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BA/LAC, Marshall D. Brown (Acting&é&

SUBJECT

ah

Costa Rica Economic Stabilization and Recovery III
Program {Project No. 515-0192)

Acticn: Your approval is regquired to authcrize a $35.0 million
grant from Economic Support Funds (ESF) to Costa Rica for the
Economic Stabilization and Recovery III Program,

Background: The Economic Stabilization and Recovery III
Program for FY 1984 was submitted March 2, 1984, reviewed by
the DAEC on March 16, and approved by you on April 27. The
original PAAD (copy attached)} provided background, rationale
and description for the overall $70 million dollar ESF program
for FY 1984, as well as a detailed description of
conditiconality reguirements and objectives for local currency
resources for the $35.0 million loan portion of assistance. At
that time, the PAAD reguested authorization of the loan portion
of assistance only. The PAAD indicated that the $35.0 million
grant portion of the cash transfer would be authorized based on
& PAAD Supplement, which is the topic of this memo.

The purpose of the PAAD Supplement is to provide additional
balance of payments support to AID stabilization efforts in
Costa Rica, and tu promote the objectives of USAID/Costa Rica's
Caribbean Basin Implementation Plan by encouraging policy and
structural reforms aimed at re-establishing dynamic growth in
the economy through private sector export-led growth, The
grant will be signed with the Government Of Costa Rica (GOCR}
and will provide balance of payments support via the Central
Bank of Cesta Rica. The GOCR will make an eguivalent amount of
dollars available for sale to private producers to allow for
inmports from the U.S. of raw materials, intermediate goods,
construction materials, and spare parts. An eguivalent amount
of local currency will be deposited by the Central Bank in a
special account. These funds will be used for development
activities jointly agreed upcen by the GOCR and AID.
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Since the signing cf the December 1982 one-year IMF Standby
Arrangenent, the Costa Rican sconomy ras evidenced several
important accomplishments.

These include successful rescheduling of the external debt in
1983 with commercial banks and bilateral donors at the Paris
Club; a decrease in the public sector deficit from its peak of
14.5% of GDP in 1981 to less than 5% in 1%83; achievement of
exchange rate stability (by the end of 1983 the Central Bank
unified and stabilized the flexible rate, currently at 44.25
colones to the dollar); achievement of relative price stability
as evidencad by a reduction in the rate of inflation from 81.8%
in 1982 to 10.7% in 1983; an increase of 42% in real terms of
credit provided to the private sector by the National Banking
System; the creation of the Program for Investments and Exports
within MINEX t¢ promote exports and to attract new investments;
and a bottoming out of the recession (real GDP grew by §.8% in
1983 and the official forecast for GDP growth in 1984 is 2%).

These accomplishments have moved Costa Rica towards economic
stability. 1If, however, Costa Rica is £¢ begin and sustain an
econonic recovery led by an export growth strategy, the GOCR
will have to adopt and adhere to a new set of policies which
have been cutlined in both the PAAD and the Mission's CDSS for
FY 1986.

Discussion: The Mission strategy for ESF funds is to address
as proad & range of policy and structural reforms as is deemed
feasible to achieve the overall long-term cobjectives of the ESF
Program. This involves both continuing efforts begun under
previocus Agreements, and seeing that important steps are taken
in 1984.

The strategy has thus shifted away from an emphasis on
short-term stabilizaticn and towards longer~term conditionality
and activities pertaining to, in particular, improved policy
formation and administrative reform, strengthening of the
financial system, and administrative and operaticnal support
for expansion of exports and investment.

There is also a political factoer invelved in the Mission's
strategy: 1985 is an election year in Costa Rica. Delay in
initiating movement towards necessary policy and structural
reforms beyond 1984 could result in these being postponed and
not reconsidered until 1987. The Mission, therefore, has
considered it important tLo attack these issgues on a broad front
before the end of CY 1984.
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There are three prior actions to A.I.D. obligation of the $35
million grant. HMeeting of the first prior action,( which was
also a prior action to the §35 million loan portion of our ESF
Pregram), took place in April 1984 when IMF management sent a
message to the GOCR indicating acceptance of the GOCR's Letter
of Intent. The GOCR has achieved some success in reaching IMF
macroecenomic targets; the process, however, is continuing and
approval of the Letter of Intent by the IMPF Board of Directors
is still pending.

Meeting of the second prior action took vlace in May, 1984,
when President Monge formally issued a document titled
"Ecconomic Policy: Strategy and Actions 1984-~-84," which cutlined
the GOCR's export and investment policy strategy.

Meeting of the third prior action, which was also a prior
action to the $35 million loan portion cf our ESF Program,
requires modifications of the monetary law {(Ley de la Moneda).
Reforms to the monetary law which will make external borrowing
in dollars feasible and a cChance in Article 62 of the Banking
Act, a provision of Costa Rica's monetary legislation, is also
reguired in ordey to allow the Central Bank to lend dollars
directly to private banks are required. The bill to meet these
important conditions has passed out of committee and is
currently being debated by the Costa Rican assembly. The
Mission expects the legislation to be approved by mid-August;
however, the exact date of passage cannot be predicted with
certainty.

In addition to the three prior actions and in accordance with
its "broad front®™ strategy, the Missiocon proposes 22
covenants/activities to be worked on throughout the time period
envisaged for the ESF Program. The covenants include, among
cther things, provision of funds for activities as well as
approval and/or publication of a number of action plans related
to policy and structural reform. Funds will be provided to
increase operating capital for the Pree Zone Corporation, to
improve Central Bank statistical and price verification
capacities, and for Ministry of Planning studies and other
contracting requirements. Action plans will be published with
respect to divesting or reorientating the majority cf the Costa
Rican Develcopment Corporation's current holdings to the private
sector, reducing distortions in the pricing system, and
modifying the Free Zone Law to make it more responsive to
export and investment promotion pelizies. In line with the
Mission's ESF strategy, these covenants/actions will be the
subject of on-going A.I.D. conditionality.
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Finally, the $35 million grant attaches two special provisions
for suspending AID disbursements: (1) GOCR failure fo remain’
in substantial compliance with the IMF Stand-by Arrangement; or
{(2) GOCR failure to substantially comply with the Covenants in
this Grant Agreement or in the Lean Adresment signed on May 7,
1984, or in the Agreement signed between AID and Lhe Central
Bank on December 13, 1982 or any of the amendments thereto.

The Mission's conditionality for the $35 miliion grant sets the
stage for a coordinated donor action program. The remaining ‘
$23 million from the $35 million loan funds was obligated on
July 12, 1984. A portion of the grant funds is expected to be
obligated ancd disbursed by the end of July or early August.
This will assist the GOCR to maintain net domestic assets at a
level sufficient to obtain approval by the IMF Board of
Directors of the 1984 Standby Arrangement with the GOCR for SDR
S0 miliion. The 1884 Standpy Arrangement is in tuzrn a
condition required by the World Bank for a series of Structural
Adjustment Loans planned to begin at the end of this calendar
year.

The need for A.I.D. monies to foment a coordinated donor action
program is pertinent given the GOCR's immediate cash crunch,
brought on mainly by the huge debt service obligaticn.

Pavinents on ocutstanding debt have increased from $276.5 million
in 1982 (a debt-service ratio of 32%) to a forecasted $480
million in 1984 {(a debt-service ratio of 53%). The GCCR faces
a foreign exchange shortadge of approximately $30 milliion at
present; this figure is eXpected to rise (net of ESF and other
disbursements)te $87.5 million by end-July, and to $150 million
by end-December.

An Advice of Program Chande along with a new Condressional
Notification was sent to Congress on Juneé 7th as this PAAD
Supplement reguests grant funding and only loan funding was
incliuded in the FY 1984 Congressional Presentation. The waiting
period eXpired on June 22nd.

In light of Costa Rica's urcent balance of payments crisis , it
may be necessary to postpone or eliminate the remaining prior
reguirement to permit immediate obligation and disbursement of
the first tranche ¢i grant funds. Further, given the fluid
nature of the poliitical and economic situation, it may be
necessary to modify some of the covenants/activities during the
course of negotiation and implementation.
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Eence, it is requested that vou: {1} authorize the Mission
director in consultation with the Acting Assistant
Administrator (LAC) to postpon® or eliminate the remaining
prior reguirement if necessary; and (2) authorize the Acting
Assistant Administrator (LAC) to approve any changes in the
covenants which may be regquested by the Mission.

recommendation: (1)} That you sign the attached Program

Assistance Approval Document (PAAD) authorizing $35.0 million
in ESF grant funds for Costa Rica for the EBEconomic

Stabilization and Recovery Progranl. ~ N #
APPROVE /t¥§3>:¥i—-uilﬁijﬁ
v

DISAPPROVE

DATE 9\ "8"1

(2) That vuu authorize the Mission Director in consultation
with the Acting Assistant Adainistrator, (LAC) to Tcoipone cr
eliminate the reraining prior reguirement to this $35.0 million
grant tranche, should 1t become necessary. s
F 4 Y
APPROVE ! b

4

DISAPPROVE

pare__ 13\ -8Y

{3) That you authorize the Acting Assistant Administratoz,
{LAC) to approve changes in the covenants to this $35.C miilion
gianhic trancoe, spould they become necessary.

1 £/ 14 :
APPROVE QEM
i

DISAPPROVE

DATE cf?)\g_q
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W SUsmMARY DESERIFTION

The purpose of this PAAD Supplement is to Provide additional balance of payments
Sgpport to AID stabilization efforts in Costa Rica, and to promote the cobjiectives
of USAID/Costa Rica's Caribbean Sasin Implementation Plan by encouraging policy
and structural reforms aimed at re-establishing dynamic growth in the economy
through private sector investment-led growth. The grant will be signed with the
Government of Costa Rica (GOCR) and will provide balance of payments support via
the Central Bank of Costa Rica. The GOCR will make an equivalent amount cf
doliaxs available for sale to private producers to allow for imports from the
U.S. of raw materisls, intermediate goods, construction materials, and spare

parts. &An eguivalent amount of local currency will be deposited by the Central Bank ...

in a2 special account.
agread upor by the GOCR and AID.

These funds will be used for

i

development activities jointly
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