings Plan for Retirement is basically a trusteeship 
arrangement that is established between the Fiduciaria de Ahorro 
Banex, S.A., and an individual worker or group of workers and the 
company for which they work. Through this trusteeship arrangement, 
the worker saves a percentage of his salary, and these funds are 
invested and maintained in an individual account in the worker's 
name, so that when he retires (possibly with IVM coverage as well) 
he will begin to receive a pension (complementary to the possible 
IVM pension) or the total value of the funds that have been 
accumulated for him. It is important to point out that this system 
is a defined contribution plan in which the benefits to be received 
depend on the investment performance of the fund and no guarantee 
is made as to the amount of benefits to be' received by the worker. 

All funds accumulated under the plan are invested in securities 
issued, guaranteed or secured by the Government or its 
institutions. For safety reasons, the securities in which the plan 
has invested are maintained in the custody of a government owned 
comercia1 bank. Since the creation of the Banex Savings Plan for 
Retirement, the performance of its investments has been extremely 
competitive with consistently positive real rates of return (see 
Table IX-2). 



Table IX-2 

Year 

Fiduciaria de Ahorro Banex, S .A .  
Fund R a t e  of R e t u r n  

(percent) 

Fund R a t e  R a t e  of R e a l  R a t e  
of R e t u r n  Inflation of R e  turn 

Source: Gerencia General, Fiduciaria de Ahorro Banex. 

Operadora de Fondos de Pensi6n Pro-Vida, S.A. 

The Operadora de ~ondos de PensiBn Pro-Vida, S.A., began to sell 
the type of savings plans specifically designed for retirement at 
the end of 1990. Since then, the plan has grown at a very rapid 
rate in both coverage and the accumulation of funds. In just over 
one year, coverage i . .  , the number of people affiliated) has 
increased more than four times, from 850 employees participating in 
the plan in January 1991 to 3,550 participants in March 1992. Over 
that same period, the funds accumulated have increased by almost 
five times, from 36 million colones in January 1991 to 178 million 
colones in March 1992 (see Table IX-3) . 

Table 1x03 

Fondos de Pemsidn Pro-Vida, S m A m  
Coverage and Fund Growth 

Date Coverage Accumulated Fund 
(Number of persons ) (million of colones 

Jan 1991 
Mar 1991 
May 1991 
Jul 1991 
Sep 1991 
NOV 1991 
Jan 1992 
Mar 1992 

Source: Gerencia General, Operadora de Fondos de Pensib 
Pro-Vida, S.A. 



The Prc-Vida Savings Plan for Retirement is basically the same 
product offered by Banex, a trusteeship arrangement with the funds 
accumulated invested in securities issued, guaranteed or secured by 
the Government or its institutions and maintained in the custody of 
a government owned comercial bank, The performance of its 
investments has also been very competitive, with a rate of return 
of approximately 33 percent in December 1991 and around 24 percent 
in May 1992, , 

Conclusions and Recommendations 

Conclusions 

The main pension programs in Costa Rica can be classified into 
four groups: the Disability, Old Age and Death Insurance 
(IVM) of the. Caja; the Special Programs for the Public Sector; 
the Non-Contributory System with Basic Benefits; and the 
Supplemezltary or ~omplementary Pension Programs. Of these 
four, only two - - the IVM and the Complementary Programs - - 
have the potential of playing important roles as financial 
intermediaries. 

As of July 1989, approximately 46 percent of the Costa Rican 
labor force was left out of the main pension systems. 

Legislative developments over the years have shown a lack of 
consensus as to appropriate policies in the area of pensions, 
so that numerous laws with conflicting objectives have been 
decreed in this area. 

* The Supplementary or Complementary Pension Programs can be 
classif i,ed into two types : those administered by the 
companies or institutions themselves; and those administered 
by independent private companies dedicated solely to this 
business. Both categories have the potential of accumulating 
significant amounts of funds to be invested and therefore of 
being important players in Costa Rican financial markets. 

Savings 'plans for Retirement have only recently been offered 
by companies or institutions. In less than four years these 
types of complementary programs have grown to cover about 
17,000 participants and have accumulated about 1,600 million 
colones in investments. This growth could be even faster if 
proper regulation existed. 

TO this point the funds accumulated by the Savings Plans for 
Retirement, specifically by the trusteeship arrangements 
administered by Banex and Pro-Vida, have been invested in 
securities issued, guaranteed or secured by the Government and 
are maintained in the custody of government owned comercial 
banks. , Investing solely in government or government backed 



securities is a self imposed measure with the purpose of 
strengthening the perceived security of investments and 
thereby gaining the trust of the general public for this new 
kind of financial instrument. There is no reason why these 
companies should not consider placing some of their investment 
portfolio in private securities through the securities 
exchange. Over time, with adequate legislation, Savings Plans 
for Retirement have the potential of becoming important 
suppliers of long- term. funds to the private sector through the 
securities exchange. 

Recommendations 

In recent years there has been an increasing awareness in Costa 
Rica of the major fiscal problem caused by the existing pension 
systems - -  and even of the danger of a possible collapse of major 
proportions because the promises implicit in these systems are 
beyond the economic possibilities of the country. Numerous 
comittees, associations, round table discussions and newspaper 
articles have analyzed various problems in this area, leading to a 
wide variety of proposals to modify the existing laws. 
Nonetheless, most have limited themselves to analyzing each system 
in an isolated manner and without proposing any integral national 
policy for pension systems that could be implemented in a 
consistent way in years to come. 

Recent e q l e s  of such efforts are the new law for the teacher's 
pension system that was approved at the end of 1991, the new 
general law for Special Public Programs approved June 24, 1992, and 
the proposal for a law to regulate Complementary Pension Systems 
that is being studied by the responsible commission of the Costa 
Rican Congress. All of them represent isolated well-intentioned 
efforts, but nearsighted in the sense that they lack the 
consistency and clarity of objectives that a national pension 
program should have. 

Considering the foregoing comments, together with the conclusions 
and recomendations in the chapter covering the Caja Costarricense 
~e Seguro Social, the main recomendations for USAID'S possible 
role in improving Costa Rican pension systems include: 

. Promote a series of in-depth technical studies that can lead 
to the development of options for the design of a new approach 
to pension systems in Costa Rica. It is crucial to consider 
as part of this the need to promote, but also to regulate 
appropriately, the different types of supplementary and 
complementary pension systems, taking into account not only 
their potential relevance for financial intermediation but 
also their objectives within the context of programs to 
promote economic security. Furthermore, these studies should 
analyze the impact of pension programs on financial markets 
and especially the potential of their becoming important 



suppliers of long-term funds to the private sector in general 
and the securities exchange in particular. A study of highest 
priority for the immediate future would be an in-depth 
technical analysis of the strengths and weaknesses of the 
proposed law for private pension systems, as noted above. 

Strongly encourage government policymakers to agree formally 
to a new overall pension system and to formulate an action 
plan to implement it. Immediate action should be taken to 
improve the legislation proposed for complementary pension 
systems so that these can become part of an overall national 
social security program, as well as an important element in 
financial markets, with a role more consistent with the 
economic security and financial liberalization objectives of 
the Costa Rican Government. 



Chapter X 

Instituto Nacional de Seguros (INS) 

Legal Environment and General Characteristics 

Creation, Objectives and Implementation 

The Instituto Nacional de Seguros (INS) was created by Law Number 
12 of October 30, 1924. This law clearly established that 
insurance contracts of any type are a monopoly of the government 
and that an autonomous institution (initially referred to as the 
Banco Nacional de Seguros) would be res onsible for administering 
all insurance business in Costa Rita." The law applied to all 
kinds of insurance, including commercial as well as social 
insurance (which was later assigned to the Caja Costarricense de 
Seguro Social). However, it exempted from this monopoly life - 

insuraxce societies, both cooperative and mutual benefit societies, 
existing at the time of the issuance of the law. 

At the time the law was being developed there were two important 
circumstances that helped to create conditions for its acceptance: 

c-merous cases of arson in which unscrupulous businessmen were 
insuring their buildings for more than their real value and 
then setting fires to collect insurance benefits from foreign 
companies; and 

c 

the strong interest of the Costa Rican Government in providing 
protection from job related risks - -  protection that private 
companies were reluctant to offer. 

However, Law Number 12 clearly had as a purpose more than just 
creating an entity that would offer a wider variety of insurance 
than private companies were willing to offer at the time., The 
desire of the Costa Rican Government was stronger: to create a 
permanent government monopoly. 

The main arguments behind this law were based either on strictly 
nationalistic sentiments, against the nmonopolies created by, large 
private companies and related to Costa Rican desires to be 
"emancipated from foreign servitude, or on the advantages of a 
government monopoly over a private monopoly from the reasoning that 

SI Law Number 12 of October 30, 1924, commonly referred to as the nLey de 
Monopolioa y del Instituto Nacional & Segurom,. initially stated that the 
institution in charge of administering the m~nupoly was to be namad the, mBanco 
Nacicnal de Segurom,. but later this warn changed to read wInatituto r9,scional de 
S O ~ U ~ O S ~  by Law lPlmrbar 4183 of September 4, 1968. I 



market forces alone would not appropriately satisfy social 
objectives and thus implied the intervention of the government." 

From the preamble to Law Number 12, it can easily be verified that 
the law had the following explicit objectives:" 

- to avoid capital flight, which was said to be taking place 
through p r i ~ t e  insurance companies; 

to convert the prevailing nmonopolyn of a few powerful 
entities into a government "monopoly under law;" 

to constit?lte this mmonopoly under lawn as a social service 
and as a source of income for the government; 

to promote an activity that, without government support, was 
not believed to reach an adequate level of acceptance; and 

to introduce the new concept of social insurance, as the 
government would use the profitable areas of insurance to 
subsidize other insurance of social value, whereas private 
enteqrise will choose to offer protection in only profitable 
areas. 

It is worth noting that circumstances and people's views of the 
functions of government have changed significantly. At present, 
many would argue that: 

not each of these objectives is necessarily desirable or even 
acceptable; 

some of these objectives can be better attained by proper 
gwerament regulation and supervision; f 

the basic conditions regarding fire and job-related insurance ; 
are now different, as arson is no longer a major problem and ' 

an institution (the CCSS) has been created to administer ' 

social insurance; and 
f. 

in general, most of the objectives could probably better be ' 
served nowadays by letting the government compete with private 
enterprise, under proper regulation and supertision. 

nn~valuaci6n &l Inetituto Nacional de Seguos, 1983 -1989, a Camisidn 
Evalwdora, AttSculo 37, Ley da Equilibria Pinanciero, June, 1991. 

%om tbe *Considerandom de la Ley de Monapolios y do1 Inetituto Nacional 
de SeWoe, m r o  12, do1 Octubre 3 0 ,  1924, Politicaa y Objetivas Generalee del I 
INS," Direction & Planificacion, INS. 



The government's insurance monopoly, although established by Law 
Number 12 in 1924, was not to be implemented in that year. In 
fact, the law stated that the Costa Rican Government would 
establish the effective implementation date for each different kind 
of insurance. In practice, the implementation of the government 
monopoly was carried out in a gradual manner, through various 
Executive Decrees and laws, according to the type of insurance: 

Life insurance was the first type of insurance to be sold 
under the government monopoly, as ordered by Executive Decree 
Number 30 of October 22, 1925, and initiated on November 1, 
1925. It should be pointed out that Law Number 12 had 
established in its Article 22 that life insurance would be 
obligatory for all government workers as soon as life 
insurance was initiated by the government monopoly, but to the 
present this has not been enforced.% 

- Fire insurance was initiated under Executive Decree Number 9 
of February 17, 1926. As stated earlier, fire insurance was 
one of the important reasons for creating a government 
monopoly, since an important objective for many of the 
promoters of Law Number 12 was to reduce arson that was so 
cormon in those days. 

Work related insurance (riesgos profesionales) was ordered by 
Executive Decree Number 16 of May 22, 1926, and initiated by 
the government monopoly on August 10,  1926, but conditioned by ' 

the Law on Labor Accident Reparation. This law was amended by 
the Labor Code of 1943 and later by Law Number 6727 of March 
1982 (the Universalization of the Regimen of Labor Risks) 
which declared this kind of insurance to be obligatory for all 
types of labor activities. It should be pointed out that an 
autonomous institution (the CCSS) was created in 1941 by Law 
Number 17 to implement obligatory social insurance, but to 
this date protection for job-related accidents is still 
provided by the INS instead of the CCSS." 

Fidelity insurance was initiated on March 30. 1931. It should 
be note& that this type of insurance was undertaken without 
the monopoly condition, thereby leaving other institutions 

Y ~ o m b  of these other programs, euch'aa the Seguroe de Vida del Magirterio 
Nacional, are not insignificant, but they are nonethelerra quite small relative 
to  the INS. For example, the invastmsnts of the Seguroa de Vida delMagisteri0 
Nacional are about S percent of those of the IN3. 

%ere are, however, various propouale currently under consideration that 
would transfer this type of insurance fran the INS to  the CCSS. Since this type 
of insurance arrounts for about 25 percent of the rdume received by the INS 

tranafer could have a major impact on the 1109. 
P and also, apparently, for a significant proport on of I N S  profits, euch a 



with an oggortzmity to compete in this specific insurance 
business. 

Automobile insurance was initiated by the government monopoly 
under Decree Number 2 of January 16, 1943. This type of 
insurance is for the protection of automobile drivers on a 
voluntary basis. 

Integral L-op insurance was created by Law Number 4461 of 
November 12, 1969 and regulated by Executive Decree Number 70 
of April 6 ,  1970. This type of insurance is to protect 
agricultural producers against all adversities of nature 
(until thas time, crop insurance had protected only against 
specific named risks). 

Automobile insurance was made obligatory by Law Number 5930 of 
September 19, 3976, which modified Traffic Law Number 5322 of 
August 1973. Suck insurance is now obligatory for all 
automobiles operating in the country, and the law also 
establishes civil responsibilities for damages caused by the 
driver in any accident that he causes willfully, by negligence 
cr by L?rzCer= behavior. 

Reinsurance was established as a government monopoly for all 
kinds of r l s k s  by Law Number 6082 of August 30, 1977. This 
law also established that the reinsurance monopoly would be 
administered by the INS. 

Government Administration and Supervision 

According to I a w  Number 12 the administration of the government's 
insurance monwoly would be the responsibility of an autonomous 
institution (the INS) that will be governed by a Board of Directors 
appointed by the President. With respect to supervision, the only 
statement in the law is that National; Accounting (Contabilidad 
National) and the Office of Control (Oficina de Control) will 
examine the acwunm and the condition of the INS annually and will 
submit a written report that will be published in the Annual Report 
of the Minist- of Finance (Memoria de Hacienda). 

This independace from the Central Government was reaffirmed in the 
Constitution of 1949, which initially established overall 
independence, but =s modified in 1968 to establish that autonomous 
government institutions enj oy only administrative independence. In 
any case, it is clearly atated that the Board of Directors of each 
autonamous institution is responsible for the management of that 
institution. I 

Since t.:hen, there have been various examples of government 
interference iP affairs of the autonomous institutions, including 
the INS, throush the indiscriminate appxication of certain laws to 



tkese institutions. In this respect, it is important to mention 
the following laws: 

the General Public Administration Law (Ley General de la 
Administraci6n Ptiblica) , Law Number 6227 of May 2, 1978, which 
establishes that it is the relevant minister's job, in 
conjunction with the President, to direct and coordinate the 
administration of all the institutions in his area, autonomous 
as well as centralized; 

the National Planning Law (Ley de Planif icaci6n National) , Law 
Number 5525 of May 2, 1974, which integrates all public sector 
institutions into a national planning system; 

the Law for the Financial Equilibrium of the Public Sector 
(Ley para el Equilibria Financier0 del Sector Pfiblico), Law 
Number 6955 of February 24, 1984, which imposes on the INS 
significant extraordinary contributions to the Central 
Government ; and 

the Law of Creation of the Budget Authority (Ley de Creaci6n 
de la Autoridad Presupuestaria) , Law Number 6821 of October 
14, 1982, which creates a special agency to formulate, among 
other things, guidelines for the budget policy of the public 
sector, including aspects related to investment, indebtedaess 
and salaries. Among the approved policies has been a 
restriction of the increase in ordinary expenditures for the 
INS to 8 percent of the last period's normal expenditures and 
a requirement for prior approval by the budget agency of the 
use of any surplus or for any investment in fixed assets. It 
is also important to highlight that, with respect to salaries 
in the case of the INS, the special arbitration court has 
ruled in favor of workers - -  with major financial 
repercussions. 

These laws have significant implications in that, for the INS to be 
able to compete against private insurance companies, it would be 
necessary to remove many of these restrictions over the INS and 
give it the same independence as the private sector. 

Regarding supervision, the internal audit function is handled by an 
internal auditor, while the function of external audit lies with 
the Contralorza General de la Repfblica. However, it must be 
emphasized that the INS is not subject to any external actuarial, 
financial or technical supemision whatsoever, not even in such 
important matters as rate making, marketing practices and product 
characteristics. 



Legal Constraints on Investments 

Law Number 12 establishes that, in order to guarantee the 
fulfillment of its insurance obligations, the INS will establish 
the necessary technical reserves which must be invested under the 
best conditions with respect to return and liquidity, taking in 
consideration the nature of its insurance obligations. In addition 
to this basic regulatory guideline, the law also establishes that 
guarantees for the INS on mortgage loans must be first mortgages. 
The basic law clearly does not limit in a detrimental way the 
actions of the INS Board of Directors with respect to investments. 
The restrictions that can cause significant difficulties come from 
other laws or outside sources. 

The INS Board, through Agreement 7016-VII of Noveinber 12, 1984, has 
established a written policy with respect to investment that can be 
summarized as follows: 

General Investment P o l i c i e s  

Investments in financial assets should be adequately 
diversified. In addition, primary factors should be rate of 
return, liquidity, risk, administrative cost and taxes on the 
investment. Secondary factors should be the "social returnsN 
and macroeconomic considerations. 

No investment should be made in wspeculativell assets. 

Investments should be made in accordance with the nature of 
the resources funding them. 

Investments over a certain amount in fixed assets such as 
buildings; land and equipment require specific studies. 

S p e c i f i c  Investment Po l i c i ea  

Technical reserves for Unearned Preniums, Pending Risks and 
Expired Policies, Dividends to Insured, and Contingencies and 
Earthquake must be invested in short term securities of high 
liquidity and return. 

Mathematical reserves of Life, Accident and Health, and Work 
Related Risks should be invested in long term securities. 
Life reserves should be invested in loans to policyholders and 
in mortgage loans. Accidents and Health reserves should be 
invested in mortgage loans. Work-related Risk reserves should 
be used to finance the requirements of that system and for 
mortgage loans. 

The Capital of the INS should be invested in fixed assets 
needed fok its operations. 



Amortizations received from investments in policy loans and 
mortgage loans should be reinvested in that portfolio. 

Amortizations received from short term investments should be 
reinvested in similar instruments, taking in consideration the 
liquidity requirements of the INS. 

The INS will attempt to finance all its short and long term 
requireiients with its own resources. 

Overall, from a technical perspective, the preceding guidelines 
seem reasonable and appear to follow principles of sound financial 
management, which dictate that assets be accumulated consistent 
with the characteristics of the liabilities that the institution 
has assumed, However, important restrictions interfere with the 
basic investment objectives set up by the law creating the INS. 
Such interference has been due primarilyto external influences not 
controlled by the INS Board of Directors. Some affect investment 
capabilities indirectly by limiting the.resources available for 
investment (i . e , allocating INS funds to other purposes) , while 
others do so directly by imposing certaio types of investment 
options and other restrictions. It is important, in particular, to 
point out the over-riding restrictions from the following sources: 

the instructions given by the Budget Authority (Autoridad 
Presupvestaria) : specifically, it is important to highlight 
the instructions issued by this authurity to all public sector 
entities (except banking institutions and the court system) 
establishing that new acquisitions of term financial assets 
denominated in local currency or renewals of this type of 
instrument must be in instruments of the Central Govern~nent, 
or instruments of the Central Bank if the financing 
requirements of the Central Government have been satisfied; 

the guidelines issued by the Contralaria General de la 
Repliblica allowing the INS to invest only in securities issued 
by public institutions; 

the special contributions that the INS is forced to make to 
the Central Government, especially the contributions required 
by the Law for the Financial Equilibrium of the Public Sector 
and complementary laws, that otherwise could have increased 
the amounts available for investment by the INS; 

the legal restrictions on the ability of the INS to act as a 
financial intermediary, especially the Law for the Financial 
Equilibrium of the Public Sector and the Law of Financial 
System Modernization and Reform, that impose the legal 
requirement that all securities transactions be carried out 
through the stock exchange seat of CODESA or through the 
.governmeat owned banks, whatever their intermediation costs; 



the multiple objectives assigned to mortgage loans, such as 
the objective of satisfying the housing needs of the middle 
class insured, that have resulted in more favorable financial 
conditions than those offered by the market (e.g., lower 
interest rates and longer terms) at the expense of raising the 
costs of insurance; and 

the legal impediments to strengthening the INSrs Accumulated 
Reserves or Capital through annual surpluses, such as Article 
2 of the Law of the Universalization of Integral Crop 
Insurance that determines the way in which annual prof its are 
to be distributed: 75 percent applied to increasing the 
Contingency Reserve of the Crop Insurance Fund and only 25 
percent to increasing INS Capital. 

Investment Potential and the INS'S Role as a Financial Intermediary 

In general, insurance companies are more than just ri 
institutions. They are major financial institutions 
large sums of money. The magnitude and nature of these 
activities have established their roles as significant 
capital markets. 

sk bearing 
investing 

investment 
factors in 

Under single premium or level premium plans for life insurance 
protection, the insurer, in effect, retains portions of the . 
premiums paid during the early years of the policy and accumulates 
them, together with the earnings on them, toward the payment of h- 
benefits in later years. As the rate of return on invested assets 
increases, other things being equal, the company can lower the 
premiums it charges for new or existing policies or increase the 
benefits or both. In a competitive market, since premium rates and 
net benefits are important considerations in choosing a company or 

- 

! - 
a product, the investment function is a significant factor in a 
company's competitive position. In a monopoly situation however, 
such as Costa Ricals insurance market, it is debatabJe whether 
lowering premium rates and increasing net benefits for a particular 
type of insurance constitute important goals for the system. For 
the INS, it is probably a more important objective to be able to 
offer loans to policyholders at interest rates below market than to 
lower premium rates. In any case, accumulated funds for life 
insurance reserves allow the INS to carry out substantial long term 
investment, in the form of mortgage loans or possibly other 
instruments. 

In other types of insurance, it is conanon that the premiums are 
paid annually at the beginning of the insurance period. This - 

originates important s-that can be deposited or invested by the 
insurance company. These funds can also be held as cash to be paid 
out as required under policy contracts. However, because the 
interest that can be earned on these funds can significantly reduce 
the amount of premiums that policyholders will have to pay (or, if 



the company chooses, it can increase the amount of its profits) , 
these funds are largely invested to yield a return. Traditionally, 
such investment income has not been explicitly considered by the 
INS in setting the premiums for any of its insurance lines (except 
for life and work-related insurance). The INS argument for this 
position is that the funds invested, including funds derived from 
unearnsd premiums and loss reserves, belong to the insurance 
company and not to the policyholders. Consequently, it is argued 
that the investment income also belongs to the insurance company, 
so that it can be used at the discretion of the INS axid not 
necessarily for the direct benefit of policyholders, such as 
reducing premiums. 

Assets, Reserves and Investment Practices 

Asset Accumulation and Composition 

The accumulation of assets by the INS has been very significant and 
has made this institution an important player in financial markets. 
As of the end of 1991, the assets reported by the INS totalled 
26,721 million colones. This figure represents about 27 percent of 
the total assets reported by the CCSS, about 58 percent of the 
assets reported by the IVM program and about 49 percent of the 
assets reported by the Banco Anglo Costarricense. (many of which are 
of questionable value) . 
During the past eleven years, the assets of the INS have increased 
in absolute texms about 12.7 times, from 2,109 million colones in 
1981 to 26,721 million colones in 1991. Meanwhile, the consumer 
price index increased about 7.7 times, which means that the INS has 
experienced significant real growth in its assets. Specifically, 
by 1991 INS assets had increased in real terms by 64 percent with 
respect to assets in 1981. (See Table X-1.) 



Table X-1 

Instituto Nacional de Seguxos: Asset Accumulation 
(thousands of colones) 

Current Colorras 
Year Colones Index 

Deflated Colonea 
CPI Colones Index 

CPI = 100.00 in December 1975. 
Source: Financial Statements, INS. 

Examining asset composition over the period 1981-1991, it should be 
noted that the percentage allocated to financial investments has 
stayed consistently between 55 and 70 percent of total assets. 
This alone suggests the major financial role that the INS plays as 
an intermediary, reporting at the end of 1991 a total of 14,600 
millions colones in financial instruments. (See Table X-2.) 



Table X-2 

Year 

1981 

Instituto Nacional de Seguros: Asset Composition 
(thousands of colones and percent of total assets) 

Financial Property and 
Investments Equipment Other Total 

Source: Financial Statements, INS. 

On the following pages, INS balance sheets for the years 1990 and 
1991 are presented. (See Tables X-3 and X-4.) 



Table X-3 

INS Balance Sheet 
December 31, 1990 

(thousands of colones and percents) 

Assets 

Cash and Bank Deposits 
Financial Investments 
Short term Investments 
Long term Investments 

Mortgage Loans . 
Property and Equipment 
Equipment (Net) 
Buildings (Net) 
Land 

Other Assets 
Premiums To Be ~eceived 
Other 

Total Assets 21,330,168 

Liabilities, Reserves and Surplus 

Technical Reserves 14,227,931 
Mathematical Reserves 5,268,476 
Unearned Premiums 3,376,163 
Pending Claims & Expired Policies 3,056,529 
Contingency 742,217 
Crop Contingency 444,517 
Dividends to Insured ,71,756 
Earthquakes 677,853 
Pending Claims on Reinsurance 590,420 

Other Liabilities 6,662,497 
Accounts Payable 6,662,497 

Capital 439,740 
Capital 240,089 
Surplus from Asset Revaluation 199,651 

Total Liab., Reaemres and Surplus 21,330,168 

Source: Financial Statements, INS. 



Table X-4 

INS Balance Sheet 
December 3 1 ,  1991 

(thousands of colones and percents) 

Cash and Bank Deposits 
Financial Investments 
Short term Investments 
Long ' term Investments 
Mortgage Loans 
Other 

Property and Equipment 
Equipment (Net) 
Buildings (Net) 
Land 

Other Assets 
Premiums To Be Received 
Other 

Total Assets 26,721,655 

Liabilities, Reserves and Surplus 

Technical Reserves 18,412,255 
Mathematical Reserves 6,064,031 
Unearned Premiums 4,321,783 
Pending Claims & Expired Policies 4,470,780 
Contingency 1,004,809 
Crop Contingency 528,843 
Dividends to Insured 63,297 
Earthquakes 1,091,998 
Pendhg Claims on Reinsurance 607,814 
Contingency on Reinsurance 258,899 

Other liabilities 7,637,243' 
Other liabilities 7,637,243 

Capital 672,157 
Capital 240,089 
Surplus from Asset Revaluation 199,651 
Current Income (Net 1 232,417 

Total L i a b . ,  Reserves and Surplus 26,721,655 

Source: Financial Statements, INS. 



From these it can be seen that the three m i n  asset cat2gories of 
the INS are: 

Mortgage Loans (about 40 percent of total assets); 

Short Term Investments (between 15 and 19 percent of total 
assets); and 

Premiums to be received (about 13 percent of total assets). 

Reserves 

Although the technical reserves of an insurance institution are 
of ten referred to as funds, they' are simply bookkeeping entries 
that 'are actuarially determined to measure the liability of the 
institution under policy contracts outstanding. Thus, the reserve 
is a liability, and it is necessary for the institution to hold 
assets to offset that liability in order to remain solvent. 

From the INS balance sheets presented as Tables 3 and 4 it is clear 
that the three most important types of technical reserves for the 
INS are, in terms of anaunts accumulated: 

Mathematical Reserves (24 percent of total assets); 

Unearned Premiums (about 16 percent of total assets); and. 

Pending Claims (between 14 and 17 percent of total assets); 

INS reserves, as reported on the respective balance sheets, reached 
14,228 million colones in December 1990 and 18,412 million colones 
in December 1991. These figures represent between 66 and 69 
percent of total assets for these years. This means specifically 
that, for 1991, of the 26,700 million colones reported by the INS 
in total assets at the end of the year, 18,412 million colones 
(68.9 percent) are required as backing against policy reserve 
liabilities. In other words, over two thirds of the total assets 
held by the INS represent assets held to support resenre 
liabilities. Furthermore, it should be noted that in the early 
1980s this ratio was even higher: reserves then represented about 
four fifths of total assets. (See Table X-5 .) 

It should also be noted that', since 1983, financial investments 
have represent between 73 and 90 percent of reserve liabilities. 
This percentage should, in fact, probably be closer to 100 percent. 



Table X-5  

INS: Comparison of Reserves, Assets and Financial Investments 
(millions of colones and percents) 

Year Resemes Assets Financial Reserves Fin. Inv, 
Investments Assets Reserves 

Source: Financial Statements, INS. 

Investment Practices 

At first sight, the growth over the last eleven years of INS 
financial investments in absolute terms seems to be considerable: 
from 1,491 million colones in 1981 to 14,600 million colones in 
1991 (9.8 times) . Considering that the CPI grew only 7.7 times 
over this same period, it can be seen that financial investments 
grew in real terms. 

In general, the financial investments made by the INS can be 
classifieri in two broad portfolio groups: 

the Investment Portfolio, consisting of investments, both 
short and long term, in securities; and 

the Mortgage Portfolio, consisting of loans to policyholders 
and other mortgage loans. 

Of these two categories, the mortgage portfolio has been dominant, 
representing over the last seven years more than 66 percent of INS 
financial investments. Furthermore, it should be pointed out that 
the relative importance of mortgage loans has had a tendency to 
increase over time. During the first four years of the 1980s the 
INS mortgage portfolio oscillated between 49 and 65 percent of 
total financial investments, while in recent years (since 1986) 
mortgage loans have oscillated between 68 and 80 percent of 
financial investments. (See Table X-6.)  



Table X-6 

INS: Financial Investments by Category K 

(millions of colones and percent of total financial investments) - 

Investment 
Year Portfolio 

Mortgage 
Portfolio 

TotalFinancial 
Investments 

Source: Financial Statements, INS. 

The performance of these two broad categories of financial 
investments has yielded very different results. A general 
description of the structure and rates of return obtained by each 
portfolio is presented in the two following sections. 

The Investment Portfolio (Inveetments in Securities) 

This category includes investment in both short and long term 
securities, using either the INS'S own resources or other resources 
given to the INS to be administered by it. Looking at the 
structure and the rates of return for different types of 
investments in this overall category as of December 1991, several 
points should be highlighted: 

even though the majority of the assets are the INS'S own 
resources, the resources given to the INS to be administered 
provided a significant 30 percent of all financial 
investments ; 

the main investments in this catesorv are short term 
certificate of deposit in dollars (31 -3% percent) , short term 
public sector bonds and monetary stabilization bonds (55.35 
percent) that include both own and administered resources, and L 

short term certificates of deposits in colones (10.42 
percent) . 
an overwhelming majority of all investments (97.12 percent) 
are short tern; and 



the short term assets obtained with the INS'S own resources 
had a positive real rate of return, while the short term 
assets obtained with the INS1s administered resources, as well 
as the long term investments, experienced negative real rates 
of return. (See Table X-7 . )  

Table X-7 

Structure and Performance of INS Investment Portfolio 
December 31, 1991 

(millions colones and percents) 

Investment Type Amount 

INS Resources 

Short Term 

Certfs. of Deps. col. 505.0 
Certfs. of Deps. US$ 1,518.3 
Govt. Bonds 1,318.8 

Total Short Term 3,342.1 

Long Term 

Govt. Bonds 35.0 

Total INS Resources 3,377.1 

Percent Average 
of Total Rate of 
Investment Return 

Administered Resources 

Short Term 

Gov~. Bonds 1,363.1 28.13 1 23 - 4 7  

Long Term 

Govt. Bonds 104.0 2.15 18.00. 

Total Resources i, 467.1 30.29 23.08 

Total Investments 4,844.2 100 -00 , 32.02 

Source : Registro Auxiliar de Inversiones, ~e~artaniento de 
Tesoreria, INS. I 



In tables X-8 and X-9 on the following pages, the structure and 
rates of return of the INS investment portfolio are presented for 
each year over the period 1983 through 1991. 

Table X-8 

Structure of INS Investment Portfolio - -  1983-1991 
(percents of total investment portfolio) 

Investment Type 19  83 1984 1985 1986 19 87 

INS Resources 9 7 . 1  9 9 . 9  80.5 87 .3  93 .4  

Short Term 9 7 . 1  99 .9  78.2 82.6 7 9 . 1  
Cert. Dep. Col. 75.2 7 4 . 1  16.6 28 .4  30 .2  
Cert. Dep. US$ 0.8 1 . 8  2.6 3 . 5  5 . 4  
Collateral Notes 0.0 10 .6  9 .6  0 . 0  13 .3  
Govt. Bonds 2 1 . 1  1 3 . 3  49.3 50 .6  30.3 

Long Term 0.0 0 . 0  2.3 4 .8  14.3 
LACSA Bonds 0.0 0 . 0  1.3 0 .0  1 . 3  
Other Bonds 0.0 0 . 0  1 . 0  4 .8  13 . O  

Admin. Resources 2.9 0 . 1  19.5 1 2 . 7  6 . 6  

Short T. Govt. Bonds 2.9 0 . 1  9 . 7  0.0 0 . 1  . 
Long T. Govt. Bonds 0.0  0 . 0  9 .8  1 2 . 7  6.5 

Investment Type 1988  1989 1990( * )  W(*) 

INS Resources 93 .O 85.5 77.4 69.7 

Short Tern 87.8 84.0 76.5 69.0 
Cert. of Dep. Col. 22.6  25.4 18.6 10.4 
Cert. of Dep. US$ 5 . 6  3 . 7  4 .0  31.3. 
Collateral Notes 9 .7  6.9 0 .0  0.0 
Govt. Bonds 50.0  4 8 . 1  53.8 27.2 

Long Term 
LACSA Bonds 
Other Bonds 

Administered Resources 7 .0  14.5 22 .6  30.3 

Short Term Govt. Bonds 3 .7  11.2 2 0 . 1  2 8 . 1  
Long Term Govt . Bonds 3 - 3  3.3 2 . 5  2.2 

Source: Table 29, Anexo Estadjstico, Evaluacidn del Instituto 
Nacional de Seguros, 1983-1989. 

(*) Estimated from Registro Auxiliar de Inversiones. 
I 
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Table X-9 
Rates of Return on INS Investment Portfolio - -  1983-1991 

(percents) 

Inves bent Type 1983 19 84 1985 1986 19 87 

INS Resources ' 21.9 19.3 20.2 21.4 18.5 

Short Term 21.9 19.3 20.6 21.9 19.2 
Cert. of Dep. Col. 22.1 20.1 21.4 32.4 20.0 
Cert. of Dep. US$ 9.8 13 - 4  21.3 8.2 8.6 
Collateral Notes n.c. 18'. 1 20.0 n.c. 20.3 
Govt. Bonds 21.8 18.4 21.5 17.5 21.4 

Long Term n.c. n.c. 17.2 12.6 12.7 
LACSA Bonds n.c. n.c. 19.0 n.a. 2,O. 0 
Other Bonds n.c. n.c. 17.2 12.6 13.7 

Admin. Resources 
Short T. Gvt. Bonds n.a. 18.0 20.0 0.0 19.6 
Long T. Gvt . Bonds n. c. n.c. 12.3 12.6 17.2 

Rate of Inflation 10.7 17.4 10.9 15.4 16.4 

Real Ret. INS Res. 11.2 2.0 9.3 6.0 2.1 

Investment Type 19 88 1989 1990 1991 

INS Resources 18.7 20.6 29.6 35.9 

Short Term 
Cert. of Dep. Col. 
Cert. of Dep. US$ 
Collateral Notes 
Govt. Bonds 

Long Term 
LACSA Bonds 
Other Bonds 

Administered Resources 
Short Term Govt . ~on'ds 21.4 19.8 21.9 23.5 
Long Term G o v t .  Bonds 17.1 18.0 18.0 18.0 

Rate Inflation 

Real Rate of Return INS Res. -6.6 10.7 2.4 10.6 

Notes : n.c. = not comparable. n.a. = not available. 
Source : Treasury 

I 



With respect to the structure of the investment portfolio, the 
following should be highlighted: 

the relative importance of investments derived from the INSt 
own resources and administered resources has varied 
significantly, as less than 3 percent of the investments were 
obtained from zdministered resources in 1983, while in 1991 
30.3 percent of investments were obtained from that source; 
and 

the importance of certificates of deposits in colones 
relative to those in dollars has changed markedly, as 
certificates of deposits in dollars' represented less than 1 
percent of the investment portfolio in 1983, while in 1991 
they represented 31.3 percent of that portfolio. (See Table 
x-8.IS6 

With respect to the rates of retuin experienced, it is important to 
note that for every year except 1988 the investment portfolio has 
yielded positive real rates of return. (See Table X-9.) 

The Mortgage Portfolio (Mortgage Loans) 

Mortgage loans are usually granted for housing purposes, for terms 
that vary between ten and twenty years, and at interest rates 10 or 
more percentaae points below those established by the government 
owned banks. The reason given for investing under such 
unfavorable conditions has usualiy been social desirability. This 
is done in clear contradiction of ~rticie 21 of the Basic Law of 
the INS which states that technical reserves should be invested 
under the best conditions of profitability andliquidity. As might 
be expected, investments in mortgage loans have been vulnerable to 
increases in the rate of inflation, thereby often yielding negative 
real rates of return. (See Table X-10.) 

%t should be noted that al.1 INS deposits are in government. owned banks. 

n~ndividuals with INS life insurance golikies are eligible for housing 
loans. 



Table X-10 

Ratea of Return on the INS Mortgage Portfolio - - 1984-1989 
(thousands of colones and percents) 

Year Portfolio Gross Rate Net Rate Rate of Real Rate 
on June 30 of Return of Return Inflation of Return 

Net rate of return deducts administrative costs of investment. 

Source : Departamento de CrGditos, 

Financial Soundness of the INS 

INS. 

Notwithstanding the assets, capital and reserves of the INS, it is 
not possale to reach any clear conclusions about its financial 
soundness based on the information that has been made available by 
the INS. In any case, the following points should be noted: 

The amount of assets accumulated by the INS does not insure 
5ts solvency. The quality of these assets must be reviewed as 
well as the extent to which these assets are in excess of 
liabilities, including a realistic estimate of the reserves 
necessary for complying with the terms of policy contracts. 
The INS appears to have adequate assets to cover its 
liabilities (i-e., in 1991  reserves were about 69 percent of 
assets). However, to take a position on this point, it would 
be necessary to have adequate actuarial studies to determine 
the prudent level of resenres for each of the insurance lines, 
but at the present time there is not even any actuarial 
regulation or supervision of the INS. 

For the five years since 1987, the INS as a whole has produced 
annual operating surpluses, but it should be noted that in 
each of these years the re-insurance component has run a 
deficit . Moreover, there is evidence of cross - subsidies amoog 
the different insurance lines. For example, in 1990 and 1 9 9 1  
the lines of personal insurance had operating surpluses, while 
the lines of fire and earthquake and voluntary automobile 
insurance had significant deficits. Because of the monopoly 
position of the INS, and consequently the lack of market 
discipline where clients can change to another insurance 
.campany, certain insured groups can be forced to subsidize 
other insured groups within broad limits. 



Conclusions and Recommendations 

Concluaione 

The INS was created with the primary objectives of creating a 
pennanent.governrnent monopoly and establishing a significant 
source of income for the government. These two objectives, 
which have been the main criteria under which the INS has 
operated, clearly represented the wishes of the legislature at 
the time the INS was created in the 1920s. 

The govekunent8s insurance monopoly was implemented in a 
gradual manner according to the type of insurance: life 
insurance, fire insurance and work related insurance were all 
implemented in the 1920s; fidelity insurance in the 1930s; 
automobile insurance in the 1940s; and integral crop 
insurance, obligatory automobile insurance and reinsurance in 
the 1970s. 

The INS is an autonomous institution governed by a Board of 
Directors named by the President. It enjoys administrative 
independence but -is subject to various-external laws and 
decrees. In fact, there are numerous laws (e.g., the General 
Public Administration Law, the National Planning Law, the Law - 

for the Financial Equilibrium of the Public Sector, and the 
Law for Creation of the Budget Authority) that have important . 
implications for the operations of the INS. 

The INS is not subject to actuarial or technical supervision - - not even in such crucial matters as rate making, reserve 
valuation and marketing practices. 

The Basic Law creating the INS does not put any detrimental 
restrictions on the actions of the Board of Directors with 
respect to investments. However, important restrict ions have 
been added, mostly by external sources not controlled by the 
Board, &d these have affected investment performance, either 
indirectly-by limiting the resources available for investment 
or directly by imposing certain types of investment options. 

The INS does not generally consider investment income in its 
rate making. This is true for all lines of insurance offered, 
except life and work related insurance. Investment income 
could have been used to lower the premiums that policyholders 
Pay - 
The amount of assets accumulated by the INS is significant 
and, as bf the end of 1991, represented about 50 percent of 
the assets of the Banco Anglo Costarricense and about 58 
percent of the total assets of the I V M  pension system 
administered by the CCSS. 



As of December 1991, about 55 percent of INS assets (i.e., 
14,600 million colones) were financial investments. 

Financial Investments can be categorized in two groups: 

Investments in securities (about 28 percent of financial 
investments) ; and 

Investments in mortgage loans (about 72 percent of 
financial investments) . 

The performance of these two broad categories of financial 
investments has been very different. Investments in 
securities have been quite satisfactory, providing positive 
real rates of return throughout the period 1983 -1991 except in 
1988. On the other hand, investments in mortgage loans have 
consistently yielded negative real rates of return throughout 
the years from 1983 to 1988. 

Recommendations 

It is evident that circumstances, as well as political views of the 
governmentf s role in insurance, have changed significantly since 
the creation of the governmentls insurance monopoly. For this 
reason, the main recommendation to improve the provision of 
insurance in Costa Rica, and especially the role of insurance in 
financial markets, is to press for a series of in-depth technical 
studies to analyze the conditions under which a more competitive 
insurance market might be beneficial to the country, including its 
role in financial intermediation. 

These studies should analyze and make formal proposals in each of 
the following areas: 

creation and implementation of adequate technical supervision; 

deregulation of the INS to allow it to compete with private 
companies ; 

new regulations needed in a competitive market, including 
consideration of: 

organization and licensing of insurance and reinsurance 
companies ; 

types of operations and insurance lines that will be 
permitted; 

rate making regulations; 

. product authorization, including requirements to 
introduce new products; 



marketing practices, including the authorization of 
insurance agents and the regulation of publicity; 

. solvency of insurance companies, including standards for 
reserve and liability valuation, standards for asset 
valuation, investment regulations, and regulation of 
expenses, capital and accumulated surplus; and 

special legislation for fidelity insurance, collective 
insurance and obligatory insurance. 



Chapter XI 

Conclusions and Recommends tions 

There is no question of the importance that the modernization of 
the financial system can have within a process of structural 
adjustment geared toward promoting economic growth and a more 
active participation in world markets. It is also desirable that 
such modernization keep pace with policy reforms and liberalization 
in other sectors of the economy. 

E- 

The Costa Rican financial system has undergone numerous key reforms 
during the past ten years, and especially since 1984, with probably 
the most important being the general recognition that the 
efficiency of financial intermediaries matters. Most chaiqes have 
benefitted-the banking system, which has traditionally been the 
most visible and important part of the financial system, while less 
improvement can be found in other segments, that is, in non-bank 
financial intermediation. . - 

The most significant reforms for the banking system have been 
related to .the reduction in the Central Bank8 s historically 
excessive regulation of commercial banks, both government-owned and 
private, as well as improvements in the supervision of private 
banks. Interest rates were freed from Central Bank regulation in 
order to respond to market forces. Monetary policy also shifted. 
from instruments acting through the asset side of bank balance 
sheet to the more traditional and typical ones that work on the 
liabilities side. An important example is the elimination of 
credit ceilings determined by the Central Bank - - an, instrument 
that was used widely in Costa Rica until the 1980s. 

Measures to improve competition in the banking system have also 
been implemented during the past ten years. . Simplification of 
procedures related to Central Bank regulations, accessiby private 
banks to more diverse sources of funds (including not only deposit - 
like instruments but also credit from the Central Bank itself) and 
improvements in information available to the public are among the 
areas that have been addressed. At the same time, supervision has 
been improved, especially for private banks, through legal reforms 
and administrative measures to protect depositors and reduce the 
risk of bank failures. 

Although modernization of the Costa Rican financial system is 
clearly underway, there is still ample room for further 
improvements in the process. This is true not only for the system 
as a whole but even for the banking system where certain reforms 
are still badly needed. At least four key areas, should be . 
emphasized as the focus for continuing financial sector reform in 
the near future: 



- improvements in prudential regulation and supervision of 
financial intermediaries; - 

improvements in the functioning of government-owned financial 
institutions; 

reduction of fragmentation in the financial sector; and 

increased competition among various entities in the financial 
system, both domestic and foreign. 

Supervision 

The process that began in the mid-1980s to modernize the 
supervision of financial intermediaries is still at a critical C 

stage due a variety of problems that continue to affect the 
performance of the Auditoria General de Entidades Financieras 
(AGEF) 'that must still be strengthened in several respects. The 
danger of reversion in the process of supervision of government- 
owned and private banks, as well as financieras, must be guarded 
against, The replacement of obsolete supervision techniques that 
stressed traditional auditing procedures by modern concepts that 
include loan and asset assessment, financial analysis, insider 
lending, etc., is an urgent reform that is still incomplete. 

The range of the supervision of financial intermediaries is another 
area of ongoing concern. The possible extension of AGEF 
responsibilities to BANHVI and the mutuales, as well as to credit 
unions, should be studied, and the supervision of these entities 
should be assigned to some institution or other, with the decision 
implemented by an appropriate legal reform. Possible overlapping 
between the AGEF and the Comision Nacional de Valores in the 
regulation of securities issues and exchanges must also be avoided. 
Moreover, to the extent that financial liberalization is extended 
to other areas such as pension and insurance systems, prudential 
regulation and supervision by the AGEF, the Comision Nacional de 
Valores or some other specialized entity is crucial to take 
advantage of the stimulus that such changes could give to the 
development of capital markets in Costa Rica. 

Government-owned Financial Institutions 

Reduction in the non-competitive aspects of the banking system is 
a highly important issue. So long as no political decision is made 
to eliminate the monopoly of government-owned banks on demaxid 
deposits, improvements in the functioning of those banks ks 
essential. Moreover, although interest rates have been freed from 
Central Bank regulation, problems of dispersion around a market 
rate and excessive spreads between rates on loans and  deposit,^ 
remain. 

I 



The crucial importance not only of banks but also of other 
government-owned financial intermediaries - -  BANHVI, the Banco 
Popular, the Instituto Nacional de Seguros, the various pension 
systems, etc. - - tends to be an obstacle to the development of the 
Costa Rica financial system, especially as far as their resource 
mobilization is strongly oriented toward financing fiscal deficits, 
so that funds are not necessarily allocated in accordance with 
private sector development needs. 

Integration of  the FinancLal System 

The integration of a highly fragmented financial system is also an 
important area to be addressed in the near future. Regulation and 
supervision for macroeconomic and prudential purposes cover only a 
part of the system, thereby leading to other elements of the system 
that do not have to compete on the same basis, such as the very 
short-term instruments offered through the securities exchange and 
the credit union system. Measures to reduce segmentation in the 
Costa Rican financial system are also required in connection with 
the dual system represented by domestic and off-shore operations. 

The lack of an effective capital market to provide longer term 
financing in Costa Rica and the need to make decisive improvements 
in this area are issues that are widely recognized. The 
integration of insurance and pension funds with the financial 
system instead of limiting their scope to investment in government 
debt instruments constitutes a very important objective for the 
near future. It is also important to introduce appropriate 
supervision of private pension systems in order to foster their 
operations and thereby not only to reduce the destabilizing burden 
on the government-operated regimes but also to increase long term 
savings. 

It should be noted that analyses of the Costa Rican financial 
system have usually lacked of a comprehensive treatment that would 
disclose the importance of several kind of financial institutions 
other than banks. This point 'is emphasized in this report because 
of the importance of these institutions in the financial sector, as 
well as their potential role in promoting a long term capital 
market in Costa Rica. 

Inczeaeing Competition i n  the Financial System 

Ways to increase competition in the financial system also deserve 
special consideration. Competition with foreign financial 
intermediaries is related to the decision to set up business 
directly in domestic markets or to operate from abroad. In either 
case, legal aspects have to be addressed to facilitate contracts in 
foreign currencies, and this is currently under discussion in the 
Costa Rican Congress as part of the reform of the Currency Law, 
along-with other legal limitqtions on operations of international 
banks. On the other hand, ,domestic competition also requires 



further analysis on certain key issues such as the equal treatment 
of different intermediaries in terms of regulations, as well as the 
problem of fragmentation of the market., including the existence of 
an informal financial market noted above. 

Liberalization of regulations with respect to the entry of new 
participants in the market is another important issue. Increased 
flexibility to enter the market, by eliminating or reducing 
barriers to entry, is a prerequisite to reducing whatever 
oligopolistic elements may still exist in the system, Opening 
competition instead of privatization' could also be a viable 
solution for the insurance market. Moreover, as noted above, 
reform of legislation on pension systems is needed to foster the 
operation of private pension funds ~ith~appropriate regulation and 
supervision. 

Specific Recammendations 

The remainder of this chapter consists of specific recommendations 
for high-priority measures to be undertaken for continuing 
financial reform and liberalization in Costa Rica. Also included 
are suggestions for further study and the main conclusions on which 
these recommendations and suggestions are based. 

Macroeconomic Issues and Financial Intermediation 

During the past ten years, continuing efforts have been made by the 
Costa Rican Government to deal with the fundamental macroec~onomic 
imbalances that constitute a serious obstacle to economic growth. 

Short term policies, both fiscal and monetary, have continually 
been used to reduce the size of the public sector deficit, to seek 
out less harmful ways to finance it and to compe;nsate, at least 
partially, for the monetary expansion caused by the Central Bank1 s 
deficit. As a result, the combined pi;2lic set'ior deficit (which 
includes the non-financial public sector deficit and the Central 
Bank's quasi-fiscal deficit) has been kept under relative control, 
and the Central Government and other governmental agencies have 
ceased to be financed through monetarylexpansion. 

Structural ref o m  have also been introduced in the macro- f inancial 
environment. Some important sources of rigidity in government 
expenditures have recently been targeted, while legal reforms 
already approved by the Costa Rican :congress have reduced the 
impact of some perverse factors such as ,the pension regimes and tax 
exemptions. At the same time, the external public debt 
renegotiations concluded in 1990 have had a ~lnajor favorable impact 
not only on the balance of payments position of the country but 
also on the Central Bank's deficit. ! 



In the foreign exchange area, as well as in pricing policies, 
actions have also been taken as part of the slow but continuing 
process of policy reform geared toward the liberalization of the 
economy. The policy of exchange rate adjustment through a crawling 
peg system was recently replaced by a "dirty floatn regime, where 
the rate is determined by the participating financial 
intermediaries taking into account market forces. Moreover, there 
is now less reliance on government regulation and determination of 
prices as compared with ten years ago. 

There is nonetheless still room for further improvements in the 
macro-financial situation and related policies. The volatility in 
the fiscal deficit not only introduces a destabilizing element each 
year but also creates unfavorable expectations. More actions are 
required to reduce the fragility of the fiscal situation through 
structural reforms in both expenditures and taxes and to reduce the 
overall size of the public sector that is still so large that it 
leads to a ncrowding-outn effect. 

Returning the required flexibility to monetary policy is also 
crucial, especially since the public sector deficit situation is 
fragile. A pennanent solution to the problem of the Central Bank' s 
losses, by transferring them to the government budget and using 
sound financing methods for the resulting increase in the deficit, 
not only enables monetary policy to be carried out properly but 
also appropriately returns the Central Bank's losses to their 
source. 

Finally, further efforts are required in the area of pricing 
policies, but mainly with respect to eliminating the legal 
rigidities for foreign exchange translations. This becomes an 
increasingly important issue as the process of economic 
globalization continues and the openness of the Costa Rican economy 
increases in both the current and capital accounts of the balance 
of payments. 

Banks and Financieras 

The Costa Rican banking system has come a long way during the past 
ten years. This is true for both the government-owned and the 
private banks. 

A large group of small but generally financially sound private 
banks exist. They have developed a wide range of credit and other 
services aimed at a commercial ( I  wholesale8 ) clientele. The 
controlling ownership groups of most of the private banks have 
established offshore affiliate banks, which provide an assortment 
of mostly U.S. dollar based deposit and credit services. Some are 
looking toward the day when they can establish a banking presence 
in Miami. 

I 



Competition from the private banks has forced the government-owned 
banks to modernize, become more efficient and, above all, become 
more responsive to their customers. Unfortunately, it can also be 
said that they have done too little too late. The private banks 
have ,skimmed the cream1 of the private sector corporate business. 
It is doubtful that the government-owned banks will ever be able to 
recover much of the business they have lost. 

Although the government-owned banks show various signs of 
improvement, they are still inefficient and unprofitable 
institutions, beset by deeply entrenched labor unions and the 
implicit excess personnel, over-lapping branch systems and, 
probably worst of all, enormous amounts of bad loans. On a more 
positive note, the Banco Nacional de Costa Rica has recently 
established what appears to be a quality credit administration and 
credit review function. Its allowance for loan losses as a 
percentage of its loan portfolio is considerable lower than that of 
the Banco de Costa Rica. 

Costa Rican private sector bankers continue to complain about the 
legal prohibition against their offering checking accounts and the 
lack of access to the Central Bank rediscount window for liquidity 
needs. They have been very creative at finding an assortment of 
ways to make customerst funds effectively available on a demand 
basis. Also, most of the private banks have off-shore affiliates 
that can at least offer checking accounts in dollars. However, 
none of this is particularly efficient with respect to the 
customers8 needs for normal checking accounts. 

The rediscount issue has largely been solved by the new rediscount 
facility partially funded by USAID and recently made available by 
the Central Bank. This facility should be adequate to protect 
individual f i n a n c w v  souna private sector banks and the private 
bank system, as a whole, from sporadic liquidity crises. However, 
it is unlikely that it will be of any value to an insolvent bank, 
such as most, if not ali, of those that have failed in recent 
years. 

The recomaendations that are indicated by the 
investigation for this report are the following: 

1. Legislation should be passed enabling private sector banks to 
offer checking accounts. It will only simplify what they are 
already doing and enable the Costa Rican public to be more 
efficiently and economically served. It is reasonable to 
assume, however, that this would have another negative impact 
on the government-owned banks since they would most likely 
loose substantial checking account balances from large, 
corporate and commercial customers. 

2. The AGEF needs considerable further strengthening in order to 
enable ,it to monitor the banking system adequately, take 



preventative measures to avoid or, at least minimize, the 
impact of bank failures, and to enable it to generate quality 
financial information for the system as a whole. (For more 
detail', see the chapter on the supervision of financial 
institutions. 1 

3. Legislation or at least Central Bank policy should be 
developed to force the off-shore banks doing business in Costa 
Rica, includinu non-Costa Rican banks, to provide quality 
financial data on at least a quarterly basis and financial 
statements independentlyauditedby internationally recognized 
accounting firms. They should also be required to submit to 
AGEF examination if they want to do business in Costa Rica. 
This is the direction of banking law and regulation in the 
United States and Europe, as evidenced by recent legislation. 
There is no obvious reason why the Costa Rican public would 
not be better off if the banks wanting to serve that public 
were better supervised. 

4. Inasmuch as the government-owned banks are inefficient and 
generally unprofitable, a concerted effort should be made to 
study alternatives toward the end of privatizing or merging at 
least three of the four banks, excluding the Banco Nacional de 
Costa Rica. (Banco Nacional de Costa Rica and Banco de Costa 
Rica, combined, only earned approximately U.S.$200,000 in 
1991, and this figure is highly suspect.) The Banco Nacional 
is showing some significant signs of progress. It is also the 
largest commercial bank in Central America and should be able 
to focus the financial and human resources necessary to make 
itself into a reasonably efficient and competitive 
institution. If one government-owned bank can become 
efficient and competitive andmake commercial banking services 
available throughout Costa Rica, as all four are currently 
attempting, there is no apparent reason to have four such 
entities essentially competing with each other at the expense 
of the Costa Rican public. 

L e g a l  and R e g u l a t o r y  Framework 

A c c e s s  to C e m t r a l  Bank C r e d i t  and O t h e r  Powers of the C e n t r a l  
Bank 

Legal reforms required: 

1. Restrict the Governmentf s access to Central " Bank credit 
exclusively to Treasury Bills (Letras del Tesoro) and reduce 
the present limit from 1/12 to 1/24 of the National Budget. 
As part of a system of checks and balances, a system of public 
information (i.e., quarterly reports fromthe Central Bank to 
the Congress) should be created that would include the amount 
.of each transaction in Treasury Bills. 



2. Restrain clearly all possibilities for the Central Bank and 
the government owned banks to finance the Government in 
indirect ways such as using reserve requirements for this 
purpose. 

3. Eliminate access of CODESA and INFOCOOP to Central Bank 
credit. 

4. Restrict the power of the Central Bank to engage in foreign 
borrowing, so that it needs the approval of Congress except 
for borrowing for temporary balance of payments support from 
organizations such as the International Monetary Fund or other 
central banks. 

5. Make clear that the nature of rediscount facilities from the 
Central Bank to the government owned banks is solely as a 
lender of last resort, so that the rediscount rate should 
always be above market interest rates and never lower than the 
six-month deposit rate (the basic rate). 

6. Extend to private banks, but not to f inancieras, access to the 
Central Bank rediscount window, but only at rates higher than 
the six-month deposit rate. This facility should be subject 
to qualified voting by the Central Bank's Board (i.e., a two- 
thirds majority) and would only be used when required to avoid 
an increasing lack of confidence that could affect the whole 
financial system.58 

7. To enforce the legal provisions for the former public sector 
external debtors to' the Central Bank, derived from debt 
rescheduling and renegotiation, a legal reform should impose 
penalties not only on the delinquent institutions but also on 
the Central Bank if it fails to use promptly the mechanisms 
contained in the law to deal with these overdue obligations. 

8. Eliminate the Central BankD s legal power to determine interest 
rates on loans to small fanners and other groups, and thereby 
eliminate the need fcr the Central Bank to have the power to 
impose codssions on these loans to increase their rates 
administratively. 

9. Initiate a study of the appropriateness of maintaining the 
general power of the Central Bank to fix interest rates and 
conmuissions. Even if such powers remain, the problem of 
fixing prices and quantities simultaneously should be 

%he denial of accees to financierae is based on the present limit of no 
lese than eix months for their certificates of investment. If this were changed 
to be equal to the private bankat regime, further study would be needed to 
analyze the advantages of having both banks and financisraa eligible instead of 
only banks. 



addressed, along with the dubious gains from fixing either of 
them. 

10. Limit, by law, the power of the Central Bank to impose 
detailed credit ceilings in order to avoid the negative 
effects of possible highly interventionist Central Bank 
policies in the future. 

11. The practice of using reserve requirements as a way ,to finance 
the Government has largely been abandoned. Although this 
practice has no clear basis in Costa Rican legislation, a 
legal reform to eliminate this possibility could be important 
for the future since this mechanism has been used in the past. 

Central Bank Independence 

Legal reforms required: 

1. Initiate legal reforms to increase the independence of the 
Central Bank. Since financins public sector deficits and 
pro j ects to promote economic deveiopment have undermined its 
main responsibility to maintain a stable value for the 
currency, it is necessary to reduce as much as possible the 
influence of electoral considerations in the process of making 
monetary policy. 

2. While it is worthwhile to maintain the position of Executive 
President and the presence of the Minister of Finance on the 
Central Bank's Board, legal reforms should be initiated to 
promote the general interests of Costa Rican public in the 
process of naming the Executive President and thelother five 
Board members. For that purpose, participation of the 
Congress and lengthening of the period of appointment for 
Board members, except the Minister of Finance, are 
alternatives that could be explored, as proposed by Lizano 
(1991) .59 I 

%is topic, as well ae the whole section, draws heavily on Lizano (1991) . 
His proposal is based on: (1) maintaining a Board of seven members, including 
the Executive President and the Minister of Finance ; (2) the Executive President 
would be appointed by a two-thirds majority of the Congress for a'period of ten 
years; (3) similar procedures would established for the other five Board members, 
who would be replaced one at a time each two years; and (4) conflicts between the 
Executive Branch of the Government and the Central Bank Board would be settled 
by the Congreae , and if its aecieion is againat the Board, the Board members have 
to reaign. In this way, some political control over the competence of the Board 
would be maintained. I 



Issues Related to Banking Policy 

Legal reforms required: 

I. Provide technical assistance to the Central Bank to improve 
its system for the analysis and ranking of banks, in order to 
enhance the protection of investors as long as the Central 
Bank continues to have the responsibility of authorizing the 
issuance of certificates of investment by private banks. 

2. Analyze in depth the disparities in leverage limits for 
different financial institutions, as well as the legal 
measures required for a uniform and widespread protection for 
all savers, taking into account the differences among the 
various types of financial intermediaries. 

3. Provide informed advise to the Central Bank with respect to 
problems of credit concentration and credit to related 
economic groups, taking into account experiences in other 
countries as well as domestic legislation. 

4. Initiate a study of the appropriateness of creating a deposit 
insurance system, taking into account not only the legal 
provision included in the Banking Reform Act of 1988 to create 
such insurance, but also the possible shortcsmings of such a 
system, especially in terms of moral hazard (laxity on the 
part of both depositors and financial intermediaries in making 
financial decisions without an adequate assessment of risk). 

5. Carry out additional legal studies with respect to the reforms 
required to make completely effective the Central Bank's power 
to increase minimum capital requirements for existing private 
banks within reasonable limits. 

6. Clarify Article 298 of the Banking Reform Act of 1988 (Ley 
7107, Ley de Modernization del Sistema Financier01 to express 
clearly that the minimum capital requirement for a "banco 
solidaristan should be 50 percent of that for private 
commercial banks and not 50 mil1,ion colones. 

7. Eliminate the possibility for government owned banks to grant 
subsidized credits to any group. Interest rates on loans 
below the market rate for deposits should not be permitted, or 
at least should be covered by an equivalent transfer from the 
national budget to the bank. 

8. Initiate further analvsis with resnect to the ref o m s  recruired 
in the Banking syst& Act to pro<ide government owned -banks 
with effective surveillance mechanisms over their efficiency 
and financial results. This would include eliminating 
electoral considerations when appointing members of their 
boards. I 



9. Eliminate all legal dispositions that force government owned 
banks to lend to specific economic sectors, thereby 
recognizing that creditworthiness and feasible productive 
projects cannot be created by law. 

10. Present a legal reform to eliminate the existing 8 percent tax 
on interest from colon-denominated deposits, bonds and similar 
instruments. 

Regulations Differentiating Financieras from Banks 

Legal reforms required: 

1. Initiate an in-depth analysis of the justification for having 
both banks and financieras and of the differences in 
regulations and requisites pertaining to each of them. Claims 
by financieras for a regime similar to that of private banks 
could lead to the conclusion that they should in fact be 
converted into banks. 

2 . Reform Central Bank regulations for financieras wanting to 
convert to banks by recognizing that they have a record in the 
rarket and a history of regulation by the Central Bank and - - 
supewision by the AGEF, so that requisites should not be as 
severe as for the creation of a new bank (but with no . 
reduction in minimum capital requirements). 

- 

3. Provide financieras with the same regime as applied to private 
banks in areas not related to the key elements that makes them 
different from each other, such as the possibility to 
participate in the foreign exchange market. This reform is in 
fact included in a bill under consideration by Congress to 
modify several aspects of the foreign exchange system. 

4. In the case that the ,conclusion is reached in the study - 
mentioned above, that there should be no differences between 
banks and financieras, a legal reform should be developed to 
facilitate the merging of f inancieras to expedite their 
conversion into banks. 

Foreign Exchange Operations 

Legal reforms required: 

1. Initiate a legal reforxt'to the Currency Act (Ley de la Moneda) 
to establish clearly that loans stipulated and disbursed in 
foreign currencies by private and government owned banks and 
financieras must be repaid in the same foreign currency. 

I 



2. Eliminate the powers of the Central Bank to impose 
quantitative and qualitative restrictions on foreign 
transactions, as is proposed in a bill currently under 
consideration by Congress. 

3. In the case that the power of the Central Bank to impose prior 
deposits on imports and other foreign payments continues in 
effect, as contemplated in the bill mentioned above, some 
limits should be included, such a similar treatment for all 
activities, that would prevent discriminatory percentages 
being applied by the Central Bank's Board. 

4. Since a liberalized foreign exchange market requires removing 
distortions that affect the determination of the price in that 
market i . e . , the exchange rate) , a legal reform should be 
initiated to eliminate taxes and other charges that raise the 
spread between the buying and selling rates (e. g. , the charges 
mandated by law to finance CODESA and the institute for 
cooperative promotion, INFOCOOP) . The law should also prevent 
similar charges by the Central Bank such as those that were ' 

imposed in March 1992 to increase the fund to cover the 
foreign exchange losses of the government owned banks (Fondo 
de Perdidas CambiarYas) and to compensate partially for 
Central Bank losses. 

Supemision of Financial Institutions 

As a result of various modernization efforts, the AGEF's 
supervisory capacity improved significantly during the decade of 
the 1980s. The modernization project initiated in 1988 with 
financing from the World Bank should be noted in particular. 

The process of modernization made sustained advances until the end 
of 1990 when progress stopped as a result of the Auditor General 
leaving his position and the failure to name a permanent 
replacement until September of 1991.: With the arrival of the new 
Auditor General it is hoped that advances will again be achieved, 
-a1 though there are certain doubts concerning the possible 
.orientation, mainly because of the lack of experience of the new 
Auditor General in the area of supenrision and the difficulties of 
coordination with the Central Bank. 

The fundamental recommendation is clearly to proceed with the 
modernization project. With an adequate reorganization and a good 
use of its h* resources, the A G E F , C ~ ~  quickly recover a level, 
if not of excellence, at least acceptable and with good 
possibilities for continuing improveinent. 

Even with this, however, there are needed improvements in the 
regulation and supervision of the Costa Rican financial system that 
go much further. Specifically, the following actions are proposed: 



1. An overall review of the legal and regulatory framework for 
the financial sector, emphasizing in particular the 
deregulation of permitted operations and a strongs-.:- 
enforcement of prudential regulations; 

2. A review of the institutional framework for financial sector 
supervision, eliminating the conflict of powers and 
responsibilities between the Central Bank and the AGEF, that 
is, define in an unambiguous way which institution is in 
charge of supervision and give that institution the tools and 
powers necessary to carry out the task. It is recommended 
that these powers be assigned to the AGEF once the AGEF has 
reached an adequate professional level, but in the meantime 
seek out workable coordination with the Central Bank; 

3. A major strengthening of the AGEF, in which the modernization 
project initiated in 1988 is extended as the first stage, and - 

then proceeding to a major restructuring of the AGEF based on 
an analysis of its functions and organization, including an 
evaluation of ~ersonnel. a likely reduction in the number of 
employees and': strong traj.ning-program in the key areas of 
bank inspection, possibly complemented with the contracting of 
specialized professionals; and 

4. The inspection of other financial intermediaries such as 
credit union and especially pension funds and private 
insurance companies, which could reasonably remain within the 
AGEF because of economies of scale in supervision, although it 
is not recommended to assign the AGEF new tasks until the 
conflict between the AGEF and the Central Bank is resolved and 
the AGEF demonstrates a significant advance in strengthening 
its capabilities. 

Securities Markets and Instruments 

It 'would be advisable to modify the law so that the CNV becomes 
responsible for regulating and supervising commodities exchanges as 
well as securities exchanges, thereby avoiding possible conflicts 
between the Central Bank and the CNV in the regulation and 
supervision of the BNV and/or BOLPRO. In order to overcome market 
imperfections caused by the lack of standardized medium and long 
term securities issues, and recognizing the particular importance 
of promoting the standardization of issues for the medium and long 
term debt of non-financial private companies: 

1. The government could play an important role in generating a 
ndemonstration effectn by issuing standardized bonds for 
maturities longer than one year with a correction for 
inflation that would induce investment over a longer term. 

I 



2. The government could, following the Central Bank, also 
introduce an auction system for government securities that 
would permit financial intermediaries and brokers to acquire 
the primary issues and, subsequently, to sell them with a 
premium in the secondary market. 

3. Since auctions or other more open and competitive systems for 
primary issues could eliminate several market imperfections, 
the CNV and the BNV should promote such changes in the primary 
issues market, with the government taking the lead in using 
such systems for the sales of its securities. 

Given the limited size of the market, establishing more than one 
securities exchange could organize securities markets in Costa Rica 
'in a way that would not take advantage of economies of scale in the 
clearing process. In addition, such fragmentation would scatter, 
instead of'centralize, information about transactions and issuers, 
thereby raising the minimum transaction costs for those who deal in 
these securities markets. However, to deal with the need to 
rationalize the costs of carrying out transactions on the B M ,  some 
actions are required: 

1. It should be insisted with the BNV that the best policy would 
be for the BNV to set the BNVts charges for its services to 
brokers at a level that would permit the BNV a normal return 
on capital, taking into account the risky nature of the 
business, given that commissions that brokers can charge for 
their services have already been completely liberalized. 

2. A legal reform should give the CNV the powers necessary to 
compel the exchange to reduce its commissions when it is 
reaping prof its greater than what could be considered a normal 
competitive return (including the risks of the business). 

3. The CNV should not have power to set different commissions for 
the exchange, but rather it should have the power to insist on 
proportionate overall price reductions because regulators 
cannot be expected to know how to fix cormnissions. 

* 

4. Moreover, the CNV should have a pre-announced system to 
authorize the operation of another exchange through public 
auction that could offer cheaper commissions than those of the 
existing exchange. The mere threat of this power to authorize 
a new exchange would induce the existing exchange to reduce 
its prices. 

5. For additional protection of all concerned, the exchange by- 
laws should also contain limitations on the number of member 
f ixms, brokers and issuers (or their owners and managers) that 
are represented on the board of directors of the exchange, in 
order to avoid decision-making that is biased in favor of one 
grous over the others. There should also be a balance on the 



board among the different types of member firms (those 
affiliated with banking groups and those not affiliated). 

The Government of Costa Rica, in the process of privatizing 
CODESAr s subsidiaries, should take definite steps to sell a major 
part of CODESA's equity in the BNV. However, the government should 
promote the changes mentioned above while CODESA still has a major . 
share of the BNVts equity, before selling a significant portion of 
the governmentOs stake. Moreover, within this system with only one 
exchange, the government should maintain a percentage of its 
ownership of the exchange to serve as a counterweight to anti- 
competitive tendencies such as limiting the number of member 
brokerage firms to those already existing. The government could 
hold a 15 or 20 percent equity stake in the exchange that could be 
administrated through a trust arrangement with an impartial trustee 
acting with a precise mandate on how to represent the government at 
shareholder meetings. 

To overcome the limitations inhibiting the development of long term 
financing in Costa Rican securities markets, the following measures 
are suggested: 

1. The issuance of standardized medium and long term bo24s with 
adjustable interest rates or monetary correction should be 
explored. In general, standardization of medium and long tern 
instruments is crucial for reliable indicators of market 
rates. 

2. With respect to the development of equities markets, it is 
necessary to reform tax laws to eliminate stamp taxes on 
increases in capital and to leave open to competition the fees 
that notaries charse for their certifications. It is also 
necessary to modify-the income tax to eliminate those elements 
that subsidize corporations to incur debt rather than increase 
equity and to &prove the quality of information about 
issuers. 

3. Long-term funds from private insurance companies and pension 
funds could introduce a greater demand for instruments with 
adjustable interest rates or monetary correction, but the 
development of long-term securities markets would also require 
further legal reforms to permit the official use of such 
instruments with adequate regulation. 

As the CNV grows in experience, it should place its main emphasis - 

in the following areas: 
- 

1. With respect to the development of new instruments, it is 
fundamental that the CNV coordinate its activities closely 
with the intermediaries who know the markc.2 much better than 
the majority of the CNVOs staff. 



In reviewing actual products, the CMI should avoid the pitfall 
of assuming that it knows what the market needs better than 
the brokers and other participants in the market. The CNV 
should carefully evaluate whatever changes it introduces or 
promotes in the market, always based on a careful analysis of 
the realities of the market and the demands of the 
participants. If instruments that are in demand are 
prohibited or restricted, these would probably be offered by 
non-regulated entities, and with higher risks for those who 
acquire them, contrary to the objectives of the CMI. 

3. The CNV should play a major role in introducing the necessary 
regulations for securities markets so that there is equal 
treatment for all parties. Some specific cases are: (1) the 
discrimination that some issuers practice by differentiating 
between interest rates paid on funds captured through the 
securities exchange compared to funds captured through direct 
placements; (2) the use of inside information about issuers8 
financial situations and the reliability of the information 
provided by issuers and brokers; and ( 3 )  the role of the CNV 
in reducing the conflicts of interest that can exist among 
various clients of brokerage firms (e.g., when a brokerage 
firm represents an issuer and attempts to sell the issuer's 
bonds to a client when there exist other options that the 
client might prefer if the client knew about them, or the 
conflict of interest that arises when a brokerage firm gives 
preference to its CAV or OPAB to the detriment of other 
clients, etc. ) . 

The role of brokers as dealers in certain kinds of operations such 
as OPAB and CAV contracts should be carefully explored. In the 
meantime, and as a possible permanent solution, OPAB and CAV 
contracts could continue operating as they have been, through 
either brokers or investment funds, with a guaranteed yield, but 
with a more solid base of solvency than either brokers or 
investment funds currently offer, by capitalization and by better 
portfolio and risk valuation systems and more information about 
risks and portfolio management. 

Although more ample powers could be deemed necessary for the CNV, 
it is important that the CNV continue to operate for some time 
within the current legal framework in order to check the attitudes 
that regulatory entities typically adopt with respect to 
authorizing public offerings, the creation of new instruments, and 
self-regulation by brokerage firma and securities exchanges. 
It would be advisable to modify the law so that the CNV becomes 
responsible for regulating and supervising conunodities exchanges as 
well as securities exchanges, thereby avoiding possible conflicts 
between the Central Bank and the CNV in the regulation and 
supervision of the BNV and/or BOLPRO. 



Caja Costarricense de Seguro Social (CCSS) 

The Caja was created to implement obligatory social insurance and 
to increase voluntary insurance, but little effort has been applied 
to the second objective. 

The Caja has divided its services into two separate systems (TVM 
and SEM) that have both been implemented gradually and 
progressively, but independently and with a different timetable for 
each system. The coverage actually achieved differs significantly 
between the two systems and reflects the Cajat s greater emphasis on 
the SEM. About 68 percent of the labor force contributes to the 
SEM program, and the insured population is estimated at 84 percent 
of Costa RicaDs population. These percentages, which are referred 
as "contributory coverage-re considered acceptable, especially 
since 100 percent of the population has the right to receive 
medical attention when required. On the other hand, the IVM system 
covers only about 46 percent of the labor force, which is a 
relatively low coverage considering that universalization is also 
an important objective of the IVM program. Morever, a high 
percentage of Costa Rican workers are not covered by any pension 
system. 

The Caja is an autonomous institution, under a Board of Directors 
that is independent of the Central Government. This Board has the 
conflicting dual functions of directing and supervising the . 

- - 

entity's activities, which' is an important limitation to 
guaranteeing effectiveness in both functions. 

In compliance with the Caja's basic law, two separate funds have 
been formed: one for the SEM and one for the IVM. I However, a 
complete separation between the two systems does not exist, since 
the Board of Directors can alter the allocation of the 
contributions from employers, employees and the overnment between 
the two funds. In the past, mainly before 1982, there ,were several 
automatic transfers of funds from the IVM to the SEM, as well as 
formal loans between the two, even though this is not gedtted by 
law. The main reason that this has not occurred in, more recent 
years is the SBM's operational surpluses since 1982. History has 
shown, in other Latin American countries as well as in Costa Rica, 
that if a complete separation does not exist between health 
programs and pension programs, the f orrner will be financed (even if 
only temporarily) by the latter if there are operational deficits 
or cash flow problems. 

In the last decade, employer contribution rates for social 
insurance have increased about 51 percent, while worker 
contribution rates have increased about 23 percent, but the 
government's contribution rate has declined to one ninth of the 
rate in force at the beginning of the 1980s. It is, a matter of 
concern that the Cajals Board of.Directors has the power to raise 

I 



contribution rates, which are in essence taxes on payrolls, or 
change their allocation, without adequate supervision. 

The CajaO s basic law does not appear to limit, in any seriously 
detrimental way, the actions of the Board of Directors with respect 
to investments. In recent years, however, outside influences have 
affected investment strategy in major ways, mainly the Government's 
Budget Authority and the National Housing Fund Law. 

There seems to exist a serious separation between technical 
actuarial planning on one hand and practical policy actions on the 
other. Moreover, there is no actuarial supervision - -  obviously 
very important for pension planning - -  and major policy decisions 
are being made by technical staff, without adequate transparency 
for these actions. 

While the SEM has theoretically adhered to an amended version of 
the Current Disbursement Approach to funding, so that the period's 
income should approximately equal its expenditures (with no or 
little accumulation of reserves), in practice the SEM has 
experienced significant operating surpluses since 1983, and Caja 
technicians are predicting reserves larger than recommended for 
this approach to funding. In the IVM, meanwhile, the actuarial 
funding method has not been officially specified in a conclusive 
way. This fact introduces subjectivity and political 
considerations into the actuarial valuations. It seems reasonable ' 

(and some of the Cajars technical staff seem to agree) that 
Thullents Scaled Premium Method should be the funding method 
regulating the IVM. However, conclusions and recommendations of 
recent studies do not appear to apply ThullenO s approach and do not 
give adequate explanations for the desired level of resenres, the 
magnitudes of rate increases and the length of the new period of 
equilibrium. 

The accumulation of the assets by the CajaOs two social insurance 
programs is, by any standard, highly significant for Costa Rica 
since, of all financial ' institutions in the country, only the '~anco 
Nacional reports more assets that the Caja. While the SEMO s Assets 
are mainly fixed assets (e .g . , buildings, construction and ( land) 
and Government debt (which is usually remunerated at below market 
rate of interest) , almost all of the IVMOs assets are fikcial 
instruments. The amount of reserves on the IVM1a Balance Sheet as 
of December 31, 1991, represents about 98.1 percent of, that 
system0 s total assets (approximately 45,200 miXlion colones) , 
thereby suggesting the importance of the Caja as a financial 
intermediary. 

In fact, IVM reserves are invested mainly in securities issued by 
the Central Government and the government owned banks and in 
mortgage loans. In terms of investment performance, the Cajars 
biggest, problem has been achieving a positive real rate of return 
on its investment portfolio. I 



It is evident that there is a lack of consensus as to the 
appropriate political approach to an overall solution for pension 
problems in Costa Rica. For this reason, the main recommendations 
to improve pensions are: 

press for a series of in-depth technical studies that can lead 
to the development of options for the design of a new approach 
to pension systems in Costa Rica, including especially their 
relevance to financial intermediation; and 

press Government policymakers to agree fonnally to a new 
overall pension system and to formulate an action plan to 
implement the system. 

The design of a new overall pension system for Costa Rica must 
have, among others, the following objectives: 

provide broader basic coverage; 

. coordinate existing pension systems; 

. provide adequate benefits; and 
- 

assure adequate financing for all existing systems to 
guarantee financial solvency; this entails consideration of: ' 

the definition of an appropriate actuarial method; 

a technical (not political) approach to establishing 
contribution rates; 

a restatement of the philosophy for the participation of - - 

the Government, employers and workers in the financing of 
the Caja; 

a complete separation of the SEN and TVM programs; and 

. the establishment of appropriate actuarial supervision. 

Pension Systems 

The main pension programs in Costa Rica can be classified into 
four groups: the Disability, Old Age and Death Insurance 
(IVM) of the Caja; the Special Programs for the Public Sector; 
the Non-Contributory System with Basic Benefits; and the 
Supplementary or Complementary Pension Programs. Of these - 
four, only two - -  the IVM and the Complementary Programs - - 
have the potential of playing important roles as financial 
intermediaries. I 



As of July 1989, approximately 46 percent of the Costa Rican 
labor force was left out of the main pension systems. 

Legislative developments over the years have shown a lack of 
consensus as to appropriate policies in the area of pensions, 
so that numerous laws with conflicting objectives have been 
decreed in this area. 

The Supplementary or Complementary Pension Programs can be 
classified into two types: those administered by the 
companies or institutions themselves; and those administered 
by independent private companies dedicated solely to this 
business. Both categories have the potential of accumulating 
significant amounts of funds to be invested and therefore of 
being important players in Costa Rican financial markets. 

Savings Plans for Retirement have only recently been offered 
by companies or institutions. In less than four years these 
types of complementary programs have grown to cover about 
17,000 participants and have accumulated about 1,600 million 
colones in investments. This growth could be even faster if 
proper regulation existed. ' 

To this point the funds accumulated by the Savings Plans for 
Retirement, specifically by the trusteeship arrangements 
administered by Banex and Pro-Vida, have been invested in . 
securities issued, guaranteed or secured by the Government and 
are maintained in the custody of government owned commercial 
banks. Investing solely in government or government backed 
securities is a self imposed measure with the purpose of 
strengthening the perceived security of investments and 
thereby gaining the trust of the general public for this new 
kind of financial instrument. There is no reason why these 
companies should not consider lacing some of their investment P portfolio in private secur ties through the securities 
exchange . Over time, with adequate legislation, Savings Plans 
for Retirement have the potential of becoming important 
suppliers of long-term funds to the private sector through the 
securities exchange. 

In recent years there has been an increasing awareness in Costa 
Rica of the major fiscal problem caused by the existing pension 
systems - -  and even of the danger of a possible collapse of major 
proportions because the proinises ,implicit in these systems are 
beyond the economic possibilities of the country. Numerous 
cormnittees, associations, round table discussions and newspaper 
articles have analyzed various problems in this area, leading to a 
wide variety of proposals to I modify the existing laws. 
Nonetheless, most have limited themselves to analyzing each system 
in an isolated manner and without proposing any integral national 
policy -for pension systems that could be implemented in a 
consistent way in years to come. 1 



Recent examples of such efforts are the new law for the teacher's 
pension system that was approved at the end of 1991, the new 
general law for Special Public Programs approved June 24, 1992, and 
the proposal for a law to regulate Complementary Pension Systems 
that is being studied by the responsible commission of the Costa 
Rican Congress. All of them represent isolated well-intentioned 
efforts, but nearsighted in the sense that they lack the 
consistency and clarity of objectives that a national pension 
program should have, 

Considering the foregoing comments, togethzr with the conclusions 
and reconanendations in the chapter covering the Caja Costarricense 
de Seguro Social, the main recommendations for improving Costa 
Rican pension systems include: 

Promote a series of in-depth technical studies that can lead 
to the development of options for the design of a new approach 
to pension systems in Costa Rica. It is crucial to consider 
as part of this the need to promote, but also to regulate 
appropriately, the different types of supplementary and 
complementary pension systems, taking into account not only 
their potential relevance for financial intermediation but 
also their objectives within the context of programs to 
promote economic security. Furthermore, these studies should 
analyze the impact of pension programs on financial markets 
and especially the potential of their becoming important . 

1 

suppliers of long-term funds to the private sector in general - 

and the Securities Exchange in particular. 

Strongly encourage government policymakers to agree formally 
to a new overall pension 'system and to formulate an action 
plan to implement it. Immediate action should be taken to 
improve the legislation proposed for complementary pension 
systems so that these can become part of an overall national 

' social security program, as well as an important element in 
' financial markets, with a role more consistent with the 
I economic security and financial liberalization objectives of 

the Costa Rican Government. 

The INS was created with the primary objectives of creating a 
permanent government monopoly and establishing a significant 
source of income for the government. These two objectives, 
which have been the main criteria under which the INS has 
operated, clearly represented the wishes of the legislature at 
the time the INS was created in the 1920s. 

The governrnentts insurance monopoly was implemented in a 
, -gradual m e r  according to the type of insurance: life 
, insurace, fire insurance and work related insurance were all 



implemented in the 1920s; fidelity insurance in the 1930s; 
automobile insurance in the 1940s; and integral crop 
insurance, obligatory automobile insurance and reinsurance in 
the 1970s. 

The INS is an autonomous institution governed by a Board of 
Directors named by the President. It enjoys administrative 
independence but is subject to various external laws and 
decrees. In fact, there are numerous laws (egg., the General 
Public Administration Law, the National Planning Law, the Law 
for the Financial Equilibrium of the Public Sector, and the 
Law for Creation of the Budget Authority) that have important 
implications for the operations of the INS. 

The INS is not subject to actuarial or technical supervision - 
- not even in such crucial matters as rate making, reserve 
valuation and marketing practices. 

The Basic Law creating the INS does not put any detrimental 
restrictions on the actions of the Board of Directors with 
respect to investments. However, important restrictions have 
been added, mostly by external sources not controlled by the 
Board, and these have affected investment performance, either 
indirectly by limiting the resources available for investment 
or directly by imposing certain types of investment options. 

The INS does not generally consider investment income in its 
rate making. This is true for all lines of insurance offered, 
except life and work related insurance. Investment incone 
could have been used to lower the premiums that policyholders 
Pay 

The amount of assets accumulated by the INS is significant 
and,' as of the end of 1991, represented about 50 percent of 
the !assets of the Banco Anglo Costarricense and about 58 
percent of the total assets of the IVM pension system 
administered by the CCSS. 

As of December 1991, about 55 percent of INS assets (i.e., 
14,600 million colones) were financial investments. 

Financial Investments can be categorized in two groups: 

Investments in securities (about 28 percent of financial 
investments) ; and 

Investments in mortgage loans (about 72 percent of 
financial investments). 

The :performance of these two broad categories of financial 
investments has been very different. Investments in 
securities have been quite satisfactory, providing positive 

8 



real rates of return throughout the period 1983- 1991 except in 
1988. On the other hand, investments in mortgage loans have 
consistently yielded negative real rates of return throughout 
the years from 1983 to 1988. 

It is evident that circumstances, as well as political views of the 
government8s role in insurance, have changed significantly since 
the creation of the governmentOs insurance monopoly. For this 
reason, the main recommendation to improve the provision of 
insurance in Costa Rica, and especially the role of insurance in 
financial markets, is to press for a series of in-depth technical 
studies to analyze the conditions under which a more competitive 
insurance market might be beneficial to the country, including its 
role in financial intermediation. 

These studies should analyze and make formal proposals in each of 
the following areas: 

creation and implementation of adequate technical supervision; 

deregulation of the INS to allow it to compete with private 
companies; 

new regulations needed in a competitive market, including 
consideration of: 

organization and licensing of insurance and reinsurance 
companies; 

types of operations and insurance lines that will be 
permitted; 
rate making regulations; 

product authorization, ' including requirements to 
introduce new products; 

marketing practices, including the authorization of 
insurance agents and the regulation of publicity; 

solvency of insurance companies, including standards for 
reserve and liability valuation, standards for asset 
valuation, investment regulations, and regulation of 
expenses, capital and accumulated surplus; and 

special legislation for fidelity insurance, collective 
insur'ance and obligatory insurance. 

The Impact oE USAXD ~nte~vemtions 

During the decade from 1982 to 1992, USAID was involved in two 
distinct types of interventions that impacted the Costa Rican 
financial sector. On one hand, USAID responded to the crisis that 



afflicted Costa Rica at the end of the 1970s and the beginning of 
the 1980s th.rough a series of stabilization and adjustment programs 
that included dollar funds for balance of payments support (the ESF 
programs). The disbursement of these dollar funds was conditioned 
on a changing array of policy adjustments, many of which dealt 
directly with the financial sector. As part of this process, 
moreover, the disbursement of dollar funds for imports generated 
local-currency counterpart funds, a significant portion of which 
were devoted to financial sector activities, often local-currency 
credit lines (of the total of approximately $1 billion, more than 
$150 million, that is, more than 15 percent, was devoted to credit 
lines). On the other hand, USAID also developed a series of 
projects that dealt specifically with Costa Rican financial 
institutions. These projects largely shared a common motivation: 
to edance the participation of private institutions in the Costa 
Rican financial sector in response to the perceived weakness of the 
government owned commercial banks. 

With respect to the success of USAID projects involving ESF 
conditionality, policy dialogue is widely recognized to be a better 
path to improvcd policies than attempts to impose conditionality 
that is unwanted by the host country. The design of specific 
elements of conditionality can provide useful discipline to insure 
that both the funding source and the host country are looking at 
the same indicators and have the same view of what is supposed to 
happen. Nonetheless, experience with attempts to enforce 
conditionality that is not in fact accepted by the host country 
indicates clearly the greater gains to be had from a more diligent 
pursuit of policy dialogue wherein the funding source and the host 
country come to share the same views of policy objectives and 
techniqiiss of implementation. However, when policy dialogue has 
been successful, so that essential agreement has in fact been 
reached, it become unclear whether conditionality still implies 
additionality (or would the changes have occurred even without the 
ESF funds?) . 
This assessment documents in detail the changes that have taken 
place in the Costa Rican financial sector that may be attributable 
to USAID conditionality.. As is clear, the changes over the geriod 
from 1982 to 1992 have been major. What is less clear is whethe2 
these chmges can unequivocally be attributed tothe conditionality 
contained in USAID1s ESP programs or whether they might have taken 
place in any event. For the future, however, the anticipation of 
much lower funding levels suggests that continuation of a major 
role for USAID in policy reforms to enhance the performance of the 
financial sector will depend more on emphasis on the technical 
assistance and policy dialogue aspects of conditionality and an 
close coordination with other international agencies. 

The use of local-currency counterpart funds generated by ESF 
programs raises two major issues - -  both of which are now much 
better understood by USAID than they were at the beginning of the 



1980s when Costa Ricats ESF programs were initiated. The first 
issue is a general one of the inflationary impact of spending the 
local-currency counterpart funds generated by ESF dollar sales. As 
can be seen from recent discussions of ESF programs in Costa Rica 
with respect to the need to use local-currency counterpart funds 
for non-inflationary purposes (and even including questions of the 
payment of interest on these funds), this issue is now well 
understood by USAID officials in Costa Rica, 

The second issue involves the use of ESP generated counterpart 
funds for local-currency credit lines. In Costa Rica, as in most 
other countries having ESF programs, a major use of counte--art 
funds has been for local-currency directed credit lines, and this 
involves not only ESF programs but also USAID0 s financial sectar 
pr~jects in Costa Rica. For many years, USAID has been concerned 
about the subsidy element in directed credit lines stemming from 
below market rates of interest, and this is clearly reflected in 
the setting of interest rates for its own financial sector projects 
and in the conditionality imposed in its ESF programs against Costa 
Rica's policies of subsidized interest rates. However, directed 
credit lines still contain an implicit interest rate subsidy - -  the 
"market" interest rates established in "non-subsidizedn directed 
credit lines are usually races for prime borrowers, but the basic 
reason for the establishment of directed credit lines is that the 
intended borrowers (or the activities to be financed) are not 
prime. Moreover, to control the allocation of credit effectively 
along the lines supposed in directed credit programs would require 
control over a country's entire credit program along with extremely 
detailed and costly programs of monitoring and supervision (the 
well-known fungibility problem). 

In addition to directed credit, USAID8s earlier financial sector 
projects in Costa Rica provided subsidies to specific private 
financial institutions. This was justified as necessary to prwide 
a private - sector a1 ternat ive to the heavily pregominant and 
extremely problematic government owned banking systep~ Attention 
was also given to this issue in the conditionality of several BSF 
programs that attempted to provide equal opportunities - -  a level 
playing field - -  for private banks (e-g., permission to issue 
short- term deposit instruments, access to Central Bank rediscounts , 
permission to create a system of deposit insurance, etc.) along 
with the provision of local-currency funded credit lines that were 
open (often exclusively) to private banks. Perhaps more attention 
should have been given to such conditionality, since building 
private financial institutions through direct support for such 
institutions is an expensive process - -  in terms not only of the 
funds provided for the subsidies and the impact on income 
distribution but also of the inefficiency (or excess prof itability1 
with which private banks can operate under the umbrella provided by 
the very high spreads of the government owned banks., In any case, 
both recent USAID financial sector projects - -  the Agricultural and 
Industrial Reactivation Project tad the Financial Services project 



- - have largely moved away from subsidies for specific private 
financial institutions. 

The impact of USAID1s financial sector projects on the targeted 
institutions and on Costa Rican financtal intermediaries in general 
is thoroughly documented in this assessment. In this summa*, only 
a few points are emphasized. First, the private banks that have 
been specifically targeted by USAID (BANEX and COFISA, as well as 
Banco Coogc.:=ativo if PL-480 counterpart funds are taken into 
account) have not performed notably better than other private 
banks. Although BANEX is large and prof itable,' COFISA is one of 
the smallest private banks, and Banc~ Cooperative became insolvent 
and had to undergo a major rehabilitation in order to survive. 
Nonetheless, one significant positive aspect is that the financial 
institutions targeted by USAID (including the PIC which is 
difficult to compare directly to the private banks and might be 
worthy of a special evaluation) tend to have much more widely 
dispersed ownership than other private financial institutions. 
This is important not only for the spread of benefits but also for 
the extremely difficult issue of keeping loans to related parties 
under reasonable control. 

- 

The other main aspect of USAID1s impact on the financial sector are 
its directed credit lines. Central Bank rediscount facilities for 
private banks have undoubtedly helped to make the playing field 
more level between the government owned banks and the private banks . 

- 
- 

and are in some part responsible for the relatively rapid growth of 
lending by private banks during the period from 1982 to 1992. 
However, one cost of this has been the private bankst heavy - 
dependence on such rediscount lines and relatively weak performance 
in the area of deposit mobilization in particular and resource 
mobilization in general. Greater attention to conditionality that 
might have given the private banks relatively more opportunities 
and incentives to' capture deposits might thus have been more 
effective, especially in conjunction with better bank supemision 
to assure to depositors (without the necessity of deposit 
insurance) the safety of their deposits. 

To surmnarize, it is clear that the decade from 1982 to 1992 has 
seen major improvements in policies affecting the Costa Rican 
financial sector and that USAID has been substantially involved in 

C 
q ,  

promoting these improvements. Nonetheless, it is not possible to 
attribute these positive developments exclusively, or even 
primarily, to USAID conditionality; and, in any event, successful 
policy dialogue of the type apparently witnessed in Costa Rica is 
more likely to bring about thorough and lasting changes in the 
financial sector than is conditionality that is imposed and not C 
basically accepted by the government. The elements of directed and 
subsidized credit that can be found in the use of local-currency 
counterpart funds and in USAIDf s projects to strengthen specific 
Costa pican financial institutions would undoubtedly not be 



approved by USAID today but were nonetheless the norm at the time 
these project were implemented. 
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COSTA R l C A  FINANCIAL SECTOR REPORT 
COHMERCIAL BANKS 

FINANCIAL AWALYSI S 
(12-31 -82) 

STATE-OWNED BANKS of cot-) -------.-.----------.---------------.-------------------------------.--..-.-..-.. 
Banco Anglo Costarrlcense Banco Credlto Agricola de Cartago -.----..--..-.-.. -...--.-------..--..-- -..-----.--.-..-..--..-~-----.--.--.--~ 

ACCGlWT \ BANK -* Coomarcia1 Mortgage Total Comnarctal Mortgage -..--..---.---.--.-..-.-- -------.I -----..-- -0---.-.- 
Total  

-----.me- ..-.----I --------- 
ASSETS 
Cash L due f r c a  banks 2,823 16 2,839 770 4 774 
Edrnlng assets: 

S m r i  t les 903 59 962 606 129 735 
Loans 2,960 36 2,996 1,132 404 1,536 

sub- t o t a l  3,863 95 3,958 i ,ns 533 2,271 
Other operating assets 2,410 1 2,411 81 2 15 627 
Flxed asset8 63 0 M 41 0 41 

Total Assets 9,179 112 9,291 3,361 552 3,913 

LIABILITIES 
Ocwsi ts: 

' A t  s ight  
T i m  . -.. - 

Sub to ta l  5,747 0 5 , n f  2.054 0 2,03t 
Other L i a b l l l t i a  2,621 60 2,681 1,042 4?9 1,521 

Total L iabi  litia 8,368 60 8,LZB 3,076 479 3,555 

EQUITY 
Capital 
Reserves 
Retained earnings 

Net Uorth 

Total  

Contingent L i a b i l i t i e s  0 0 0 0 0 . . 
In teres t  lmar 585 7 592 305 73 378 k 

In teres t  expense 239 5 30L 216 72 288 
286 2 2M 89 1 90 Wet Interest  Incane - 

Other I..rcana: 
Fee i ~ . o r n t  10 0 10 3 0 3 
Other ltxar 9 0 9 0 0 0 

Total  Other I n c w  19 0 19 3 0 3 

, Total  Operating Income 305 2 307 92 1 93 

, C m r a l  6 Adrin. Expanse 246 0 246 115 L 119 
M i s c a l l a a a a  v e  0 0 0 0 0 0 

Wet Operating Incam 59 2 61 (25) (3) (26) 

Ext raord lnay  I n c a m  0 0 0 40 1 41 
E ~ t r a o r d r ~ y  E x m e  2 1 3 1 2 3 

Net Income / (Loas) 57 1 58 16 ( 4 )  12 

OTHER DATA -.---.----..--.- 
M u & r  o f  Off fc.r 35 
Wrmbar o f  -1- 1,753 

RATIOS 
.-----.--.--.--------.--m 

Capi tr l /Assets 
Capl tal/Esrnins Assets 
k p i  taL /Lora  
bpi t.l/Aluts+corltfngart 
Wi tal /LcamCant ingents 

ERR 
ERR 

ERR 
eRR 

3.12% 1 . m  3.10% 2.65% 0. IUX 2.30% , M r t  Int. 1nc . l ks~cs  
H r t  tm. Inc.JE8m. Asset 7.40% 2.11% 7.aX 5.12% 0.19% 3.%X 

, Return m Assets 0.M 0.89% 0.62% 0.m -0.t;tX 0.31% 
Return m Wlty 7 . m ~  1.92% 6.72% 5.61% -5 .W 3.33% 

~ o r n s l ~ q s s t t s  51.5% ERR 52.1%'' 59.n mu 75.5% 
L iqu id  Aasets/ZE.por{ t s  49.1% ERR 49.4% 57,OX ERR 38.1% 
Ltqu id  AasetslSight 0- ERR ERR ERR ERR ERR ERR 

B-1 , 



EXHIBIT B 

COSTA R I C A  FINANCIAL SECTOR REPORT 
KZ(nERC1AL BANKS 

FINANCIAL ANALYSIS 
(12-31-82) 

. -: * 
STATE-(IVWED BANKS 

(milliom of co[orns) ----------------------------.---------------------.----------------------------- 
Banco Waciocul d r  Costa Rica Banco do Costa Rica - ------.--.--.----.---.------.---------- .-----*-----------.----------.-.----.-- 

ACCWNT \ BANK -> Cannercia1 Hortgage Total Cenmrcial Hortgage 
.-.-.II-------..-----.--- .-------- ------..- .-------. Total . --------- --------- 
ASSETS 
Cash 6 due frar bnkr  5.951 6 5,957 4,163 0 4,163 - 
Earning rssetn: 

Securit ies 
L o u u  

Zub-total 
Other operating assets 
Fixed assets 

Total Assets 

LIABILITIES 
Oeposi ts: 

A t  s igh t  
T i m  

Sub- t o t a l  
Other L iabi  l i t i r s  

Total L i a b i l i t i e s  

EQUITY 
Capi t a l  
Reserves 
Retained emmings 

Net Worth 

Total 

Contingent L l a b l l i t i r s  

Interest  fnccrar 
Interest  e x p w e  

Nrc Interest  Incomr 

Other Incane: 
Fee incoar 
Other incane 

Total Other Incam 

Total Operating lncoam 

General 6 -in. bponse 
Wiscsl lurrarr expense 

Net Operating Incorr  

OTHER DATA -----..--------- 
Wuab.r o f  Off ices 
NI lakr  o f  - loyea 

RATIOS -------.-.-..-.--.-..---- 
Capi tr l /Assets 
Capi t r l /Eamlng Assats 
CIpf trL/Lourr 
CIpi tal/Auets+Contfngent 
b p i  ta l / lomwcont ingents 

~ r t  zm; Inc./Asreta 
Net Int. tnc./Erm. k r e c  
Return an k u t s  
Return on Equity 

131 

0 
106 

106 

10 
I f  
0 

25 

131 

0 

14 
11 
3 

0 
0 
0 

3 

4 
0 

(1) 

0 
0 

(1) 

19.1% 
20.5% 
20.5% 
19.1% 
20.5% 

ERR 
ERR 

2.m 
2.46% 

-0.76% 
-4.OOX 

Lorns/DlporiU 49.0% ERR 50.5% 45.6% ERR 46.0% 
43.9% ERR 43.9% L iqu id  A a u u / D q o s i t s  40.8% ERR b0.m 

L fquid Asuu /S igh t  D ~ p o r  ERR ERR ERR ERR ERR ERR 

8-2 



EXHIBIT B 

COSTA R l C A  FIHAWCIAL SECTOR REPORT 
COWnERClAL BANKS 

FINANCIAL AMLYSIS 
(12-31 -82) - .  

PRIVATE BANKS 
(mi l l i o r u  of colones) ----.------..--.-..-----.-----.--.-----.--.---------------------..---.--.-.-----------.--- 

(CAPITAL) 
ACCWNT \ BANK -, BANEX BAMt(r(ER CONSTRUCCIW INTERFIN LYON BAHK A~ERIU MEDEN . . ---.----- --------- -.------- --------- *-------- ----,,-.-- 
ASSETS 
Cash L due fraa banh 
Earning assets: 

Securttles 
Loam 

Sub- total  
Other operating assets 
Fixed assets 

Total Atsets 

LIAE1LITIES 
oeposi ts: 

A t  s l ~ h t  
Tim 

Sub- total  
Other Liabilities 

Total L iab i l i t i es  

EWITY 
Capital 
Reserves 
Retained earnings 

Net Worth 

Total 

Contlngmt L i a b i l i t i e s  0 0 0 0 0 0 

lntersst  income 27 44 5 7 6 66 - 
Interest expense 12 23 1 2 0 10 

15 21 4 5 6 S6 
- 

Net Interest lncam 

Other Incane: 
Fee incam 0 5 2 0 2 4 
Other incam 2 0 0 1 0 0 

Total Other 1ncom 2 S 2 1 2 4 

Total Operating Income 17 26 6 6 8 60 

General L kbin. Expense 
Hiwel lancws expense 

Wet Operatfng t n c w  

Net tncanr / (Lou)  

OTHER DATA 
----.---.,--.--em 

Nuher o f  O t f i c n  
Nunkr of  

RATIOS -------------.---------.- 
-pi t a l / & s e t r  
Capi tatf irming Assets 
Capl t a l f i o n r  
-pi tal/Auets*Cartingmt 
Capi talAbnr+Cantlngents 

Assets/Employ.as 
Lus.ts/offiur 

Net Int. Inc,/krrr8 
net Int. ~ne~f l rm.  m e t  
Return on Asset8 
Renun ar wfty 

10 5 8 (RR 2 ERR - 

338 240 115 126 ?3 410 

Lom/Dcpori  tr) 
Liquid Auets/Dqmsi tb  
L4quid Au(ra10iat O m s  

ERR ERR mu ERR ERR ERR 
ERR ERR ERR ERR ERR ERR 
ERR ERR ERR ERR ERR ERR 



EXHIBIT B 

COSTA RlCA FINANCIAL SECTOR REPORT 
CCWERCIAL BANKS 

FINANCIAL ANALYSIS 
(12-31-82) 

PRIVATE BANKS 
(mi l l fonr o f  colo l r j r l  ----------------.---.--..-.------..----- 

COOPERATIVO INTERNACIONAL 
ACCOUNT \ BANK -* SANTAWDER COSTARRICEN. EXPORTACIONES POPULAR 
-------.--.I-.--.-.------ .-------- -.------- --.--.--- --------- 
ASSETS 
Cash L &8 fran b n k r  
Earning asr r t t :  

Stcurt t i e r  
LOMI 

Sub- t o ta l  
Othar operating ar ra t r  
Fixed asrats 

Total Assets 250 13 61 2,723 

LIABILlTIES 
Dqmr i  ts: 

A t  r i g h t  
Tim 

Sub- t o ta l  
Other L i a b i l i t i e s  

Total L i a b i l i t i e s  

EWITY 
Capl t a t  
Raserver 
Retained earnings 

Wet Uorth 

Total 

Contingent L l a b i l i t l n  

Interest  lncune 
Interest  expmsa 

Net Interest  Incam 

Other Inccaw: 
Fee i n c m  
Othar imoar  

Total Other I n c a n  

Total Operating lncam 

Wet Operatfng Incane 

E x t r ~ r d i ~ r y  tnccr  
Extraordinary Expanse 

wet I n c w  / (Loss) 

OTHER DATA 
..-------..-*--- 
Nud#r o f  O f t l c n  
Mrrakr o f  Eaplay..r 

RATIOS 
0--*---*......-.....--.-. 

Capi tal/Asrets 
Capi t r l l 8 r n i n g  Assets 
c8Oi t 8 l f  L w \ r  ERR 

61 3% 
ERR 

A s s e t r ~ l o y . . r  
ArratslOtf f c n  

ERR 
250 

! ERR 
61 

ERR 
ERR 

wet rnt. fnc. /Auru 
Met Int. lnc./bm. &set 
R r t u n r  on Assets 
Return an E q ~ f  ty 

L o M s A ~ ~ o s ~  t 8  
L iqu id  Assetr/Dlporits 
~ i q u ! d  ~ s ~ t s i s l ~ h t  Oapos 

ERR 
ERR 
ERR 



EXHIBIT B 

COSTA RlCA FINANCIAL SECTOR REPORT 
CWHERCIAL BANKS 

FINANCIAL ANALYSIS 
<12-31-82) 

STATE BANKS PRIVATE BANKS 
(m{ \ l {mg  of colones) .................................................... 

SUB-TOTAL AVERAGE SUB-TOTAL AVERAGE TOTAL 
STATE STATE PRIVATE PRIVATE ALL 

ACCWNT \ 8AWK -+ BANKS BMKS BANKS BANKS BANKS -------.------~---.--~--. --------- .-.--.--. --------- --------- .----.-.* 

PRIVATE 
AVERAGE + BANKS' 

ALL SHARE OF 
BANKS TOTAL -----.--- ---.----- - 

ASSETS 
Cash L due f r a n  banks 13,153 3,453 545 55 14,355 
Earning assets: 

Secur l t l es 7,122 1,781 1 73 17 7,450 
L o u u  16,342 4,OBb 435 44 19,079 

Sub- t o t a l  23,461 5,866 608 61 26,529 
Other operatfng assets 13,850 3,463 417 42 14,283 
Fixed assets 653 161 21 2 837 

Total Asset8 

LlABILXTlES 
Depari ts: 

At r i g h t  
tlm 

Sub-total 
Other L i c b i l i t i t r  

Total L iaLJLf t ies 

EQUITY 
Capi t a l  
Reserves 
Retained earnings 

Wet Worth 

Total 

Contingent L t a b l l i t i a  0 ERR 

Interest  Incane 
Interest  expense 

Net Interest  Income 

Other Inccma: 
Fee Incam 
Other income 

Total Other Income 

t o t a l  Operating In- 

General L Ahin. Expane 
~ f r c e l l a n e o m  expense 

Wet Oprrating Inror 19 

22 
5 

35 

39 
1,592 

8.8% 
19.5% 
27.8% 
8.8% 
27.8% 

8 
335 

3.15% 
6.93% 
0.27% 
3.08% 

51 .SX 
43.1% 
ERR 

B-5 

77 

0 
3 

74 

9 
134 

12.5X 
32.a 
45.7% 
12.5% 
4s .a 
12 
1 n  

8.61% 
22.53X 
4.65% 
37.19% 

ERR 
ERR 
ERR 

8 

0 
0 

7 

1 
13 

12.5% 
32.n 
65.7% 
12.5% 
45.n 

12 in 
8.61% 

22.53% 
4.65% 
37. lox 

ERR 
ERR 
ERR 

Net Xncomr / (Loss) 

OTHER DATA ----.--.-- -..--- 
N r a k r  o f  of f l c r r  
Nwakr of Enployrt r  

RATIOS ---.--------.------------ 
cap! t 8 l /AS~e ts  
b p i  ta l /Eaming Assets 
Capi t l l / L o m ¶  
Cap1 tal/ l l rrets*Contingart 
Cspi tr l / loans*Cmtingent8 

Wet tnt. tnc./Aurts 
Wet tnt. tnc./Eun. Asset 
Return on A8s.t~ 
Return on Equity 

3.30% 
1 6.97% 
, 0.3tX 
' 3.59% 
I 

ERR 
ERR 
ERR 

ERR 
ERR 
ERR 



EXHIBIT B 

COSTA RtCA FINANCIAL SECTOR REPORT - 
WERClAL BANKS 

FINANCIAL ANALYSIS 
(12-31-85) 

2 .  - 
STATE-WHED BANKS 

( a i [ l f m  of c o ( m )  -..--------.-*---.-.------.-.---.--------------..---------.---.--..-------.----------.-- 

Burco Anglo Costrrricense Brnco Crrdl to Agricola de Cartago ---.----.------.---.-----.--.-----..--- .---------.-----.---------------------- 
ACCOUNT \ BANK as Camrrc ia l  mortgage Total Cannarcirl Hortgaqa Total  - --.--.--..---.--..----.--- ..------- .-.---.-- ----.-.-- --*------ . ----*---- 
ASSETS 
Cash L ckm frora' h k s  5,318 38 5,356 2,611 0 2,611 
Earning assetr: 

S o c u r i t f a  1 , m  37 1,lZl 1,631 1'13 1,804 
LOW 5,655 21 5,676 1 ,886 TJ8 2,624 

Sub- t o t a l  7,439 58 7, 497 3,517 91 1 4,428 
Other oprratlng' assets 2,578 1 2,S'TP 1,618 39 1,657 
Fixed assets 168 0 160 60 0 .60 

LIABILITIES 
Deposits: 

A t  s ight  
Tlmr 

Sub- tot81 
Other L l a b i l i t i e ~  

Total L i a b i l i t i e s  

EQUITY 
Capi t a l  
Reserves 
Retained earnings 

Net Uorth 

Total 

Contingent L i a b i l i t i e s  

Interest  i n c a n  
Interest  expense 

Net Interest  Incane 

Other Incoma: 
F n  i ncam 
Other incam 

Total  Other Incam 

Yet Opwating lncomr 

Extraordimry In- 
E x t r a o r d l ~ y ,  Exprnre 

OTHER DATA 
.--.---.---*-.-- 
NUpkr of Off ices 
NUpkr o f  E ~ l o y e e s  

RATIOS -----------.------------. 
Capi ta l lAsaetr  
C8pi tal lEarning Assets 
C8pitrl/Lowts 
Capl tal/Asretr*bntingant 
C8pf t a ( / L o w ~ i n g m t s  

11 ERR 11 
406 ERR 41 1 

net 1m. lne;/ll+uto 3 .53 0.00% 3.31% 
Hat Int. Inc,/Cun. Aasec 6.91% 0.OOX 6.88% 
l e n v n  an kut. 0.21% -1.03% 0.20% 
Return an Epui ty 3.21Z -1.92X 2.96% 

bans/Depoaf tr 4 7 . 5 ~  ERR 47.n 
Llqufd Assetr/Dlporitr U.IX ERR 45.0% 
Llqufd Asrers/Slght Opats ERR ERR ERR 

41.3% 
57.2% 
ERR 

ERR 14 
ERR 1,251 



COSTA R l U  FlNANCIAL SECTOR REPORT 
CONHERClAL BANKS 

- .  
STATE-OWNED BANKS 

(m i l l f om  of -------.-------.--------..-------.-----------------.------------.-----------o---.- 

Buxo Wacimal de Costa Rica Banco do Costa Riea ------.... --.-...-----------------.---- ------------.--------.-----..-.. -...--- - 

ACUXlWT \ BARK -# Commrcial Hortgage Tot81 Comnarcirl Hortgage Total ------..-.-----..---..--" -.------- .--.-em-- ..----.-- --------- ----.-... -.---.-.- 
ASSETS 
Caah L due fran knka  
Earning assets: 

Securities 
Loans 

Sub- t o t a l  
Othrr operating assets 
F l x d  assets 

Total Assets 40,419 396 40,815 28,011 144 28,155 

LIABILITlES 
Ocpori ts: 

A t  r i g h t  0 0 
T i m  0 0 

Sub-total 25,581 0 25,581 19,147 0 19, 147 
Other L i ab i l i t i e s  11,971 331 12,302 7,341 119 7,460 

Total L i ab i l i t i e s  37,552 331 37,883 26,688 119 26,607 

EWtTY 
Capital 
Rewwes 
Retained earnings 

Net Uorth 

Contfngmt l i a b i  l i t i a s  0 0 0 0 0 0 

Interest i n c w  3,050 60 5,110 2,371 14 2,385 
Interest expense 1,910 21 1,961 1,220 8 1,228 

Net Interest l ncan  1,110 39 1,149 1,151 6 1,157 

Other Incane: 
fee incane 23 0 23 20 0 20 
Other Imme 255 0 255 37 0 37 

t o t a l  Other fmanr 278 0 270 57 0 57 

General L &in. Expense 1,818' 39 1,857 1,164 6 1,170 
Wiscrlluraous expense 0, 0 0 3 0 3 

Extreordf m y  I n c w  599 1 600 54 
E x t r a o r d l ~  y Expense 17 

2 56 
81' 0 81 1 18 

OTHER DATA ------.---.----- 
Nunkr o f  O f f  Ices 76 
Wrmkr o f  E@oym 3,019 

RATIOS ..--.---.-.--------..---- 
Cap{ t . l / A ~ ~ e t ~  7.1% 16.7% 
C.pf t8(/E#ming Assets 15.6% 17.4% 
Cap4 t81/L0#s 21 -4% 22.6% 
Capi tml/Aa8etr+Contlngw 7.1% 16.7% 
Clpl  t8l/Lonr+ContIngentr 21 .l% 22.6% 

Net fnt. lnc./Assatr 2.75% e.mx 2.82% 6.11% 4.17% 4.11% 
6.ObX 10.Zm 6.16% 9.05% 4.SlX 9.OOX Net fm. Ine.mm. Asset 

. 
0.m (1.2% 0.22% 0.zux 0.m 0.20% 

- 
Return orc m a t s  
R @ t m ~  of8 Equity 3 . p  S.StX 3.05% 5.12% 4.OOX 5.10% 

Lornr/Oepoaf ts 52.4% ERR sen 46.9% ERR 47.6% 
Liqu id  A I ~ e t ~ / D e p ~ s i  t~ 46.2% ERR 46.2% 43.9% ERn 43 .OX 
Ljquid A.seu/Sloht O p t s  UII ERR ERR ERR ERR ERR 



EXHIBIT B 

COSTA RlCA FINANCIAL SECTOR REPORT 
CWERClAL BANKS 

PRIVATE BANKS 
(mi 11 iatr o f  colones) 

-----------------.--..------.--------------------------------*--------------.---.------*.-- 
(CAP1 TAL) FWENTO 

ACCCUNT \ IANK -# BAWM WCWER BCt COWSTRUCCIOW AGRICOU BANINOUS IHtERFlN 
--------.---I--------..-- --------. - -  - - -  ------.-- --------- .em-----. 

ASSETS 
Cash & &a from W r  % 93 245 4 134 42 97 
Earning assets: 

151 1 29 142 3 21 20 Securi t i e r  
791 TI1 277 5 

236 I 
L o w  2b8 2!i n1 - 

krb- tota l  9b6 900 419 8 269 45 
23 

1,167 
Other operating rwcltr 130 39 101 101 10 &a 

5 
-- 

Fixed assets 29 50 21 13 1 2!3 - 
Total  Assets 

LIABILITIES 
D-si ts: 

A t  sight 
Tim8 

krb- tota l  
Other Liabi l i t i e s  

Total L i a b i l i t i e s  

EQUl TY 
Capi t a t  
Reserves 
Retained earnings 

Wet Uorth 

Total 

Contingent L i a b i l i t f u s  

Interest  i n c w  
Interest  expense 

Wet Interest  Incoma 

Other Incane: 
F.. 1ncomr 
Other incane 

Total Other Inccmr 

Total Operating lncoar 

Hat Operating tnccar 

OTHER DATA -.----..--.--..- 
Hrmkr o f  Off ices 
H u h r  o f  E.plupa 

RATIOS 

Hat tnt. 1 n c . I k u t s  
Nat tnt. tnc.Itam. A8-t 
R e t u n  on Aasmtr 
R a m  on Equity 

L o n r M ~ l t .  
L iquid Asnt r lDepas i t r  
L iqu id  Assats/Sloht O p t s  

0 

245 
158 
87 

4 
1 
5 

92 

58 
1 

33 

2 
0 

35 

1 
73 

11.9% 
15.1% 
18.0% 
11.9% 
18.0% 

16 
1,201 

7.24% 
9.20% 
2.91% 
2b.SbX 

M 
ERR 
ERR 

0 

49 
32 
17 

22 
10 
32 

49 

32 
3 

1s 
9 
3 

20 

1 
43 

15.7% 
26.5% 
40.1% 
15.7% 
40.1% 

16 
700 

2.40% 
4.06% 
2.82% 
18.02% 

EU 
ERR 
ERR 

0 

17 
5 
12 

0 
2 
2 

14 

13 
1 

0 

1 
1 

0 

1 
26 

7.4% 
112.5% 
1WI.OX 
7.4% 

18o.OX 

s 
121 

9.m 
150.0OX 
0.m 
0.m 

ERR 
ERR 
ERR 

0 

63 
28 
35 

0 
1 
1 

36 

29 
1 

6 

0 
0 

6 

1 
52 

20.5% 
39.4% 
42.7% 
20.5% 
42.7% 

10 
517 

6.77% 
13.01% 
1.16% 
5.66% 

Em m 
ERR 

0 

5 
0 
5 

0 
0 
0 

5 

4 
0 

1 

0 
0 

1 

1 
9 

62.2% 
135.6% 
2U.OX 
62.2% 
244.0% 

11 
98 

5.10% 
11.11% 
1 .m 
1.64% 

ERR 
ERR 
ERA 



EXHIBIT B - 

COSTA R I U  FINANCIAL SECTOR REPORT 
CCHMERCIAL BANKS 

F l  WAWCIAL ANALYSIS 
(12-31-85) 

PRIVATE BANKS 
(mil l ions of colones) --.-----.--------.---.--.-----.------------.--.---------.--------------.----.------.--..--. 

CCOPERATIVO 
A-1 \ UWK -, LYON BANHETRO BAHJOSE BANK AMERICA WEEDEN SANTAWER COSTARR I CEN . - .---------..-..--..--.--- .--.----- - -  - - - .  ------.-- ------.-- 
ASSETS - 

k r h  L due frm banks 9 2 59 121 16 197 105 
Earning assets: 

Securities 0 12 74 43 1 26 60 
Loam 5 7 43 459 56 146 --. - 

mu - 
Sub- to ta l  5 19 117 502 57 170 850 - 

Other operating assets 0 6 106 41 16 20 36 
F i x d  assets 4 3 7 115 58 55 28 

LIABILITfES 
Dcposi ts: 

At slght 
T 1 m  - - -  -- - 

Sub- to ta l  0 0 0 0 0 0 0 - 
Other L i ab i l i t i e s  5 1 232 668 85 368 n u  

Total L i ab i l i t i e s  

ECUlrr 
Capital 
Reserves 
Retained earnings 

Net Yorth 

Total 

Contingent L iab i l i t i es  
- 

0 0 0 0 0 0 * C - - 
Interest inccms 1L 27tl 22 131 17 67 16L 
Interest expense 0 177 10 83 15 25 9L 

Net Interest Incane 14 101 12 48 2 42 7C 

. . Other Incane: 
Fee income 3 26 14 2 2 4 - 

L 

Other incane 0 39 6 0 6 4 C 
Tot81 Other Incam 3 65 20 2 8 8 ..' L 

Total, Operrtlng Incomr 17 166 32 SO 10 50 77 ~ 

General L Adin. Expense 13 68 19 52 9 22 3: _ 
H isce l lnaow upcnre 0 34 16 2 2 1 

Extraordinary Incoa* 
EX t r~ rd i~ ry  E x ~ ~ M @  

Wet I n c o r  / (Loss) 

OTHER OATA -----------.---- 
Umber of  O t t l c n  
Wurkr of Enplopes 

RATIOS ------.--------------.--- 
Capi talfAssets Tt.8X 96.7% 19.7% 14.2% 42.2% 16.7% 26. 
Crpi t r l /Errning Assets ZM).OX 152.6% 48.7% 22.1% 108.8% 45.5% 31. 
Clpi tal / lo lmr 2W.OX 414.3% 132.6% 26.2% 110.7% 50.7% 34, 
u p (  tal~Assets*Contingent n.sx 96.7% 19.7% 14.2% 42.2% 16 .n  26. 
Clpi tal/low\r+Cant ingents 280.OX 416.3% 112.6% 24.2% 110.7% 50.7% 34* 

1 2 ERR ERR ERR ERR A ~ l e t S / b p l ~  . L 
18 30 289 TI0 147 442 1,o: Assets/Off ices 

I 
Wet tnt. Xnc./Assets TI.7W 336.67% 4.15% 6.16% 1 -36% 9.50% 6.E 
Net Int. tnc./~arn. Assat 280.00% 531.58% 10.26% 9.56% 3.51% 24.71% 8.2 

, Return an Assats 22.22% 210.00% -1.04% 1.16% - 0 . a  6.33% 3.6 
Return an E q ~ i  ty 28.57% 217.24% -5.26% 8.11% -1.61% 37.64% 15.7 

L ~ / D m { U  ERR ERR LRR ERR ERR ERR ET 
Liqu id  L L l l ~ t U O e ~ ~ s i  ts  ERR ERR ERR ERR ERR ERR E : 
L iqu id  AuetWSioht Op t s  ERR EM ERR ERR ERR ERR E' 



COSTA RlCA FINANCIAL SECTOR REPORT 
CQolERClAL BANKS 

FINANCIAL ANALYSIS 

PRIVATE BANKS 
(mi 11 ions of  colones) .-...-. ---.--.----..---.-- 

1WTERNACIONAL COOPERATIM 
ACEQIJIT \ BANK -, EXWRTACIONES DE AUJUEU ..----.--..----..-.---..- -.-...--- .--.---.- WWUR -.---..-. 
ASSETS 
Cash L d w  from banks 9 1 252 
Earn iw nssets: 

Suu r  i t iea 7 0 405 
LOS~W W 1 5,819 

Sub- t o t a l  5 1 1 6,224 
Other operating assets . 166 3 126 
Fixad assets 2 3 225 

Total Assets 228 8 6,827 

LtABt LlTlES 
Deposi ts: 

A t  s ight  
T i m  

Sub- t o t a l  
Other L i a b i l i t i e s  

Total Liabilities 

EN1 TY 
Capi t a l  
Reserves 
Retained earnings 

Net Worth 

Total  

Contingent i i a b i  l i f i e r  0 0 0 0 

l n te res t  income 17 2 1,216 
Interest  expense 27 0 5 94 

Net Interest  I n c a n  (10) 2 622 

Other Incoma: 
Fee inccra 0 0 
Other incane 5 0 29 

Total Other Inconm 5 0 29 

Total Operating Income (5) 2 6 1  

Glcwral L Arhin. Expomat 15 3 3a2 
Hiscellamout expense 0 0 3 

Net Opmrating Inom (20) (1) 266 

Extraordinary Incorrr 13 0 0 
E x t r a o r d i ~ r y  Expanre 2 0 0 

Net Incola / (LOSS) 

OTHER DATA .------.--.---.. 
H W r  o f  Off i c a  
Nrrnkr o f  Enp loym 

RATIOS ------.-*---.--..-.--..-. 
k p i  tal/Ascats 
a p f  ta l lEaming AS8etS 
k p f  t a l / L ~  
Crpi tal/Auets+Contingmt 
b p i  tal lLowu+Cmtingcnts 

ERR ERR ERR 
228 8 ERR 

Yet tnt. Inc./Assets -4.39% 25.OOX 9.11% 
Ner tnt. Inc.fEarn. ~ u e t  -19.61% t00.031X 9 . m  
Return on Assets 
Return on Equity 

LO~U/D~XJSI~S ERR ERR 1n.a 
L iqu id  Msets/Dlpor i  t s  U R  ERR 5 3 %  
L iqu id  Assats/Sight O p t s  ERR ERR Em 

B-10 



COSTA R I U  FINANCIAL SECTOR REPORT 
CaWMERClAL BANKS 

STATE BANKS PRIVATE BANKS 
( m i l l i o ~  of co[mrs) -------------------.-.---------------------.-------- 

SUB-TOTAL AVERAGE SUB-TOTAL AVERAGE 
STATE STATE PRIVATE PRIVATE 

ACE(IIIWT \ BANK -, BANKS BANKS BANKS BANKS ------.-----.-----.----.. --------- . --.-.---- --------- 
PRIVATE 
BANKS 

SHARE OF 
TOTAL - 

- - - - - o m - -  - 

TOTAL 
ALL 

BANKS --------. 
AVERAGE 

ALL 
U H K S  

ASSETS 
Cash L f r m  banks 
Earning assets: 

Securities 
Loun 

Sa - t o t a l  
Othrr operating assets 
Fixed assrts 

LlABIlITlES 
Ocposttrr 

A t  sight 0 0 0 0 
Tim 0 0 0 0 

Sub- total  61,557 . 15,389 0 0 
Other L i ob i l i  t i es  25,716 6,629 6,496 406 

ERR 
0.0: 
0.0: 

19.6:- 

Total L i ab i l i t i e s  87,271 21,818 6,496 406 

EPUt TY 
Capi t a l  
Reserves 
Retained earnings 

Net Worth 

Total 

Contingent Llabi  l i t i e s  

interest incom 
Interest urpense 

Net Interest Incoma 

Other tncane: 
Fee i n e w  
Othrr incane 

Total Other Income 

Total Operating lmom 

Net Operating Income (395) (99) 

Extr rord inny Incorn. 71 7 179 
E x t r ~ o r d i ~ y  107 27 

Net 1ncomr / (Loss) 215 54 

OTHER DATA -------.-------- 
N h r  of  Of f ic rs  193 14 
N r a k r  o f  Eaployns 7,129 1 ,m 
RATIOS 
-...-.---.----.-.---.-.-o 

Cap1 tal/Assets 6.5% 6.5% 
a p t  tal/Emminq Assets 13.9X 13.9% 
Capi t r l / Loua  19.5% 19.5% 
C8pi ta l /AuetmCmt imat  6.5% 6.5% 
C l p f t e l / l ~ o n t f n g e n t r  19.5% 19.5% 

Wet 1nt. tnc./&ssets 3.29X 3.29% 7.- 7. M% 3.96% 
Wet lnt. 1nc.IErrn. Asset 7.05% 7 .m~ 10.67% 10.67% 7.74% 
R8Wrn m A r u t s  0.23% 0.t3X 3.55% 3.55% 0.70% 
Return m mity 3.5 5% 3.55% 21 -06% 21.06% 1.615% 

L o ~ n / D . p ~ r i U  5OoSX 50.5% ERR ERR 911.4% 
Liquid A 8 ~ t s i O e p 0 s i t ~  LSdX 4s.m ERR ERR 651& 
Liquid A r u W S t e h t  Dprts ERR ERR ERR ERR ERR 

911.4% 
651.6% 

ERR 



EXHIBIT B 

COSTA R I C A  FINANCIAL SECTOR REPORT 
CCHnERClAL BANKS 

FINANCIAL AWALYSIS 
(12-31 -88) . . 
STATE-WED BANKS 

of ~ ~ 1 - s )  --------------.--.--.--.------------------------------------------------------.-- 
Banco Credito Agricola de Crrtago 

- 
Banco Anglo Cosrarricense -.------.-- ------.--..-.-...--..-.....-- ----.---....--.-..-----.-~.~~~.~.~~~.~~ 

ACtQINT \ BANK -* Cannercia1 Mortgage Total Connarctat Mortgage .-----..-..--.....----..- --------- --.-.---. --.-.---. Total - -  ------*-- -.-.-.--. 
ASSETS 
Cash L CLH frm banks 8,- 4 8,872 
Earning asaets: 

Sacurf t i e s  3,757 68 3,825 
L m  6,167 9 6,176 

Sub-total 9,924 ft 10,001 
Other opermtfng assets 4,896 1 4,897 
F i x 4  assrts 030 0 830 

Total Assets 24,518 82 24,600 

ocposi ts: 
A t  sight 
Tim 

Sub- to ta l  
Other L i a b i l i t i e s  

Total Liabi l itits 23,262 30 23,292 16, 125 833 16,956 

EQUITY 
Capital 
Reserves 
Retained earnings 

Net Uorth 

Total 24,s 18 02 24,600 16,m 906 17,879 

Contingent L i a b i l i t i e s  0 0 0 942 942 

Interest incorne 2,161 6 2,167 786 161 947 - 
Interest expense 1 #% 2 1,364 642 141 783 

Hat Interest Income 4 1 803 144 20 164 

Other Incam: 
Fee inccaw 21 0 0 210 259 1 260 
Other incam 105 0 103 40 2 42 

Total Other I n c a m  313 0 313 299 3 302 
- 

Total Opmrating lncomr 1,112 4 I 1.116 443 23 466 

G m r a l  L *In. Expense 0 i 1,07U 476 21 497 - 
his cell^ expame 15 1 , 16 7 0 7 

MIL -rating Incam 19 3 I 22 (40) 2 (38) 

Extraordinary Income 
Extrlordinary Expanse 

Net Intom / (Loss) 

OTHER DATA 
-.--.-**-.------ 
Nudmr o f  Offices 
N h r  o f  Esployrer 

RATlOI ---..-..-.-.-.--..--.---- 
C8pi tml/Assets 
C8pi tal/E rrning Assets 
mi t.l/Low 

ERR 
ERR 

Mat 1nt- lnc- lAuets  
Net Int. Inc.ltrm. Asset 
Return an Assets 
R a n m  ocr Eqafry 

Loamnapoaf t s  
Liquid Aunr/D.pori t s  
Liquid A.sets/Sight Depes 

30.0% 30.2% 
13.3% 43.4% 

EAR 75.9% 



EXHIBIT B 

OCSTA RlCA F l N A N C l A l  SECTOR REPORT 
CMHERClAL BANKS 

FlNANClAL ANALYSIS 
(12-31-88) 

STATE-OWED BANKS (mil[iom of colonel) --o----..-----------.------------------------------------------.---~-.--.-.-.-.. 

Banco Nacimal de Costa Ric8 Banco de Costa RIca 
I..----..--.-----........--.--.---.---. ..-..-...- ..-.--..-..-...-....-.--..-.. 

ACCOUNT \ BANIC -* Carmercial Nortgage Total Conmrcfal Mortgage 
-..--o...--.---.-.....-.. .-I.-..-- -...-.-.. -..-.-... Tot81 --.--.--. -.--....- .....--.- 
ASSETS 
Cash 6 due from banks 22,394 25 22,419 19,m 0 19,732 
Earning assets: 

Sccuri t ies  5,913 0 5,913 4,444 0 
Loam 17,359 386 17,745 14,135 172 

4 , u  
14,307 

Sub- tota l  23,272 386 23,658 18,579 1 R  18,751 
Other operating assets 23,068 18 23,086 9,760 13 
Fixed assets 4,761 0 4,761 1,474 0 

totat  Assets ~3,495 429 n,ozc 49,545 , 10s 49,?30 

LI4BlLITIES 
Daposi ts: 

A t  sight 29,781 29, 873 8,301 0 23,301 
92 27,893 T i m  27,766 127 19,152 157 !S,309 

Sub- tota l  57,547 219 57,766 42,453 157 42,610 
Other L iab i l i t ies  12,192 144 12,336 4,847 2 5,849 

Total L iab i l i t ies  69, A9 363 70,102 47,300 159 47,459 

EOUITY 
Capi t a l  
Reservav 
Retained earnings 

Net Worth 

Total 73,491 429 73,924 49,545 185 49,TJO 

Contingent L iab i l i t ies  430 0 430 1,623 0 1,625 

Interest incane 4,969 89 5,058 4,312 23 4,335 
lntcrest expnse 3,591 30 3,621 2,239 , 10 2,249 

Net I n t e m t  Incane 1,378 59 1,437 2,073 13 2,086 

Other Income: 
Fee incarr 663 0 663 624 0 624 
Other incomr 112 0 112 127 0 127 

Total Other Incaw m 0 rn 751 0 751 

Total Operating Incam 2,153 59 2,212 2,824 13 2,837 

61 General L ALiatn. Expense 3,201 3,262 2,589 13 2,602 
Hiseellancaa expanse S 0 5 3 0 3 

Net Operating fncaar (1,on) (2) (1,0552 232 ' 0 232 
I 

Extr80rdinary lncaar 1,328 3 1 ,nr 118 o 118 
Extraordinary Expense 197 0 197 136 , 0 136 

Wet Incane I (Loss) m 1 79 214 , 0 214 

OTHER OAtA -------.----.--- 
Wunkr of Offices 84 
Wuakr of  4loym 3,259 

23 ERR 23 21 ERR 21 
an ERR a80 1 9 9 .  ERR 802 

Wet Int. tnt./A.setr 1 .mX 15.75% 1.94% 4.18% 1 7.03% 4.19X 
Wet Int. Inc./tam. Assat 5 . m  15.28% 6.07% 11.16% 7.56% 11.12% 
Retum m Asrets 0.11% 0.23% 0.11% 0.63% : 0.00% 0.43% 
R 8 n t m  m wity 2.- 1.92% 2.07% 9.53%, 0.00% 9.42% 

Louu/D-i tr 30-tX 176.3% 30.7% 33.3% 109.6% 33.6% 
Liquid ~ ~ ~ ~ s / D a p o r l t s  38-92 11.4% 38.8% 46.5% 0.0% 46.3% 
Liquid k r r t s / S i g h t  Dqms 7 5 2  27.2% 75.0% W.7% ERR &.7X 



EXHIBIT B 

COSTA R l  CA FINANCIAL SECTOR REPORT 
CWERCIAL BANKS 

FINANCIAL ANALYSIS 
(12-31-88) 

(raillions o f  colonrr) PRIVATE BANKS .---.-----.- ............................................................................... 
(CAPITAL) FOnEHTO 

ACEQlNT \ BANK -, BANM BACOFISA BANCOnER CONTINENTAL BCT COMSTRUCCION ACRl COLA --..-----------..-----.-- -------.- . . - .  .-------- ..-.-.-.- ---..-.-. 
ASSETS 
Cash L due fran banks 227 27 98 16 513 6 2 
Earning assets: , 

Securities 171 

Total Assets 

LtAsILITtES 
Daporits: 

A t  sight 
TIm 

Sub-total 
Other L fab l l f t ies  

Total L iab i l i t i es  

EQUITY 
Cap1 t a l  
ILtscrves 
Retained earnings 

Wet Uarth 

Contingent L iab i l i t i es  

Interest incoaw 
Interest experue 

Net tnteresf Incme 

Other Incam: 
F w  fncuae 
Other income 

Total Othrr Irrcme 

Extraordinary IN- 
Extraordinary Expcnu 

OTHER OATA -----------.-.-. 
N W r  of Ottfces 
M r r P k r  of Eq~loy..r  

RATIOS .----------.------,------- 
Wi ta l fAuets  
W i t a l f E a m i n g  A u r t s  
W i t 8 l f L o m s  : 
Cwi talfAss8tr*caningenr 
C8pi t r l fLourr~mtfngents  

A u r t s / ~ l a y . r r  
Aur ts /Of f  l c a  

19.7% 34.7% 19.0% 35.1% 10.4%~ - 
24.2% b8.n 30.0% 2500.0% 1t.a 
30.5% 54.9% 4Z.n ERR 16.4% 
15.2% 33.1% 16.5% 14.7% 8.6y - 
21 .OX 51 .OX 31 .OX 26.3% 12.-- 

Met Int. Inc.~Ass.tl 3 . m  7.5 6% 6.26% 7 . m  2 .m -2.65% 3.!w 
net  1m- 1nc.flam h a a t  3.86% 8 . m  7.70% 10.42% 6.3% -200.00% 3.5m - 
R m w n  a, Assets 2.OOX 6 . M  4.22% 3.21% 2.12% -3.97% t .a* 
Return a, LFqui ty 17.95% 22.44% 21 .box 9.2TX 11 .la -12.00X 15 .mx . 

- - 
L o r \ r / D ~ l t a  72.2% 98.8% 82.8% 98.7% 56.0% 0.0% rr.3~ 
Cfqufd Auets/Oepodts 8.9% 6.3% 8.5% 5.0% 36.2% 3 0 . a  4.4% - 
Liquid k u t s / S f g h t  O m p a  212.1% ERR 7 5 3 . ~  ERR 110.6% 30.0% 1iii.k - 



E X H I B I T  B 

COSTA R I U  FINANCIAL SECTOR REPORT 
CCNMERCIAL BANKS 

FINANCIAL ANALYSIS 
(12-31-881 . . - - .  

PRIVATE BANKS - ,.............. .......................................................................... 
- - 

FEDERADO FINCC#ER BlCSA BAHINDUS IHTERFIH LYCW BANHETRO - . .  . . . .  . .  - . - - 0 -  ..-..--.- . .-.--..-- _ 
ASSETS 
Cash L the frm banks 
Earning users: 

Securi t ies 
Loam 

*total  
Other operating assets 
Fixed assets 

Total Asset. 

LIABILITIES 
O e w r i  ts: 

' ~ t  s i @ t  
T i m  

Sub-total 
Other L i a b i l i t i e s  

Total L iab i  1 i t i es  

EQUlTY 
Capital 
Reserves 
Retainad earnings 

Net Uorth 

t o t a l  

Contingent L i a b i l i t i e s  

Interest incane 
Interest expense 

Met In te res t  lncomr 

Other Incorm: 
Fee fncoar 
O t h a  incam 

t o t a l  Other Incane 

Total apcnting Incoma 

Gcnor.1 8 -in. Expense 
n i s c e i t m o u r  

Met o p r n t i n g  Incccnr 

Extraordinary Incane 
E x t r l o r d i ~ r y  Expcnre 

wet 1- / <Loss) 

. OTHER DATA ---.------------ 
Mnhr of O f f  f c a  - of Eaplw- 

RATIOS ---.--------.-------...-. 
Wi t a l /Aaue t~  
C.pl ta l /Eamlng  Assmtr 
~ l t 8 l A ~  

wt Im. ~nc./uaets 
Net  I-. In.lEarn. Assat 
Return on Assat8  
R . t u n  on Equf ry 

L o a l s ~ i t s  
Lfqufd A u m t w D ~ ~ ~ s i  t m  
Liquid A r u w s f  ght Oepos 

m.OX 
~ 0 0 . 0 %  

ERR 



EXHIBIT B 

COSTA R I U  FINANCIAL SECTOR REPORT 
CUWERClAL BANKS 

<millions of colones) PRIVATE OAHKS -.-...---.-.... .................................................. 
GERMAN0 lNTERHAClONAL COQPERATIVO 

AC#XRIT \ BANK -* BAW(ER BAHSANJO CENTROAM. EXPORTACIOH COSTARRICEN. . . . .  . .  . . .  . .  ----..-.- 
ASSETS 
Cash L due from banks 
Earning assets: 

Securi t ies  
louu 

Sub-totel 
Othar operating assrts 
Fixed essats 

Total Assets 

LlABlLtTlES 
D~posi ts: 

A t  sioht 
T i m  

Sub- to ta l  
Other L iab i l i t i es  

Total L iab i l i t i es  

E w l n  
Capi t.1 
Reserves 
Retained earnings 

Net Worth 

Total 

Contingent L iab i l i t ies  

Interest imam 
Interest expenae 

Wet ln t r rest  Income 

Othw  income^ 
F.. incaao 
Othrr i n c w  

Total Other Incane 

lob 
14 

118 

Total Oponting lncom, 

Net Operating Incame 

OTHER DATA ---.----..---.-- 
Wrmkr of Oft icrs 
Ncakr  of EPplayarr 

RATIOS 
----.--.I-..-.-.-*--..-.- 
Crpi ta l /Aur ts  
CIpi tvl lEaming AISItS 
CIpi trl/louu 
Wi tal/AlSats+Ca'Iting8flt 
Clp~tallLornrtContingunts 

ERR 
124 

ERR 
3,117 

ERR 
ERR 

Net lnt. lnc./Aurts 
Mat tnt. Inc./Eam. Assrt 
lratnr on A u r t s  
R r N m  an Equity 

1m.s 
3.7% 
ERR 



EXHIBIT B 

COSTA R I C A  FlNANCIAL SECTOR REPORT 
COHHERCIAL BANKS 

FINANCIAL ANALYSIS 
(12-31-88) 

STATE BANKS PRIVATE BANKS 
( m i l l i o m  of toloner) --.--.---------..----.--..--.-----------------.----- 

SUI-TOTAL AYERAGE SUB-TOTAL AVERAGE 
STATE STATE PRIVATE PRIVATE 

ACCWNT \ BAWI -* BANKS BANKS BANKS BANKS --------.--.------....--- .--..-.-- --..--..- .--.--.-- ------.-- 
ASSETS 
Cash L tho frtm banks 59,780 14,945 1,987 105 
Earning assets: 

Securit ies 15,671 3,868 4,340 228 
Loam 41,oI~ 10,Zb 15,041 792 

Sub-total 56,486 14,122 19,381 1,020 
Other operating rrsets 41,783 10,646 2.5 21 133 
Fixed assets 8,086 2,021 1,274 67 

Total Asset8 166,155 61,533 25,163 1,324 

LlABILITIES 
Deposi ts: 

A t  r i g h t  69,553 17,3811 1,266 67 
Tim 65,724 16,431 18,149 955 

Sub- t o t a l  135,277 33,819 19,413 1,022 
Other L i a b i l i t i e s  22,534 5,634 1,148 60 

PRIVATE 
BANKS' 

SHARE OF 
tOTAL --.-.---- 

TOTAL 
ALL 

BANKS -----.--- 
AVERAGE 

ALL 
BANKS --------- 

2,593 

949 
2,904 
5,853 
1 ,as2 

41 0 

a,m 

Total  L i a b i l i t i e s  157,81? 39,653 20,561 1,082 192,635 

EQUITY 
Capi trl 
Reserves 
Retained earnings 

net Worth 

Contingent L i a b i l i t i e s  2,995 749 5,111 269 ,106 

, In terest  incum 12,507 3,127 4,4TI 236 20,011 
In te res t  expense 8,017 2,004 3.332 * 175 13,248 

! 
Wet Interest Income 4,490 1,123 1,145 60 6,763 

Other Incane: 
fee {n~ta~e 1,757 439 626 n 2,303 
Other incane 304 96 358 19 845 

Tot81 m e r  Ynccmc 2,141 535 984 52 3 , m  

, Total  Operating Incam 6,431 1,658 2,129 112 9,991 

, General L -in. Expense 7,439 1,- 1,251 66 9,631 
Miscellumous expeme 31 8 202 11 244 

, Wet Oparatfng Incomr (839) (210) 676 36 116 

Extraordinary Incorn 1,515 3713 49 3 1,562 
E x t r a a d i n m y  Expanso U 1  85 20 1 361 

Wet S f i ~ ~ - % m  / (Loss) 333 M m5 37 1,317 

OTHER UATA ---------------- 
Nunkr  of  Off  ices 192 4U 20 1 
M n h r  of  -1- 7,730 1,933 I,OIC n 8,7& 

RArlOf ----------.-----.-------. 
, Capi t a l / A u e t s  5.0% 5 .OX llP.3X 18.3% 7.8% 

Clai tal/Eorning Assets 14.n 14.7% 23.n 23.n 17.n 
Cap1 tm1Aorrr 20.3% 20.3% 30.6% 30.6% 23.5% 
Capi tsl/Aucts*Continqem 4.9% 4.9% 15.2X 15 .2% 7.5X 
Clvl t a l /L~+Cont ingen ts  18.9% 18.9% 22.8% 22.8% 21 .OX 

I A s s s t s / L n p l m  21 21 25 b 24 
A s r a W M t i a m  845 665 a99 699 950 

4 

Net Im. Inc./Azsetr 2.70% 2.70% 4.55% 4.55% 3.26% 
Net It. Ih-firm. Asset 7.95% 7.95% 5.91% 5.91% 7.31% 
Return ( .7 &sits 

' Retum tn Equity 

~ ~ m ~ m ~ i t .  30.3': 30.3% n.sx 77.5% 41 .IX 
L iqu id  A8aetoJDlpori t s  44.a 44.2% 10.2% 10.2% 57.2% 
L i q u i d  Assawsight  O o p s  M.9X 8S.m 15T.2;L 157.2% U7,,9X 



EXHIBIT B 

COSTA R I Q  FINANCIAL SECTOR REPORT 
CWERCIAL BANKS 
FINANCIAL ANALYSIS 

(12-31-91) 

STATE-WMEO BANKS 
(,,,fllIoru of colones) -.--..-.--.---.-..-...--.----.---.--.-..-.--..--------0---------.--.--.0-.--.-.- 

Brnco Anglo Costarricmre BMCO Credlto Agr icola de Cartrgo 
..--..-..-.--..--.-..-0-------------0-- .------------.-----------.-----------.. 

A C W T  \ sAUI -# Camurda l  Mortgage Total C m r c f a l  Hortgaga Total ..--.-..--------.-----.-. .-.-me--. --.----0. -------.a 0 .  -..--.--- .--..-.-. 
ASSETS 
Cash L ck fraa banks 21,646 1 21,647 34,877 40 34,917 
Earning assets: 

Securit ies 9,542 6b 9,606 1,663 380 2,043 
LOUIS 7,006 2 7,008 3,177 652 3,829 

Sub- to ta t  16,54a 66 16,614 4,840 1,032 5,872 
Other operating assets 12,580 1 12,581 3,242 801 4,043 
f t x d  assets 2,641 0 2,&1 2,318 41 2,359 

Total Aue ts  

LIABILITIES 
Deposits: 

A t  sf ght 
Tim - 

Sub-1 )cat 
Other L i a b i l i t i e s  

Total L i a b i l i t i e s  51,692 16 51,508 43,109 

E w l n  
Capi trl 
Reserves 
Retained vrrnings 

Net Uorth 

Total 53,615 68 53,683 45,2?7 

!nterest incam 3,861 15 3,856 2,166 
Interest  upante 2*R 5 2,869 1,933 

Net In teres t  fncocao 10 987 233 

Other Incow: 
Fea incoor 
Othrr Incam 

Total Other Incam 

Total Operating Income 

Wet Op.rating lnccaw 

Net lnca~o / <Loss) 

OTHER DATA 
.--..---.s------- 

Wunkr of Offices 
N r a k r  of Enployees 

RATIOS .----.--.---------.--.--- 
CIpi talfAssets 
Clpl t r l /Eorning Assets 
Capi tal/Lourr 
C8pi t a l f A s s e f f ~ t t n g a t  
Clpl  t a l f l o u r r ~ t i n g m t s  

ERR 
ERR 

net  rm. t n t . l ~ ~ s e t s  
net  rm. ~rsc.fiam. u s e t  
Return on Lu..ts 
Return on IEwl ty 

L m A l p o r i t .  
L iquid Assets/Deposl tr 
Liquid Assets/Stght O p t s  

19.5% 
6.3% 
ERR 



EXHIBIT B 

COSTA R l C A  FINANCIAL SECTOR REPORT 
COWERCIAL BANKS 

FINANCIAL ANALYSIS 
(12-31-91) :. 
STATE-WED BANKS 

(mi l \ iaru of colones) -----------------------------------------------.-------------------------------- 
Banco lacional de Costa Rlca Banco de Coat8 Rfca .-- ---.----...-------...-*--.---------- -----.---------.-...-.-..--. --.---.-..- 

ACCWWt \ BANK -s Ccmnrcial Hort08ga Total Commrcirl Mortgage .--..-.----,....---.----. -,------- ------*-9 .-------- Total - . .  --.*--.-. 
ASSETS 
Cash L due from k n k s  54,017 0 54,017 41 ,418 0 41,418 
Earning assets: 

Securities 9,673 0 9,6T3 6,738 0 6,738 
Loans 26,774 932 27,706 17,348 315 17,663 

Sub- t o t a l  36,447 932 37,379 24,086 315 24,401 - 
Other operating assets 61 ,Rf 20 61,745 13,198 18 13,216 
F i x d  assets 17,894 0 17,894 5,865 0 5,- 

Total Asaetr 110,083 952 171,035 86,566 333 a, 899 

LIABIllTIES 
Deposi tsz 

A t  sight . T i m  
Sub- t o t a l  

Other L i ab l l l t i e s  

Total L i ab i l i t i e s  

EWtTV 
CapC tat  
Reserves 
Retaincd earnings 

Wet Worth 

Contingent Llabi lltia 

ln te r r s t  Incam 
ln tercst  orpanae 

Net Interest lncap. 

Other Income: 
Fee incane 
Othar fncane 

Total Other fnccum 

Tot81 Operating Incane 

General L ktain. Exparre 
Miscellansour expense 

Met Op.ratlng Income 

OTHER DATA --.--.---.------ 
Wluber ot  Ot t ic t ,  
W u n k r  of Etplowm 

RATIOS 
--.--*-..--.-----...--*-- 
Cap1 t 3 l / A . ~ t s  
Capttal/Eamfng Asarts 
Clpi t.l/Lornr 
Cap1 tr l /Auets+Cmt~jngmt 
Clpi tal/Lora+contl l-galtr 

ERR 
ERR 

ERR 
ERR 

Net Int. Inc./Assets 
Met Int. Inc./Emrn. m e t  
Re- on h a r t s  
Re- on Equity 

L ~ / O q m ~ i t ~  22.1% 293. 1% 22.8% 25.m 107.SX 24.0% 
Liquid A.uts/D.porits 44.5% 0.0% 45.4% 56.5% 0.0% 56.3% 
Liqu id  A . u ~ / S i g h t  O p t s  84.0% 0.0% (P-7% 115.9% 0.0% 1115.9% - - 

D- 19 
I - 



E X H I B I T .  B 

COSTA RlCA FIHAHCIAL SECTOR REPORT 
COICIERCIAL BAHKS 

FIPANCJAL ANALYSIS 
(12-31-91) 

,-: . 
PRIVATE BANKS 

<miLLlons o f  COLOMS) ........................................................................ ....-..-.g-.....--. 

(COYSTRUC- FaEMTO 
ACtQlllT \ WIC -+ EAYEX BACOFISA BAWCCMER COMTIWENTAL 8CT CAPITAL AGRl COLA 

- 
ASSETS 
Cash L ck. f ran  bmkr '  302 67 , 239 256 545 17 349 - 
Earning ararts: 

S e a r i t i n  947 424 051 198 718 A 641 , '  - 

L o u u  3,769 797 1,926 1,268 708 107 2,3n3 
Sub-total 4,716 1,221 2,557 1,466 1,426 182 3,024 

Other operating ars r ts  478 80 237 85 71 194 209 
F l x d  a r ro t s  256 28 131 29 n 60 160 - 

Tota l  Aaaetr 

LIABILITIES 
Oaparitsx 

At  s i gh t  
Time 

Sub- to ta l  
Other L i r b i L i t i r r  

Total  L i a b i l i t i r s  

EWITY 
Capi trl 
Reserves 
Retained earnings 

Net  Uortb 

I n te res t  incam 
In te res t  expense 

Met In teres t  Income 

Other Incaae: 
F n  inca~r 
Other incane 

Total  Other 1ncolPa 

Total  Oprrttng Inccar 

Wet I n C o l s r  / (Loas) 

OTHER DATA 
*--.-----.----.- 
W r a k t  o f  O t f l c a  
W I I l a k r  o f  WLaym 

RATIQt .-.-.-..--..----.----..-. 
Capi t r l / A . u t r  
C a p f t a l / E u n i w  lLuats  
b p i  taL/Lo.m 
CapitrL/Amntr*cartingent 
CIpi taL/Low*Contingentr 

n e t  rm. t n c . / ~ u r t s  
Wet Int. 1nc.ltun. M a a t  
Re- on A u e t s  
Retum on Equl ty 

Lonrmrpai t a  
~ lquid A.utr /Dqmai tr 
liquid Au . tYS fgh t  O p t s  

1,396 

0 
909 
909 
59 

968 

300 
30 
99 
429 

1,397 

727 

353 
198 
155 

92 
7 

99 

254 t 

148 1 

2 4 

104 

0 
0 

101 

1 
810 

30.7%, 
35.1% 
53.8% 
20.a ' 
28.1% 

13 
1,396 , 
ll.lOX, 
12.69%' 
7.bS%, 
24.24% 

87.7% 
7.4% 
ERR 

B-2,O 



EXHIBIT B - 
COSTA RICA FINANCIAL SECTOR REPORT 

COHWERCIAL BANKS 
FINANCIAL ANALYSIS 

(12-31-91 1 

PRIVATE BANKS 
:- 

(mi 11 ioru  o f  coloncr) ---I------.---....-----------..--.-----------.--------.------------.-----.----g.------.-.-- 
ACCOUNT \ BANK -a FEDERMO 
--.I-.-----.---------.--- .-----.-- 
ASSETS 
Cash L due from banks 191 
Earning assets: 

S m r i t l e r  408 
Lorns 2,190 

Sub-total 2,598 
Other operating u s e t s  656 
Fixed assets 64 

I N 1  ERFIR .-----.-. 
905 

850 
4,679 
5,529 
4a8 
140 

Total Aosets 

LIABILlTIES 
Dcporits: 

A t  s ight  
T i m  

Sub-pta! 
Other L i e b i l i t i e r  

EQUITY 
Capi ta t  
Reserves 
Retalncd earnings 

Net Worth 

Total 

Contingent L i a b i l i t i e s  

Interest incane 
In terest  expense 

Mat I n t e r a t  Iwaa 

Other I n c w :  
Fee incam 
Other imam 

Total OWtrr Incorn 

Total Operating lncas 

General C -in. Expense 
n i x e l t a m a m  expense 

Net Operating I n e a r  

ne t  t n c w  / (LOSS) 

OTHER DATA ---------------. 
Nrrmkr o f  Offices 
Nrrekr o f  4laynr 

RATIOS ------.-------------.---- 
C.pl tel/Asrats 
Clpi tal/Earning Assets 
caoi tal/I.omlB 

Wet tnt. Int./Al..O 
~ e t  Int. :nc.fiun. ~ u s e t  
neturn m a t s  
R8tUm m Wity 

6z.n 
1s.n 

ERR 



COSTA R I C A  FINANCIAL SECTOR REPORT 
COnnERCl AL BANKS 

PRIVATE BANKS 
(mi 11 ions of colones 1 --------.-----..-..-...-.--.-----.--..- 
ACCOUNT \ OANK -* BAWER BANSANJO BANSOL -.---*-----.---.-.--..--- ------.-- .--.--.-. .-----.-- 
ASSETS 
a s h  L d w  from banks 300 691 30 
Earning rsrats:  

S a r i  t l a s  b65 377 111 
L o u u  1,282 2,100 102 

Sub- t o ta l  1,747 2,477 213 
Other oparr t ing assets 133 756 8 
f ixad assets 314 433 4 

Total  Asseta 2,494 4,357 255 

L1ABILItIES 
Deposits: 

At  s i gh t  26 1,010 2 
Tima 1,817 2,496 1 29 

Sub- t o ta l  1,843 3,506 131 
Other L i a b i l i t t e s  134 87 25 

POWUR .--.. -..- 

Total L i a b i l i t i e s  1,977 3,593 156 

EWITY 
Capft.1 
Resawes 
Retained earnings 

Met Uorth 

Total 

Contingene L i r b i  l i t i e s  263 714 67 

In ta ra r t  I n c a  616 9U 43 
I n t e r u t  a p c m a  583 71 7 18 

Net Interest  IKW 33 231 25 

Other Incarm: 
Fn inconm 82 115 
Othar fncom, 115 11 

Total  Other lncomr 197 129 

Total Op.rrting Incosl  230 360 26 

Net Oprmt lng Incam 46 158 12 

Extraordlmc/ Incam 
Ex t r ro rd imry  Expanse 

Wet 1- / (Loss) 46 152 12 

OTHER DATA ----------.----- 
Wrmkr of Otttcw 
Nrmrkr of Eqloyrrs 

A8netslE.pl- 
A lsa tYOt f  l c u  

ERR 
ERR 

Wet IM- Inc./Auats 1.32% 5 3 %  9.80% 
Wet Int. Ine./Eam. A r r r t  1.89% 9.m 11.74% 
R o ~ W ~  an A8UtS 
Retum an Equity 

Lomsmeposi tr 69.6% 59.9% 77.9% 
Liquid AuetsMeposi tr 16.3% 19.7% 22.9% 
Liquid Auetr /Slght  Dprts 1153.8% 48.4% 1SOO.OX 

95.5% 
6.tX 
ERR 



COSTA RICA FINANCIAL SECTOR REPORT 
CO(HERClAL BAWKS 

FINANCIAL ANALYSIS 
(12-31 -91) 

" - 
PRIVATE 

7 

BANKS' 
SHARE Of 

TOTAL -----.--- 

STATE BANKS PRIVATE BANKS 
(m i l l i on j  of cot-) -------------------.--------------.------------------ 

SUB -TOTAL AVERAGE SUB-TOTAL AVERAGE 
STATE STATE PRIVATE PRIVATE 

ACCOUWT \ BAWK -* BANKS BAHKS BANKS BANKS -.---------.----------.-- ----.---- -.-.---.- ------.-. --------. 
TOTAL 
ALL 

BANKS 

AVERAGE 
ALL 

BANKS --.---.-- 
7,190 

1,870 
4,566 
6,436 
4,415 
1,- 

19,589 

ASSETS 
Cash C due fran bmks 151,999 38,000 4,914 289 
Earning assets: 

Securit ies 28,060 7,015 7,563 445 
L m s  56,206 14,052 24,694 1,453 

Sub-  t o t a l  W,266 21,067 32,257 1,897 
Other operating assets 91,585 22,696 4,073 240 
Fixed assets 28,9S8 7,240 1,931 116 

Total Assets 356,808 89,202 43,175 2,S40 

LIABILITIES 
Deposits: 

A t  r i g h t  
T i m  

Sub- to ta  1 
Other L f a b i l i t i e s  

Total L i a b i l i t i e s  336,515 M,129 34,697 2,061 

EQUITY 
Cap{ t a l  8,095 2,026 5,615 330 
Reserves 226 57 61 5 36 
Retained earnings 11,972 2,W3 2,249 132 

Net Uorth 20,293 5,OTJ 8,479 499 

Total 

Contingent L i ab i l i t i e s  

Interest income 
Interest u p m s e  

Net Interest Incane 

Other tncam: 
Fee intom 
Other (mum 

Total  0th- I n c w  

Total Operating Incane 

General L Adnin, Expense 
Hiscel luwour uq#rre 

Net Operating Imam 

Extraordinary I n c a n  
Extraordinary Expense 

Net t n c r  / (Lou) 

OTHER DATA --..,------.---.- 
Nrmk; s i  Of t { c t r  
Nrmkr of Eqleyees 

RAT 10s ---------...-----..-.-.--- 
Capi t a l f b s e t s  
Clpi ta l /Eaming Assets 
C 8 ~ i  t8lfiOOfkS 
-pi t a t i k r e t t . con t i ngmt  
Capi tal/loutr*Contingents 

A u a t s m 1 o y . a  
A s u t s / M f  ices 

Met lnt. lnc./Assets 
Met Int. 1nc.mm. k a r t  
Return on Assea 
Return on E q u i t y  



EXHIBIT C 

COSTA R l C A  FINANCIAL SECTOR REPORT 
COrnERCl AL BANKS 

MlOlTEO FINANCIAL STATEHENTS 
(12-31-91) 

(mil l ions of  colcnerl 
STATE-WNED BANKS .--..--..-..- ......-...-.....-...-...~~.--...--..---..-. 

V SUB- T OTAL AVERAGE 
ACCWNT \ BANK -* HACIWL COSTA R I C A  2 BANKS 2 BANKS .-...-..----......-...-.-...-..- -..-..-... . .  . . .  -..----.- 

N.ar of Local Auditors: Harraro V. Herrero V. 
I n t e n r t i o c u l  Aff i l ia t ion:  Daloitte Daloitte 

Opinion: quolit led qualif id 
ASSETS 

CIS~ a ~ i v 8 l W l t ~  
Earning assets: 

Suur  i t ies  
Loans: 

Total 
1-S: Allowmee 

Net Lorna 
Sub-total 

Interest mceivrble 
Other recvblls ( i f  shown) 
A/R8s related c o n p ~ i e s  
O.R.E.O. ud O.A.O. 
Other operating assets 
Fixed assets 
Other Assets 
Net Claim on eccR, re: FX 

unknown 

Total Assets 

LIABILITIES 

Deposits: 
A t  right 
T f m  ud Savings 

Sub- to ta l  
Cert i f fcatcs of Investment 
Ovrrdraf tr 
LO~IU payable 
Payable related ccnprnier 
Interest pa able 
Other pmyab~es 
Other l i a b i l i t i e s  
Provision fo r  eqsloyce k n e f  i t s  

Total L i a b i l i t i e s  

MINORITY PARTICIPATION 
OT HER 

EQUITY 
Capi t a l  
AWi timl paid- in capi tal  
Revaluariocr o f  . t rots 
Reserves 
Retained earnings 

Wet Uorth 

Total 

Contfngant Liabi l i t ies:  
Bank guarantees 
Ltrs.of Crdt.LBnk. Accept. 
Loam d i rcan ted  

Total 



EXHIBIT C 

COSTA R I C A  FlHANClAL SECTOR REPORT 
CCllMERClAL BANKS 

AW ITED FlRAHClAL STATEMENTS 
(12-31.91) :. - 

(mi  1 1 ions of colones) 
PRIVATE BANKS -----.--.------.--.--------.---------.--.------------. .------..--.--------..-. 

(WNSTRUC.) 
ACCOUNT \ BUlW -* BAWEX BACUFISA BANtOlER CONTINENTAL BCT CAPITAL -----------------.------------- -------.- -------a- --------- --------. ---.----. -.---..-- 

Maam of Local Aud i to r~ :  Cecil irno Pert  narwick Peat naruick Venegas P l z  Information 
Internation81 Affiliation: Coopers L Lyb 000 rnsvai  l a b l r  

Opinion: q a l i f i e d  q u a l i f i e d  mqual i f ied  m q u r l i f i e d  
ASSETS 

unaudited 

Cash 6 equlvalcnts 
Earning assets: 

S u u r i  t i e s  
Loaru: 

Total 
Less: A l l b w u ~ e  

Net l o u u  
Sub-total 

In teres t  receivable 
Other rccvblls ( i f  shoml  
A/RBs re la ted &pnies - 3 
O.R.E.O. 8 d  O.A.O. 6 21 
Other operating assets 5 11 
Fixed assets 223 29 48 28 
Other Assets 59 92 56 
Net Claim on BCCR, re: FX 

Total  Assets 5,506 1,397 3,164 1,856 

LIABlLITlES 

Dcposi ts: 
At  s igh t  
Time and Savings 

Sub-total 
Cer t i  f icates of lnvcs tmnt  
Overdrafts 
Loaru payable 
Payable re lated ccmpanies 
In teres t  payable 
Other payab ln  
Other l i a b i l i t i e s  
P r w t s i o n  f o r  arployee benefits 

Total  L l a b i l i t i e s  

HINORITY PARTtCIPATIOW 
OTHER 

EQUITY 
Capi t a t  
Addi t ional  pa id - i n  cap i ta l  
Revaluation o f  assets . 
Reserves 
Retr f  ned rarninga 

Mat Uarth 

Total  

Contingmt Liabl L i  t ies: 
Blnk guclmtees 
btrr.of Mt.L@urk. Accept. 
Loam dlrtornted 

Total  



CQSTA RICA FlHANClAL SECTOR REPORT 
CWnERCIAL BANKS 

AUD ITED FIUANC~AL STATEHEHTS 
(12-31-91) 

(mi l l ions o f  colones1 
PkIVATE BANKS --- ........................................................................... 

FWENTO 
ACEQINT \ BANK -9 AGRICOU FEDERAOO FINCCMER BICSA BANlNDUS , IMTERFlN 
....--I--.*...-.--.-----. .--.--.-- ---..---- --.--.--- --------. -.....-.- ..-.---.. 

~~llr o t  Local Auditors: C u i l i a n o  Peat Maruick Peat Marwick Peat Ma.rlck Audltd C e c i l t m  
In tema t ton r l  A f f i l i a t t m :  Coopers L Lyb I n f o m t t c n  Coopers L ~ y b  

Opinion: mqrulif id uw~ul l f led uqu8lifld u r q u r t i f f r d  mava i lab le  ,unqurltf led 
ASSETS 

Cash L equivalents 
Earning assets: 

S a r i  t i e s  
Loam: 

Total 
Lesa: Al louuw8 

Net Loans 
Sub-total 

Interest  receivable 
Other recvbl's ( I f  shown) 
A/R1s re la ted coapanies 
0.R.E.O. Md 0.A.O. 
Other operating assets 
F l x d  assets 
Other Assets 
Net Claim on BCCR, re: FX 

Total Assets 

Deposf ts: 
A t  s igh t  
T i m  and Savings 

Sub- t o t a l  
Cer t i f  i c r t e s  of Investment 
Overdraf ts 
L o w  payable 
Payable r a l a t d  c c q m i e s  
Interest  payable 

:t r : s t z i e s  
Prov ts im f o r  arployee beneft ts  

HINORITY PARTICIPATlON 
OTHER 

EWITY 
Capi t.1 
Addtt iocul paid-in cap i ta l  
Revr lur t ian o f  assets 
R c r e r m  
Retained earnings 

Net Yorth 

Total 

Contingent Lfabt 1 i ties: 
Burk g u a r m t m  
Ltrs.of Crdt .&Bank. Accept. 
L o u u  d i s c m t d  

Total 



EXHIBIT C 

COSTA R l C A  FINANCIAL SECTOR REPORT 
CCnMERCIAL BANKS 

( m i l l i ~ n r  of colones) 

AUDITED FlNANClAL STATEHENTS 
(12-31-91) 

PRIVATE BANKS 

ACCOUNT \ BANK -* LY ON BANHETRO OAMMER BANSANJO EANSOL ....... ....-...-.--.---..---... .-....-.I --.-..--. ...-0--.- .--.----- .-..--..* 
~ r m a  of ~oc.1 M i t o r s :  Peat neruick Pent nnrwlck Cuei l lam C e c i l i w  Audited 

I n t e r n a t i o ~ l  A f f i l  i a t i m t  Coopers L LybC00pr~ a LybInformatlon 
OpEi.:~n: qual i f ied w l i f f a d  l J n q ~ 8 l l f i s d  ~ l l f l s d  ~ v r l l a b l e  

ASSETS 

Cash & equivalents 
earning assets: 

Sacur i t les 
Lomns: 

Total 
Less: Allowncr 

Wet L O M  
Sub- total  

Interest receivable 
Other racvblls ( i f  than) 
A/Rns related c c l r p n i a  
O.R.E.O. and O.A.O. 
Other operating assets 
Fixed assets 
Other Assets 
Wet Claim on Be#, rr. FX 

Total Assets 262 2,861 2,494 4,033 

LIABILITIES 

DeposO ts: 
A t  sight 
Tim and Savings 

Sub- to ta l  0 0 0 0 
Cer t i f  icaten of Innrtrrcnt 44 1,661 1,614 1,602 
Overdrafts 296 
Loans payable 463 202 888 
Payable related v i e s  
Interest payable 66 55 
Other payables 47 18 36 401 
Other Liabi l i t i e s  6 140 41 
Provision fo r  -loyea bcnef l ts 2 18 26 

Total L i a b i l i t i m  W 2,360 1,965 ' 3,2M 

nIHORITY PARTICIPATIQI 
OTHER 

EQUITY 
Capital 
Additional paid- in c q i t a l  
Revaluation of assets 

nerves 
Retained earn ing 

Net North 

Total 

Contingent L l a b i l i t i a :  
Bank gwrantaes 
Ltrs.of CrdtABmdc. Accent. 



EXHIBIT C 

COSTA R l C A  FINANCIAL SECTOR REPORT 
CWMERClAL BANKS 

MlOITED FlNANClAL STATEHENTS 
(12-31-91) 

(mil l ions of  colones) 
PRlVATE BANKS WBLIC AND PRlVATE BANKS -..-- ............................................... 

SUB-TOTAL AVERAGE TOTAL AVERAGC 
ACC0l.INT \ BANK -* 14 BANKS 14 BANKS 16 BAHKS 16 BANKS 
-----.--.--.--.---I-.---.-..-.. ...-.- 0.- --..-...- .-..----. -..-..--. 

Mute of Local Audl tors: 
Intematlonal A f f  i l iat lon: 

Opinian: 
ASSETS 

Cash L eq.8lvalmts 
Earning assets: 

S u u r i t f r r  
L u m :  

Total 
Leas: Allowansr 

Not l o u u  
SrPrtotr l  

Interen? rrcsivable 
Other r rcvb l ' r  < f f  shorn) 
A/R8s related conplnies 
0.R.E.O. ud 0.A.O. 
Other opsrating assets 
Fixed assets 
Other Assets 
Net Claim on ECCR, re: FX 

Total Aasets 39,271 2,805 315,285 19,705 

LIABILITIES 

Oepasf ts: 
A t  ~ i @ t  
Tim ud Savings 

St&- to ta l  
Cer t i f  i u t c s  of lmestmant 
Ovardrafts 
L o w  pryable 
Payablr related coapiuties 
Interest payable 

::::; me:af, 
Provision f o r  coplope benefits 

Total Limb1 l i t f e s  31,578 ?,a6 287,634 . 17,PTI 

ntwan1t.r PARTICIPATIOH o 1 0  3 , 348 209 
OTHER 0 0 166 10 

EWlTY 
Capital 
Addltfanal pidgin c w i t a l  
Rovalwt icn of assets 
Reserves 
Ret r imd earnings 

Tot r l  39,270 2,805 315,284 19,705 

. .- 

lo- dircou&d . 
Total 



EXHIBIT C 

COSTA RlCA FINANCIAL SECTOR REPORT 
COnnERCIAL BANKS 

AUOlTED F ~ H A N C ~ A L  STATEMENTS 
(12-31-91 

(mi 11 ions of colones) 
STATE-OUHED BAHYS 

V SUB-TOTAL AVERAGE 
ACCWWT \ BANK -* WACIOHAL COSTA R1U 2 BANKS 2 BAHKS ................................................................... 

INCOnE STATEHENV .................................................... 
Interest incane: 

Loans 12,663 7,522 20,185 10,093 
Investmentr S,97S 1,462 6,437 3,219 
Related carpanirs 0 0 

Total Intarest inccmh 17,638 8,984 25,622 13,311 

Interest expense: 
Deposits 
Certi f i c r tes  o f  Investment 
Loms 
Related canpanla 
Ccmnissioru 

Total interest expense 

Met Interest Income 

Exchange d i  f f eranclr (net) 

Allouance fo r  l o w  losses 

Other operating income: 
Fee income 
Other incane 

Total Other l n c w  

Total Operating Income 

Other operating expense: 
Parsamel 
General 6 Admin. Expcnse 
M i  seal laneour expense 

Totat other op. expense 

a l l  v 

Met Operating Incorn 

Extraordimry Incomb 
Extraordinary Expense 

Mat ap.inc.kfon part ic ipat ion 
Less: Minor i ty Interest 

Pension turd 
Education l o u u  tud 

Met Incane / (Lass) 



EXHIBIT C 

COSTA A 1  CA F IHAMCIAL SECTOR REPORT 
CWMERCIAL BANKS - 

AUDITED FIMAWCIAL STATEMENTS 
(12-31-91) - 

( m i l l  Ions o f  colones) : . 
PRIVATE BANKS --- -.-..--.--.--.-..--.---------.--.--.-----..--*--.--.---...-....,-.-----.---- 

(CONSTRUC.) 
ACCWNT \ BANK -* BANM BACOFI SA BAWCDCIER CONTINEMTAL BCT CAPITAL - . - . . . - -.-.--.--.------.-.--.. ----.---- -.----1-. ..----.-. ---.-...- ---om.--. .-----.-- 

INCOME STATWENT - .-----.---.--.-.------..--------------.---.-.------------.-----.--------.----. 
Intares t  I&-: 

Loans . 1,322 187 676 3611 1 I 
134 141 78 15 l nves tmnt r  42 

1 R o t a t d  cunpanies 
Total  Interest  Income 1,457 328 754 443 0 53 

In te rao t  urpmre: 811 V 
Depos I tr 347 
Cer t i f i ca tes  a t  tmestmant 601 154 493 

7 - - 
Loans 571 39 161 1 
R e l r t d  c c q m I t s  15 - 
Comaisrioru 14 6 

Total in te res t  expense 1,199 193 654 35 3 0 8 

Exchange d i  f f  a r m c c l  (net) 

Allowance to r  loan losses 

Other oparatfng imomc: 
Fee incane 
Other income 

T o t r l  Other tnccmr 

T s r d  Operating Incoma 

Other operating expert*: 
Perronnrl 
General 6 A-in. Expense 
H i rce l  lanaous expeme 

T o t r l  other op. expense 

Net Operating Incam 

Extraordinary lncoav 
Extraordinary 

U r t  op.i&.betore par t i c ipa t ion  
Less: H ino r i t y  In te res t  

Pension f u d  
E d w a t i m  loans f v d  

90 

40 

unknon 

68 

68 

198 

50 
67 

117 

81 

H 
' a l l  \/ 

12 



EXHIBIT C 

COSTA RICA FINANCIAL SECTOR REPORT 
CWERCIAL BANKS 

(mil l ions of colones) 

AUDITED FIN AH CIA^ STATEHEHTS 
(12-31-91) 

PRIVATE WNKS -----..-----------------.-----.--.------.--------.----------------------------- . - 

FMENTO 
ACCWNT \ BANK -W AGRl COLA FERERAOO FINCMER BICU BANINOUS INTERFIW --.---.------------.--------.-- ------I-. ------em. --.-..-.- - . - - - - em-  --------- --------- 

I WCWE STATEHUlT ----------.-------------------.--------.-.---------------------..------------- 
Interest incam: a l l  V 

Loam ' 845 559 222 521 
Investmnts 04 67 9 13 1,666 
Related corpvries 215 

Total interest income 929 626 222 637 1,881 

Interest expense: a l l  V 
Oeposi tr 350 
Car t i f  icata, of Investment 424 239 221 250 
l.0- 215 121 
Related capanies 
Cana iss iw  

Total Interest expense 774 45b 221 371 

Net Interest I n c a  155 1 R  1 266 

Exchange differences (net) 44 135 

Allowance f o r  loan losses 27 10 26 

Other operating I n c a :  
Fee income 
Other fncan@ 

Total Othar Income 

Total Operating I n c a  2713 248 170 359 

Other operating expertse: a l l  V 
Persomel 97 T8 89 
General L Admin. Expense 113 22 67 40 
Hisce l lantaa expense 11 46 

Total other op. e x p w e  ' 210 111 67 175 

Net Operating I n c a n  68 137 103 184 

Extraordinary Income 
E x t r r o r d l ~ r y  Expense 

I 

Net op.inc.kfore part ic ipat ion 82 137 105 . lab 
Lns: Mimri ty I n t e m t  

Pension f u d  8 10 19 
Education lorrr fwd 4 7 5 9 

Net Intame / (Loss) 70 130 M 156 



EXHIBIT C 

(mi l l ions o f  colancr) 

COSTA RICA FINANCIAL SECTOR REPORT 
CWERCIAL BANKS 

AUlITED FlNANCIAL STATEMENTS 
(12-31-91) 

PRIVATE BANKS 

ACCQIWT \ BAYI -+ LYW BANMETRO OAHHER BANSAN JO BANSOL .---.-..----..----..--.------.- -ma-...-- . .  - . .  .-------- 
INCOlE STATEMENT .-...------.-.-------..-----..---.--------.-----.--.--.---------- 

Interer t  IKOID.: a l l  V a l l  V 811 V a l l  V 
Loam 29 684 616 948 
Investments 
Related carqniu 

Total Interest  inccim 29 684 616 94a 0 

l n t e r n t  u p n t e :  a l l  V a l l  V a l l  V a l l  V 
Oeporits 
C e r t i f i u t o r  o f  Investmhnt 9 560 570 71 7 
l o u u  
Related compnia 
Coamissiom 6 13 15 

Total interest  expense 9 566 583 732 

Net I n t a r a t  I m a m  20 118 n 216 

A1 lowace f o r  lorn losses 4 1 8 

Other op ra t l ng  im: 
Fee Incane 
Other incam 

Total Other Imam 

Total Operating Incam 

Other operating m e :  a11 V a l l  V a l l  V a l l  V 
Persocnal 
General L -in. Expcnre 55 165 139 190 
M i s c e l l m a r r  utpnre 1 45 a 

Total other op. expense 55 166 184 198 

Net Operating Incar (2) 84 46 147 

Net op.Inc.kfocr p r t f c t p t i o n  4 1SC 4 6 .  152 
Lars: Minor i ty  Interest 

PensIan f u d  1 9 5 IS 
Ebca t i on  low tud 4 2 8 

Net lncoam I (Loss) 3 71 39 129 



EXHIBIT C 

COSTA R I U  FINANCIAL SECTOR REPORT 
COOlERClAL BAWKS 

AUDITED FINANClAL STATEHENTS 
(12-31-91) 

(mi l l ions  o f  colones) 
PRIVATE BANKS PUBLIC AND PRIVATE BANKS .--.. .---..--..-----...-.-.-..---.-..---..--.--..--. 

SUE - TOTAL AVERAGE TOTAL AVERAGE 
ACCOUWT \ BANK -> 14 W K S  14 BANKS 16 BANKS 16 U K S  .------.-..-----.-.--..--. .--..--.. .....-0.- -.---om.- -.------- 

IN- STATEHENT -. .---...-.--*-......---o-~..--.--.~-o~-o~~~.-~~.~o. 

l n te res t  income: 
loans 8,657 618 28,842 1,803 
l nves tmnt r  949 68 7,386 462 
Related c m p a n i a  1 0 1 0 

Total  interest  Incane 9,607 686 36,229 2,264 

In teres t  expense: 
Deposits 10Q 50 16,155 1.010 
Cer t i f i ca tes  o f  Investment 5,254 375 5,254 328 
lo;r\. 1,652 117 4,087 305 
Related .carpmies 13 1 13 1 
C m i s s i w  54 4 1,037 65 

Total  intarest  expense 7,667 54a 27,346 1 ,m 
Net I n te res t  Income 1,940 139 a#= 555 

Exchange dl t t a r m e s  (net) 492 35 492 3 1 

Allowance fo r  loan losses 117 8 2,458 154 

Other operating incam: 
tee incan 1,189 8S 5,206 325 
Other incune 337 24 4,201 263 

Total  Other Incoma 1,526 109 9,407 588 

Total  Oprrating Incorn 3,Nl 274 16,326 1,020 

Other aaaratlna e x m a :  - - - - - . - - - - - - - - - - 
P e n o m e l  
General L Actain. E x w e  
H i  scellarnour expa& '183 13 '401 25 

Tota l  other op. expense 2,359 169 14,645 915 

Net Operating Incam 1,582 106 1,679 105 

Extraordinary Incoar 
Extraordinary Expense 

Net op.inc.before par t ic ipa t ion  1,522 109 1,719 107 
Less: Hlno r i t y  In teres t  0 0 166 10 

Pension fud  144 10 147 9 
E d u u t i o n  t o n s  tvd 71 5 71 4 

net rncom / (LOSS) 1,307 93 1,335 85 



EXHIBIT C 

COSTA R lCA FINANCIAL SECTOR REPORT 
COnnERCIAL BANKS 

AW I TED FINAJ~CIAL STATEHENTS 
(12-31-91 

(mil l ions of colones) 
STATE-WED BANKS --------------------- -------------..........----.------- 

* V  SUB-TOTAL AVERAGE 
ACCQIYT \ EANK -> MAClONAL fOfTA RIC4 2 BANKS 2 BANKS ----------.------------------.. om------- --------- -.------- -.-om---- 

WlTATIVE DATA .---------.----- 
Wrmb.t of Off ices 0 0 
N W r  of Eap loyw 3,549 2,757 6,306 3.153 

- - - - - - . - - - - 

capi ta l  Adrqwcy ---------------- 
Capi t a l / ~ s s @ t s  
kp i ta l /Eaming  Assets 
Capi tal/Loam 
kpital/Assets+Contingent 
Capi tal/Lorns+Contingents 

Asset Quality 
---.------.-a 

Huupawnt ---------- 
AssetsfOf f ices 
Assecs/Eaployees 

Earnings -------- 
Net Int. Inc./Assets 
Net Int. Inc./Erm. Assets 
Return on Assets 
Return on Equity 

ERR ERR ERR ERR 
5s 30 44 44 

Liqu id i ty  ---.----- 
Lonr/De$ms i tr 29.9% 26.4% 28.8% 2B.8X 
Liquid A S S ~ ~ S / D ~ O ~ ~ S - + I ~ V . C . ~ ~ ,  76.1% 73.2% 75.2% 75 2% 
Liquid Assets/$ ight  Deposits 365.5% 205.2% 296.1% 296.1% 

Consolldrted uith Banco 
lntemrcianr l  da Costa Rlca 



EXHIBIT C 

COSTA R I U  FINANCIAL SECTOR REPORT 
CWERCIAL BANKS 

NJOITEO FINANCIAL STATEHENTS 

PRIVATE BANKS 

(CONSTRUC.) 
ACCOUNT \ M N C  -, BANEX BACOFISA BA1ICOnER CONTI NENTAL BCT UP I TAL --.-.-------.-.-.-----------..- . - - - - m a - -  --.--.--- .------.- 9-.------ --em-.--- -em--.-.- - 

QUAL I TAT lM DATA 
.-I--*-.----.--. 

K u r k r  of  Of t i c -  1 1 2 1 1 
N-r o f  ~ n p l o y r n  165 110 118 n 40 21 

1 

RATIOS - .-.---..-.------..------..----. 
C8pit.l Adequacy -------.--.----. 
C8pi t8l iAssets 15.9% 30.6% 20.3% 20.2% ERR 58.6% 
C8pi t8VE lm ing  Assets 22.4% 35.1% 25.0% 25.3% ERR 1%.5% 
Capi t8l/Lorns 23.2% 53.7~ 33.3% 29.2% ERR 240.6% - 
C8pi trl/Assets+Contingent 16.4% 20.2% 16.0% 12.8% ERR 58.6% 
Capi trl/Loutr+€ontingmts 20.2% 28.1% 23.1% 16.0% ERR 240.6% 

Asset OU8l i ty .--- .... -.--. 
Manrsement ..-.---.-- 
Assets/Of f ices 
Assets/Enployees 

Earnings .------- 
Net Int. Inc.lAssets 4.69% 9.66% 3.16% 4.90% ERR 10.34% 
Net Int. Inc./Errn. Assets 6.62% 11.06% 3.91% 6.13% ERR lI.U% 
Return on Assets 2.83% 6.23% 2.81% 5.76% ERR -0.69% 
Return on Equity 17.87% 20.33% 13.08% 18.60% ERR -1.18% 

L i q u i d i t y  (.-.---.-- 
Lorns/Dcposi ts  34263.6% ERR ERR 314.1% ERR 200.0% 
L iqu id  Assets/Dports.*Im.Cert. 55.1% lO2.n 45.a 58.0% ERR 213.6% 
L iqu id  Assets/Sight Deposits ERR ERR ERR ERR ERR ERR 



COSTA R I U  FINANCIAL SECTOR REPORT 
C W E R C I A L  BANKS 

C m i l l i c m  of c o l o n e s )  

AC#ILINT \ M N K  -* -..--------.--.----.-.-.-.-.--. 
OUALXTATIM OAT& --------.------- 
N M k r  of O f f  i c e s  
N u r k r  of Erploym 

A s s e t  Qurlity -.-.--.--.--. 

Assets /Of  f i c e s  
A s s e t s / E n p l o y r e s  

E a r n i n g s  
- a m - - - - -  

N e t  Inr. I~. /Assets  
N e t  Im. Inc. /Erm. A s s e t s  
R e t u r n  on A s s e t s  
R e t u r n  an E q u i t y  

AUOITED FINANCIAL STATEHENTS 
(12-31-91) 

- .  
PRIVATE BANKS ..------.-.------------.-.-.-------.-.-.---------------.------.-----....--.-- 

FQlENTO 
AGRICOU FEDERADO FINCQlER B I E f A  8ANIWOUS INTERF I N  

Liquidity .--.--..* 
l ~ ~ r p a s i  ts 819.8% ERR ERR 
L i q u i d  A o s e t s ~ p o r t s . + l n v . C e r t .  52.4% 97.1% 128.4% 
l iquid A s s a t s l S i g h t  O e p o s l t s  ERR ERR ERR 

ERR 
9 3 . a  

ERR 

ERR 
ERR 
ERR 
ERR 
ERR 

ERR 
ERR 
ERR 
ERR 

ERR 
ERR 
ERR 

ERR 
U.5X 

ERR 



EXHIBIT C 

COSTA RlCA FINANCIAL SECTOR REPORT 
COV(ERCIA1 BANKS 

AUOt TED FINANCIAL STATMEHTS 
(12.31-91) 

(mi l l ions o f  colones) 
PRIVATE BANKS ................................................................. 

ACCWNT \ BANK -> LION BAWEtRO BAnnER BANWJO UUML ............................................................................ 
OUALITATXVE DATA ................ 
Umber o f  O f f  ices 1 1 3 5 
Nunbdr o f  Eaplayees 

1 
33 106 103 ' 96 12 

RAT t OS ............................... 
Capita 1 Adequacy ................ 
Capl tml/Ass.ts 
Capi tal/Earr.!!y Assets 
Clpit8l/LotTtS 
Capi t8l/Assets+Contingent 
Capi tal/lourr+Contingents 

Asset Ouali t y  ............. 
Management .......... 
Assets/Of f ices 
Assets/Enployees 

Earnings ........ 
Net tnt. Inc./ksets 
Net tnt. Inc./Eam. Assets 
Return on Assets 
Return on Equity 

loans/Deposi tr 
l i q u i d  Assets/Dports.*lm.Cert. 
Lfquid Assets/Sight Deposits 

18.9% ERR 
31 -0% ERR 
36.5% ERR 
13.2% ERR 
19.8% ERR 

7.63% 4.12% 1 32% 5 3% ERR 
12.74% 5 -38% 1.88% 8.76% ERR 
1.1% 2.48% 1.56% , 3.20% ERR 
1 .MX 14.00% 7.37% 16.88% ERR 

ERR 
248.2% 

ERR 

ERR ERR 
54.7% 47.8% 
ERR ERR 

I 

ERR ERR 
50.4% ERR 
ERR ERR 



COSTA RlCA FINANCIAL SECTOR REPORT 
CUWERCIAL BANKS 

MIIITED FINANCIAL STATEHENTS 
(12-31-91) 

(mi l l ions  o f  colones) 
PRIVATE BANKS PUBLIC AND PRIVATE BANKS .--.--.---.--.---------.-*---.-.---.--.---.--.--.--- 

SUB-TOTAL AVERAGE TQTAL AVERAGE 
AECQIWT \ BANK -B 14 BANKS 14 BANKS 16 BANKS 16 BANKS .-.-...--.---.----.- --.------.- ----..-.. -.-.----- .-.-..--0 .-------- 
WALI TAT IVE OATA ----..-.----.-.- 
Wunkr o f  Off ices 
Whr of Enplayetr 

RATIOS 
- . ~ . ~  ..--.-..- -.-- 

b p i  t a l  Adequacy ...---.-.--..--* 
Capi tal/Assets 
Crpi ta l lEaming Assets 
Capi tallLou18 
Capi trl/Assets*Contingent 
Capi tr 1 ILouu+Corrt ingents 

H l ~ g w n t  ----..--.- 
Assets/Off ices 1,454 1,454 11,677 11,677 
Assets/Enployers 29 29 41 41 

Earnings -.------ 
Wet lnt. Inc./Assets 4.91% 4.94% 2.82% 2.82% 
Wet Int. 1nc.IEarn. Assets 6.15% 6.EX 7.46% 7.UX 
Return on Assets 3.33% 3.33% 0.42% 0.4ZX 
Return an Equity 16.99% 16.99% 5.53% 5.53% 

L iqu id i t y  .--.--..- 
Louu/Oeposi t s  3261 .OX 3261 .OX 39.2% 3 9 . a  
L iqu id  Assets/Opasts.+lm.C~rt. 59.8% 59.8% 74.1% 74.1% 
L iqu id  Assets/Stght Deposits ERR ERR 315.0% 315.0% 



EXHIBIT D 
BILNCO INTERNACIONAL DE COSTA RICA LIMITED 

Balance Sheet 
(thousands of U.S. dollars) 

Cash and due from depository institutions 
Investments 

toana 
Loans 
Less : 
unearned discount 
allowance for possible loan losses 

Loans, net 

Customers' liabilities for bankers* acceptances 9,221 
Property and equipment 3,393 
Other assets , 8.904 

Total Assets 

&IABILITIES 

Demand deposits 
Savings deposits 
Time deposits 

Total deposits 

Acceptances outstanding 
Other liabilities 

Total other liabilities 

Total Liabilities 340,947 

Share capital 50,000 
General reserves 751 
Unrealized loss on noncurrent equity securities (498) 
Valuation account on foreign currency translation (1,900) 
Retained earnings 

Total Shareholders * ' Equity 
-!ld22 
52,750 

a Total Liabilities and Shareholders* Equity 363.697 



EXRIBIT D 
(continued) 

BANCO ZrPPEREUCZONAL IIE COSTA RICA tX4ITED 
Income Statement 

(thousands of U.S. dollars) 
12-31-90 
J2 months 

Interest Income 
Interest on loans 15,416 
Interest on time deposits 13,223 
Interest on investments 

Total interest income 
6.188 
34,827 

Interest and Canmission Expense 24.767 

Net interest incane 10,060 

Net loss on foreign currency transactions 107 

Provision for possible loan losses 1.341 

Total interest income net of provision for loan losses 8,612 

Qther -eratinu Incomg 
Commissions 
Gain on foreign currency transactions, net 
Other income 

Total other operating income 

Total interest and other operating income 13,146 

P 
Salaries and employee benefits 
Occupancy expense 
Other operating expense 

Total other operating expense 

Net operating income 3,340 



EXHIBIT E 
~ C O  INTERNACIONAL DE COSTA RICA LIMITED - MIAMI AGENCY 

Balance Sheet 
(thousands of U.S. dollars) 

Cash and due fran depoaitxry institutions 
Obligations of U.S. Government Agencies 
Federal funds sold & repo8s 

Loann : 
U . S . banks 17,500 
Foreign banks . 9,497 
Other financial inetitutione 4,024 
Conrmercial and industrial 17,812 
ACcept~CeS of other banks 21,027 
Foreign governments & institutions 11,520 
Other -a&.u 

Sub- total 82,597 
Less: unearned income 2 

Total Loans 82,380 

Custocners~ liabilities for bankers' acceptances 6,300 
Other assets (claims on nonrelated parties) 1.821 

Total Assets 226.616 

Percent share of all State of Florida licensed 
foreign bank agencies 2.10) 

Demand deposits 18,709 
Other credit balances 4,304 
Nontransaction acr~unte 61,724 

(mostly money market accounts) 
International Banking Facilities 30,507 

(IBP) deposit obligations 
Total deposits & credit balances 115,244 

Federal funds purchased & repoa 75,010 
Liability for bankers' acceptances outstanding 9,196 

1 

Other liabilities (to nonrelated parties) 657 
Net due head office & other related inetitutione _26.510 

Total Liabilities 

Standby letters of credit 
C~mnsrcial letters of credit 



- 8 -  . - .  - I- 

I { 

EIRIBIT E 
(continued) 

BANCO IHTERNACIONAL Dg COSTA RICA LIXITED - MIAMI AGENCY 
Incoma Statement 

(thousands of U.S. do l la rs )  

12-31-90 12-31-91 
a u m a h a  v a2Jmsba 

Interest  and fees on loans 5,566 4,873 
Interest  on balances with depository i n s t i t u t i o n s  5,114 5,989 
Federal funds sold and repo" s 7,028 5,482 
Interest  on obligations of U.S. Govenunent agencies 259 195 
Interest  on other bonds, notes and debentures 

Total in t e res t  incorns 
31 

18,001 
0 
16,539 

Interest Exoensq 
Interest  on time d e ~ o a i t s  of $100.000 o r  more 
Interest on other d ipos i t s  (mostly money market) 2;582 2 ;  734 
Interest  on Fed funds purchased and repo'a 6,640 5,872 
Interest  on other borrowed money 107 

Total in t e res t  expense 14,184 
2 

12,351 

Net in teres t  income 

Provision f o r  possible loan losses 

T o t a l  i n t e res t  income net of provision fo r  loan losses 3,615 3,974 

Other Ooeratins Tncaa 
Service charges on deposit accounts 447 
Other service charges, canmiseions, and f ees  1,468 
Other income 10 

Total other  operating incoie 1,925 

Total i n t e res t  and ocher operating incans 5,540 6,097 

P 
Salaries and amployes benefi ts  
Occupancy expense 
Other operating expense . Total other operating expense 

N e t  operating incam 1,921 2,351 


