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Introduct ion 

.
The RO(AP ec-noist ws rccW ' . . ca t(. Ldat .., 

macroeconomic analysis of the Costa Pica:i ._-:cm\ .'ri.te of'.ismc, t'., 
resident USAID ecox)mist, Minor Sacy-t, an1, 'mil.ysi w:;- r-e of the ma .r 
rmacroecoromic accounts durinci the weel, of 22-.6 n, .t 1C 

The l;ev issue in any; discussio~n of economic . c'e I ? icr:
aic'nerence to the IT.!F stand;-i agreement. The principil ocnc si : C.T 

from the following iparagraphns is that the crioings and tarc-.,*s sjeca 
the agreement will be met, luxt at conridcrable cost. ln order to maintain 
inflation and the exchanae rate at present levels, the monetary authnorities 
will .r,: .',-'iir ff rn cut in the rate of arowth of credit to the private 
s.,tor. ']I,.'s actiol) wil- serve to reduce imports, possibly pushing the 
ecoontmy below the current forecast of a neg-ative 3 percent growth in GDP in
 
1983. 

Faclkqround to the Crrent Crisis 

The Cbsta Rican ecoxnomy continues to 'tffeted by17e adverse conditions in 
the world ecoromy and by the politcal uncertainty that has plagued the Central 
American reqion since the late 1970s. The slump in the world ecormy 
-- :rincipally the recession in the OECD countries-- triggered a fall ir.: 
corrodity .rices (coffee, beef and Lwnanas) and a reduction in dermaln fur 
Costa Pica's Qrco;iic trace in non-traditional items stqch as textiles and w'-J 
prcoucts. Ci the o"ber hand, import prices (particularly petroleum Fric._s) 
continued to rise well into 1982. This reversal in the terms of trade has 
depressed domestic income and has widened the deficit in the current 3ccount
 
of the balance of payments.
 

For Costa Rica the fall in export revenues proved to le a disaster from 
which it has yet to begin a recovery. It became imp-ssible tc service its 
foreign obligations -- public sector debt alone totalled some 2.5 Li]lion at 
year end 1981-- and onsiderable pressure soon built aaain)st the color. 
Becinning late in 1981 the col-on wa!s rapidly devalued a1as: t- dollar and 
an eaually rapid period of inflation soon followed culminating in an 8. 
increase in the CP] during 1982. The growth rate in GDP turned nouative in 
1981 and the economy registered an 8.8% decline in 1982.
 

To]liti*-a3 rv-nts in Central America have played their ];.rt in d'-r essic 
tre eCoomyr' of Costa Rica. Tne insurgency in Guatemala, ti-c civi2 wr ir Y. 
E.:]vador, an6 the tensions between Dbnduras and Nicaracua have resulteo in a 
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scarcity of foreign direct investment, a sharp reduction in short-term 
co;:XMercial credits anid a fliqht of investitnt capital. 

The Move rThwrds Starility 

The IMb Procrami: 

The IMF standb- r ocram essentially underwrites attempts to reduce 
domestic economic activity to a level consistent w.th e'ternal -alance. 
Specificai]"y, its obrjectives are a red]uction of the ruflic sector deficit an-1c 
the reduction in external arrearaaes. The former is to reduce the level of 
domestic exp(;diture consistent with ne, conditions in the world economy and 
the latter is to restore the confidence of the world financial community in 
the Costa Fican econmm,. Th-se twc-, objectives are closely linked. 

ne deficit of the consolidated public sector (the central government plus
the autonomous putblic ent:erprises) is to ?-e reduced to 9.5 and 4.5% of GDP in 
19F2 and 1983 rcsixectively. COnthe revenue side, there are to be an income 
tax surcharoe arO increses in the prices and rates charged ly the state 
enterprises. On the exp.nditure side, there are to he cuts in current and 
canratal outlays ard the sale of some of the ctompainies controlled by CODESA, 
one of the large;t of the state enterprises. Euithermore, the GOCR is to be 
restrained from borrowing abroad for unproductive, i.e., for consumption 
-urposes.
 

Consistent witb these objectives, the proaram spec ifies two ceilings arid 
one target. There will be quarterly tests on net 'official international
 
reser.,es and the ceiling on banking system net credit to the non-financial 
public sector and on net assets of the Central Bank] apply at all times. The 
first ceiling limits credit to the public sector from the entire banking
 
system; the second limits it from the Central Bank. 

In the foreian sector, the government of Costa Fica has undertaken to 
improve the image of its economy abroad. .TO accomplish this it will 
reschedule its foreign debt and has agreed to allow no new accumulation of 
arrears in its foreign obligations. Aditionally, it will offer no new 
exchange guarantees for domestic debt. Consistent with these conditions is
 
the target on net official international reserves which serves as a test for 
any accumulation of new arrearaqes.
 

The government of Costa Pica has alsr, aoreed to several policy reforms. 
ojustment of prices and wages will oonform to market pressures and the uses 
of subsidies -will be held to only a few comi~nL Jities. In order to improve the 
supply of bank credit to the private sector, interest rates will be gradually
adjusted to positive real levels. ltb increase exTort competitiveness the 
various exchange rates will be unified within a flexible exchange rate system. 



Rescheduling of the Ilureign I:bt 

Resch dculing agreemeritf: lrove r,-,en co, (uctod witl Csta Pica's Iilateral 
and commercial cre(ditors (see taH - I). "iis h,s resulted< in a reduction in 
the 2 03 c],i,]t service luiden frum 13.76C .]]ioa (interest. and principel 
arrears of $1l.107 billion plus interest and principal of 1659 million 
contracted fcr 10P3) to qjproximrtely 1770 rillion (4k27 mil1ion in arrears 
ar! 0X95 million in current r-yments). Although still hiul (90? of projected 
ex.orts for 283) it is awanageable given the volure of cmP'1jsatory flows. 



TABLE 1 

COSTA PICA: I)F[T i;rsci WUL] ,G 

Interest in arrears throuhli 12/31/82 447 

Rescheduled ( 244) 

to be paid in 19f3 ( 203)L " 

Princinal in arrears throutqh 12/31/82 660 

Peschedul ed ( 528) 
to Icv paid in 1983 ( 72)-- a3 

]Jnterest cx:mtracted] in ]983 (includes LI 
interest or.ast due principa]) 437 96 

Pescheduled ( 33) -i ,-/ 
to be paid in 1923 ( 404). , 

Principal contracted in 1983 222 (..A 

Rescheduled ( 132' 
to be paid in 1983 ( 90)V 

Source: IMF
 

125 

: , ,, , J 0 . ' ' 
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Recent Economic Performance
 

The Balance o)f Paynints 

Pescbedulirq of the public sector external debt has improved the talance 
of payments picture for 1983, although there is some doubt that the balance of 
pa\T~ientms test can Ye without a reduction in the projected import level. 
In table 2 the halancc of .:v::nts hs 1Ken projected under two scenarios, one 
optimistic and one J1.simistic. rfhe format is that of the basic (or a-ove the 
line) halanc- , with three helow the line entries to arrive at the change in 
net reserves.
 

Tic- current account dieficit is lil:ely Lo 1e between t265 and $415 
million. The qovernment's export projection of 840 million may be 
too op-timistic given export Ierforml-ance through May 1983 (see 
footnote accompaFnyina table 2). Tie prolection of O million in net 
transfers may) also Ye tcc high. Note the piojected level of imports 
( 920) which represents some real increase over P 92, but is 
approximately 35% lower in real terms with resixz ct to imports in 1981. 

'- e capital account balance is likely to fall between 452 and 4437 
million. Thie only difference between the two scernarios is a somewhat 
lower estimate for net long term piivate investment. 

The Vasic -alance is thus likely to be letween !lC7 million under the
 
optimistic scenario and 22 million under the pesimistic.
 

Adjusting the basic -alarlce projections with helow the line items (payment 
of arrearages and IIT resources) we arrive at a fall in net reserves of 
between 48 S million. Since the 11W aqreement calls for no furtherar t]93 
decrease in net reserves, these shortfalls must be covered with new resources 
(such as foreign exchange loans), or by a reduction in the projected level of 
imports. A reduction of 3.00 million in imports -striking a balance between 
Iiie two scenarios-- would mean an P% real drop in the import level from 1982. 
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TABLE 2
 

COSTA RICA: BALANCE OF PA7,']MS, 1983
 

(USt million)
 

Cptimistic Pesimistic
 

Current Account -285 -415 

Trade lalance - 80 -170
 
Fxorts, FOB (840) ( 750)1/
 
imports, CIF (-920) (-920)
 

/ 

Services balance -i'-2, 0 -'9 -94 

100 90_2/
Touri sim 

TranFcrtation 33 33 
dctor services -425 -425r 
Interest (-404) $-400) ( 
Other (- 21) (- 21) J"4}' 
Other 7 7
 
Transfers, net 80 50V.
 

Capital account 452 437 
Private 250 235 

Short-term, net -(215.) ( 215)
2/ ( 35) ( 20).!Long-term, net 


Official 202 202
 

-
Short-term, net 7 

-
lonci-term 195 


disturrsements 285 -- ,'. j" 

FSF/DPh (107) -

P1, 40 (28) -

IBrE ( 1) 
IDB (4) ":Lh\ -


Other (145)
 
Amortization - 90
 

BF:sic Falancc- 167 22
 

72 7.5'Principal arrears - 72 -


Interest arrears -20,1 -203
 
IM3/ 60 60 3
 

Chanae in net reserves4 / - 48 "193 .
 

Source: Central Pank, IMF and ROCAP estimates 
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F]ootrotes 

]ower
1/ 1 ox; crt love] I;-7c- on Ix-er for iwinc Iirouqil j May 83. 
Historically', ex-orts throuqh Pay accounted for 46-48% of annual 
c.xt xrts. Tne optiristic level (tC-10) is a straight line projection 
lased on experts trro7l.Ti Pay (.353 million). The pesimistic figure 
is F-LISadus,- c. nt the nEture annualc for cyclical of exports
($€353 - .4T= $75(,) 

2/ 	 A, : ,Jzc, ur . ':;...J.--rd where it nIs felt thata-,stment irevic:. 

GOCR est.i1--,tes wre too op'imistic. 

Only t60 million of the approximately $,]00 million in disbursements 
undpr the .tarx-I, nrcxlram can be used to r-over arrea;races not 
accounted for Icy rescleduling. The other 140 million must be used to 
increase aross reserves. 

4/ 	 7he IVY arcreeent calls for no decreitse in net reserves. Accordingly 
this is the auwrunt ity which the C.CF vKculd miss the net reserves test 
artrd which '.w.u].I hive to Ie covered 1-y resoutrces such as additional 
foreicn exchange lo:ns.
 

http:trro7l.Ti


The Fiscal hccounts 

rTable 3 sunuarizes the fiscal opmrations of the lryDnfirncial public s-ctor 

whi ch includes the cent ral cOI,,ernmient an d the m jor 1y-b] ic sector 
enterprises. 'Me 1--AYt t],at irust te ur(itrscvrel is the improvement in I-ub-lic 
sector finances. 'lie corsc1iatem public sector deficit has l eeri reduced from 
09.3 billion £.. of 19? CyI) to <. Illion, it ,9f?, a ficure(alout - that 
will represent a 4ut c f l83!(-is C.. will Ie very close to thne ocEi 
set out in the P.T- arcgr:.,ent. 

This improvement is due almost entirely to an increast- iT- the current 
surplus of the state enterprises. An increase in rates and prices charged for 
petroleum products and other services was largely reslxcnsible for an increase 
ir t -llFrtiv, stirrIus frnn -i3.5 billion in 1992 to c.2.4 billion in l9P3. 

.. the other hand there w;as very little inrnrovement in central goverrinent 
finances dUrinc 19P-. The savings of the central government registered
virtualiv no cli:ncme froir 192?. 

fi rtrci,;c, ot tbc', Ireficit will not violate I!,T' ceilir, on lanking system 
net cr( Iit to the public s,-ctor. Of the P2.9 billion that will be financed 
dorestically, cver 4I rillion will 1e covered by the sale of debt bonds to the 
non bank public leCivin-, about 02.9 Iillion to be financed by the banking 
system, an amount well .elow the ceilina. 
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TALUE 3
 

COSTA RICA: OPEPATIONS OF 11TL hN-YF]NANCIMI
 
PUBLIC SLC'TGP, PROJECMJI IOP 1983
 

(Millions of Colones)
 

19821 / 19832/
 

Central Government - 2,747 - 4,325
 

Total Revenues 17,520 20,000 
Tota I .Fx-ndi tures -20,267 - 24,325 

Current (-17,973) (-20,630) 
Capital (- 2,294) (- 3,695) 

State FDterbrises 6,574 - 1,349 

Current Account Surplus - 3,495 2,416 
Capital PL.venue 139 346 
Capital Fxpenditures - 3,218 - 4,111 

C-,erall Deficit - 9,321 - 5,674 

Financing 9,321 5,674 
Fxterna] 2,130 ) 2,085 
Dcnestic 2,552 2-,90 

Banking System 1,872) ( i,900), 
Non-hank Financial 
Intermediaries and 
Private Sector 680) ( 1,000) 
Other3 /  4,639 629 

1/ Preliminary.
 
Based on flows recorded through June
 

3/ Includes change in floating debt, interest in arrears and residual.
 

Source: Ckr esti-nates
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Money and Prices
 

Table 4 presents the accounts of the consolidated V-nking system. It is 
interesting to note that total credit of the 1-anking system has grown during 
the first five months of 1983 at a rate alnost ecunl to that of all of 1922, 
about 2.4% rmonthly. The composition of this Orowth has shifted dramatically, 
however. Tile m hl-hby gr i, ur di t to the rivt nictor has grown froc, 
2.7% in 1982 to 3.4% throuct .-Iv 19C3. Credit to the pnblic sector, however, 
has fallen fro. a rionthly avc, in 19C2 of 2.37 to I S for th( first five 
months of 1983. 

The growth in credit so far durinn 183 as, unlike the case in 1982, not
 
lead to rapid increases in the money supply (MI). lliring 1982 the money


-:1', (!.T a_'-e. at a vnnth]v rat' of 4.4i. F, far this ,ear it has arown at 

.2 monthly, a dranotic contraction in real ter.s. Cuasi money, on the other 
harnd, has grow:) at a imnthly rate of 5% compared to 3.6t for LF'?-

These. dv,]c_,:ets have hzad three aeneral consequences for the economy. 
First, the,:',.!::nt has Ltdr r, d(ifficulty meeting the IMF ceilings on net 
do:aStic as:ets of tflc, Cntral Pui; and or 1 3nkirig system net credit to the 
public sector (see table 5). Nbte that the marains have actually increased as 
the liquidity of the public sector institutions has been transferred to 
deposits in the un.irnq system. 

Second, the very slow crowth in the ;ionnev nr,\ has, sc. far, effectivelyV 
braked inflation in 1983. Fbr the first 6 ryonths of 19E3 the CPl has 
increased 9.8% (compared to 40% for the first six montlis last year) an annual 
average of less than 25t 

Lrastly, if the rate of credit creation continues, there will he a very 
large liquidity overhang to be carried into next year. Much of this will 
surely disappe.ar as piubrlic ard private enterprises begin paying arrearages on 
foreign debt. ait it is likely that a sufficient amount will be available to 
finance a oood 1part of 19F4 public sector deficit through the purchase of debt 
bonds. 

-The minetar-y authorities have recently iecome concerned with the rate of 
credit creation. It is felt that the present rate of ex.jansion threatens 
e. change rate stability and a higher rate of inflation. If steps are taken to 
sow credit expansion to the private sector, the result could be a fall in the 
level of inipcrts from the projected 920 million and possibly, a further 
decline in CDP.
 

http:disappe.ar
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TABLE 4 

COSTA RICA: P.ANORIA FINANCIFPO
 

NATIONAL I-tJFIUNtCZ SYSTMI
 

(Millions of Coones) 

I. 	 Net internaticnal peservecsl/ 


I. 	 Total Credit 


Domestic Credit 


a) Central Covornmwont net 

b) Other Pulblic Sector 

c) Private Sector 


Fxternal Credit 


II. 	Other net assets 


TC-AL (+1I+II) 


IV. 	Total Liquidity 


Quasimoney 

Of which stabilization bonds 


tbney Supply 


Currency in circulation 


Demand Deposits 


V. -	 Fbreian -eh-, a1tS ) 

TOTAL (IV + V) 


1980 1981 1982 1983 

Fec . Dec. rec. 14y 

- 1,14].8 6,783.8 -2,02.2 - 240.0 

2J..011.2 24.06).1 32,401.9 36,367.4 

20,971.0 23,967.5 32,292.5 36,327.2 

5,541.8 6,555.1 6,417.1 6,032.2 
3,3P0.2 4,162.8 7,606.6 8,715.4 

12,049.0 13,249.6 18,268.6 21,579.6 

40.2 100.6 109.4 40.2 

2,524.9 39,567.4 50,201.9 55.00,0..2 

22.394.3 56.851.7 80,521.6 91.135.6 

17,559.3 31,3C3.6 49,690.0 58,698.0 

10.455.3 20.574.7 31,585.8- '40,377.4 
- 1,634.9 5,561.7 6,893.6 

7,104.0 10,808.9 18,104.2 18,320.6 

2,255.0 3,500.9 5,436.0 5,226.9 

4,849.0 7,308.0 12,668.2 13,093.7 

4,835.0 25,468.1 30,831.6 32,437.6 

22,394.3 56,851.7 80,521.6 91,135.6 

1/ Does rnt inc ude arrears on external payments 

Source: Central Bank 
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TABLE 5 

Costa Rica: Performance Under the Stand-By" Program 

]982 I9P3 1983 
Dec. 31 ttir. 31 June 30 

Net International Peserve 
Position of the ECCP 

1. Tarqet (floor) - 1,234.2 - 1,234.2 - 1,234.2 

2. Ict hit'1 i&.V~s - 1,207.4 - 1,1/6.6 - 1,158.9 
a. Net Official lnt'l Reserves - 104.4 - 46.9 - 54.5 

b. Arrears - 1,203.0 - 1,129.7 - 1,104.4 

3. tiirgin (orLxcoss) 26.8 57.6 75.3 

Net 1"C"'msLic Assets of the BCCP 

1. Ceiling 69,710 69,510 69,bbU 

2. Actual 67,307 65,135 64,331
 

3. -Marain (or Fxcess) 2,403 14,375 5,319
 

Banking Sstem's Net Credit 
to Non Financial Public Sector 

1. Ceiling 11,090 11,290 11,590
 

2. Actual 11,090 10,052 8,544
 

a. Net crc-lit from PCCR 11,857 12,295 11,803 
b. Net Credit from Banks - 767 - 2,243 - 3,259 

3. Margin (or Excess) 0 1,238 3,046 

Scource: USAID/Costa Rica estimates based on Central Bank data. 



The Cost of Economic Stability 

The government of Costa Fica will likely achieve the goals under the 
standby program, but the cost in terms of economic activity and unemployment 
will be high. The government has recently estimated real GDP growth in 1983 
to be .6% (the IMF estimates 0). We feel that these estimates are very 
optimistic. Based on 4-5 months of data, agriculture will likely achieve a 0 
rate of growth, industry may fall as much as 9%, commerce may decline 5%, and 
government services perhaps fall 5%. Using 1922 sectoral weights, these
 
projections translate into a 3% decline in GDP for 1983. If the contemplated 
slowdown in credit to the private sector results in a cut in imports below the 

* 920 million level, the fall in economic activity could be even greater.
 

Seen in the context of the last 3 years, a 3% drop in 1923 GDP will mean 
that real per capita incomes will have fallen approximately 25% since December 
of 1980. With an annual population growth of 2.6% and a 4.6% real rate of 
growth beginning in 1.984 (very optimistic for any Latin American country 
according to recent IDB studies) it ,ould take 12 years, until 1995, to reach
 
the level of real per capita income that the country enjoyed in December of 
1980.
 

'55 I 

411 5.*. 


