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Introduction
The ROCAP economist was recuested o USHID/Costzn Fica to update e

macroeconomic analysis of the Costa Fican econaum.  With the aseis-ance of the
resident USAID economist, Minor Sagot, an analysis wie mace of the ne)r
macroeconomic aconunts during the week of 22-2¢ fnuacst, 1057,

The key issue in any discussinn of economic r=ricinar~e 1 1€ i
afhaererce to the IMF standiw agreement. The principal conclusicn t
from the following paragraphs is that the ceilings and tarcots specified 1n
the agreement will be met, twt at considerzbtle cost. 1In order to maintain
inflation and the exchanue rate at present levels, the monetary autrorities
will smor comeider & share out in the rate of arowth of credit to the private
soctor. Tms action will serve to reduce imports, possibly pushing the
economy below the current forecast of a negative 3 percent growth in GDP in
1983.
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Fackground to the Current (rieis

The (usta Rican economy continues tc be tuffeted by adverse conditions in
the world ecoromy and by the politcal uncertainty that has plagued the Central
Pmerjcan region since the late 1970s. The slump in the world economy
—--principally the recession in the OECD ccuntries—- triggered a fall in
cormadity prices (coffee, Teef and twnanas) and a reduction in cemand for
Costa Rica's growing trade in non-traditional items sych as textiles ané worJ
products. n the otler hand, import prices (particullarly petroleum pric.s)
continued to rise wesll into 1982. 'This reversal in the terms of trade has
depressed cdomestic inccme and has widened the deficit in the current account
of the balance of payments.

For Costa Rica the fall in export revenues proved tc re a disaster from
which it has yet to begin a recovery. It lecame impossible t¢ service 1ts
foreign obligations --public sector debt alore totalled some §2.5 bLillion at
year end 1981-- and considerable pressure soon tuilt against the coolor.
Pecinning late in 12€1 the colorn was rapidly devalued azainst the acllar and
an equally rapid period of inflation soon followed culminating in an £0%
increase in the CPI during 19€2. The orowth rate in GDP turned ncoative in
1281 and the economy registered an 8.8% decline in 1982.

Politica)l rvents in Central Anerica have played thelr part in derpessirc
tne econory of Costa Rica. The insurgency in Guatemala, the civil war 1ir I
Salvador, ant the tensions hetween Honduras and Nicaragua have resulted irn



scarcity of foreian direct investment, & sharp reduction in short-term
commercial credits and a flight of investment capital.

The Move Towards Starility

The IMF Program

The IMF standry procram  essentially underwrites attempts to reduce
domestic economic activity to a level consistent with erxternal ralance.
Specifically, its orjectives are a reduction of the rublic sector deficit andg
the reduction in external arrearages. The former is to reduce the level of
domestic expenditure consistent with new conditions in the world cconomy and
the latter is to restore the confidence of the world financial community in
the Costa FRican economy. These two objectives are closelv linked.

The deficit of the consolidated public sector (the cenlral government plus
the autcpomous pullic enterprises) is to Ye reduced to 2.5 and 4.5% of GDP in
1982 and 1983 respectively. On the revenue side, there are to be an income
tax surcharae and increnses irn the prices and rates charged by the state
enterprises.  On the expenditure side, there are to ke cuts in current and
capltal outlays arnd the sale of some of the companies controlled by CODESRA,
one of the largest of the state enterprises. Furthermore, the GOCR is to be
restrained from lrorrowing akroad for unproductive, i.e., for consumption
purposes.

Consistent with these objectives, the program specifies two ceilings and
one target. There will ke quarterly tests on net ‘official international
reserves and the ceiling on bkanking system net credit to the non-financial
Pubklic sector and on net ass=ts of the Central Bank apply at all times. The
first ceiling limits credit to the public sector from the entire Lkanking
system; the second limits it from the Central Eank.

In the foreign sector, the government of C(osta Fica has undertaken to
improve the image of its economy abroad. To accomplish this it will
reschedule its foreign dekt and has agreed to allow no new accumulation of
arrears in its foreign obligations. Additionally, it will offer no new
exchange guarantees for domestic dekt. C(onsistent with these conditions is
the target on net official international reserves which serves as a test for
any accumulation of new arrearaages.

The government of Costa Fica has also aoreed to several policy reforms.
Adjustment of prices and wages will conform to market pressures and the uses
of subsidies will ke held to only & few commedities. In order to improve the
supply of bank credit to the private sector, interest rates will be gradually
aGjusted to positive real levels. 1710 increase export competitiveness the
various exchange rates will be unified within a flexible exchange rate system.



Rescheduling of the Iureign Ieht

<

Rescheduling agreements have been conducted with Costa Pica's Iilateral
and commercial creditors (sce table 1). 7This has resulted in a reduction in
the 203 delt service turden from $1.766 billion (interest and principal
arrears of $1.107 bhillion plus interest and principal of §65¢ million
contracted fcr 1002) tc approximately §770 million ($27° million in arrears

-

arci §425 million in current payments). Although still high (209 of projected
exiorte for 10€3) it is manageable given the volume of cormpensatory {lows.



TADLE 1

COSTA RICA: DFRT RESCHEDULING

Interest irn arrears through 12/31/82 447
Rescheduled ( 244)
to be paid in 1983 ( 203) "
Principal in arrears throuah 12/31/82 660 .
Rescheduled ( 588) 4:E;;£
to e paid in 19€3 ( 72)- 203
" S
Interest contracted in 1282 (includes : Yoy
interest or. past due principul) 437 q 6
Rescheduled ( 33) F6 Y ot
to be paid in 1°€3 ( 404).~ 2YB o0 e
Principal contracted in 1983 222 ( 29 '/V"{ bepayrd
Rescheduled ( 132} j
tc be paid in 1983 ( 90) o
Source: IMF
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Pecent Iconomic Performance

The Balance of Payments

Fescheduling of the public sector external debt has improved the kalance
of payments picture for 1283, although there is some dourt that the balance of
payments test can re met without a reduction in the proiected import level.
In table 2 the balance cf pavients has boen projected under two scenarios, one
optimistic and one josimistic. The format is that of the hasic (or atove the
line) balanc~, with three 'elow the line entries to arrive at the change in
net reserves.

-~ The current account deficit is likely vo le tetween $265 and $415
millior. The govermnment's export projection of $840 million may be
too optimistic given export performance through May 1983 (see
footnote accompanyinrg table 2). The projection of $20 million in net
transfers may also e too high. Note the projected level of imports
($920) which represents some real increzse over 192, but is
approximately 35% lower in real terms with respect to impurts in 1981.

—-= 'The capital account halance is likely to fall hetween $452 and $437
million. The only difierence lLetween the two scenarios is a somewhat

lower estimate for net long term private investment.

-~ The tasic ralance is thus likely to be letweer $1€7 million under the
optimistic scenario and $22 million under the pesimistic.

Adjusting the rasic Yalarce projections with relow the line items (payment
of arrearages and I'T resources) we arrive at a fall in net reserves of
between $48 ard $192 miliion. Since the INF agreement calls for no further
decrease in net reserves, these shortfalls must he covered with new resources
(such as foreign exchange lcans), or by a reduction in the projected level of
imports. A reduction of $100 million in imports -striking a halance between
‘e two scenarios-- woulé mean an P% real drop in the import level from 1982.



TARLE 2

COSTA RICA: BALANCE OF PAYMINTS, 1983

(Us$¢ million)

Optimistic Pesimistic
Current Account -285 =415
Trade talance - 0 -170
Fxports, FOE (840) :°'  ( 750)L/
imports, CIF (-=c20) o (-220)
Services balance -385 A0y ~205 LY
Tourism 100 90_2_/
Transpcrtation 33 33
Factor services 425 ~-425
Interest (-404) . =404)
Cther (- 21) (- 21)
Cther 7 7
Transfers, net 80 502/
Capital account 452 437
Private 250 235,
Short-term, net -4 215) ( 215)
Long-term, net ( 35) ( 20)2/
Official 202 202
Short-term, net 7 -
long-term 125 -
dishurserents 285 -
FSF/Dh (107) -
PL. 4€0 ( 28) -
IBRC (1 . -
IDB ( 4) ",0% -
Other (145) ' -
Amortization - 20 -
Besic Falance 167 22
Frincipal arrears - 72 - 72
Interest arrears -2023 =203
M3/ €0 60
Chanage in net reservesﬁ/ - 48 <193

Source: Central Pank,

IMF and ROCAP estimates
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Footnotes

1/

few

Ao Jower  export lovel  based on performance  through  May €3,
Fistorically, exports through May accounted for 46-48% of annual
exports. The optimistic level ($£40) is a straight line projection
tased on exports through May ($353 million). The pesimistic figure
is Adjusted te acovunt for the cyclical nature of arnual exports
(€353 - .47= §750)

L oprevicus oot inato or o dnwnwsrd atoustnent where it was felt that
GOCR estimates were too optimistic.

Oniy $60 million of the approximately $100 million in distursements
under the standby proaram can be used to cover arrearaces not
accounted for ry rescheduling. Tne other $40 million must be used to
increase gross reserves.

The IMF ogreement calls for no decrease in net reserves. Accordingly
this is the amount ty which the GOCR would miss the net reserves test
and which would have to e covered ty resources such as additional
foreicn exchange loans.
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The Fiscal hccounts

Table 3 summarices the fiscal coperations of the nonfirancial public secter
which includes the central  oovermment and  the major puhlic  sector
enterprises. The point that rust be underscored is the inprovepent in pullic
sector finances. 'The consolidated public sector deficit has been reduced from
¢2.3 billion (alout €.5% of 1082 CIT) tc ¢2.7 Pillion in 19€2, @ ficure that

will represent alout 4.R% cof 1983 ¢l This will e very close to the aqoel
szt out in the TME agreccent.

This improvement is due almost entirely to an increase 1in the current
surplus of the state enterprises. MAn increase in rates and prices charged for
petroleum products and other services was largely respcnsible for an increase
ir the ~ollactive eurrlus from —¢3.5 hilliorn in 19P2 to ¢2.4 billion in 1€83.
O the other land there was very little improvement 1in central government

finances durinc 1982, The savings of the central government registered
virtually ne chance from 192,

Firancing of the deficit will not violate IMF ceiliro on ranking system
ret credit te the purlic sector. Cf the ¢2.2 billion that will be financed
demestically, cver ¢1 Fillion will be covered ty the sazle of debt bonds to the
ron bank public leaving about ¢.S *illion to be financed by the hanking
svetem, an amount well relow the ceiling.



TARLE 3

COSTA RICA: OPFRATIONS OF THL NONFINANCIAL
PUBLIC SLCTOR, PROJECTION FOR 1983

(Millions of Oolones)

19821/ 19832/
Central Government - 2,747 - 4,325
Total Revenues 17,520 20,000
Total Fyponditures -20,267 - 24,325
Current (-17,973) (-20,630)
Capital (- 2,294) . (- 3,695)
State Interprises - 6,574 - 1,349
Curreznt hcoount Surplus - 3,495 2,416
Capital Revenue 139 346
Capital Fxpenditures - 3,218 - 4,111
Cverall I'eficit - 0,221 - 5,674
Financing 9,321 5,674
Fxternal 2,130 I'2,0e5
Comestic 2,552 =2, 900
Banking System ( 1,872) \i 1,900)
Non~bank Financial —_
Intermediaries and

Private Sector ( 680) ( 1,000)
Other3 4,63¢ €ag

[ —

L/ Preliminary.
2/ Based on flows recorded through June
3/ Includes change in floating debt, interest in arrears and residual.

Source: GCR estimates
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Money and Prices

Tatie 4 presents the accounts of the consolidated Iwnkina system. It 1s
interesting to note that total credit of the hanking system has grown during
the first five months of 1983 at a rate almost ecual to that of all of 1982,
about 2.4% monthly. The composition of this arowth has shifted dramatically,
however. The wonthly growth in credit to the private soctor has grown from
2.7% in 19€2 to 3.4% throudl May 1983, Credit to the pablic sector, however,
has fallen from @ nmonthly cveraac in 1962 of 2.3% to 1t for the first five
months of 19€3.

The growth in credit so far durina 1983 has, unlike the case in 1982, not
lead to rapid increases in the money supply (MI). During 1262 the money
copplv (MTY arew at a monthly rate of 4.49. S~ far this year it has arown at
.25 monthly, a dramatic contraction in real terms. (uasl money, on the other
hand, has grown at a monthly rate of 5% compared to 5.6% {or 1:¢2.

These develomrents have had three aeneral conseguences for the economy.
First, *he government has had no difficulty neeting the IMF ceilings on net
domestic assete of the Central Inink and on ranking system net credit to the
puklic sector (sce takle 5). Mote that the marcins have actually increased as
the liquidity of the public sector institutions has been transferred to
deposits in the tanking system.

Second, the very slow growth in the noney supply has, so far, effectively
braked inflation in 1983. For the first & months of 1983 the CPl1 has
increased 9.6% (compared to 40% for the first six months last vear) an annual
average of less than 25%

lastly, if the rate of credit creation continues, there will ke a very
large liquidity overhang to ke carried into next year. IMuch of this will
surely disappear as puiblic and private enterprises begin paying arrearages on
foreign debt. PRut it is likely that a sufficient amount will be available to
finance a good part of 1964 public sector deficit through the purchase of debt
bonds.

“The ncnetary authorities have recently hecome concerned with the rate of
credit creation. It is felt that the present rate of expansion threatens
e.change rate stability and a higher rate of inflation. 1f steps are taken to
s)ow credit expansion to the private sector, the result could be a fall in the
level of imports from the projected $220 million and possibly, a further
decline in CDP.
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COSTA RI1CA:
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TARLE 4

PANORAMA FINANCIFRO

NATIONAL BANEING SYSTEM

(M1llions of (wlones)

1980 19e1 1282 1903

Tec. Dec. Dec. May
I. Met Internaticnal RGservcsl/ -1,141.6 - 6,783.8 - 2,082.2 -  240.0
I1. Total Credit _2).011.2 24.068.1 32,401.9 36,367.4
Donestic Credit 20,971.0 23,967.5 32,292.5 36,327.2
a) Ceontral Covernment net 5,541.8 6,555.1 6,417.1 6,032.2
k) Cther Public Sector 3,200.2 4,1€2.8° 7,606.6 8,715.4
¢) Private Sector 12,049.0 13,24%2.6 18,268B.6 21,579.6
External Credit 40.2 100.6 109.4 40.2
I11. Cther net assets 2,524.¢© 39,567.4 50,201.9 55.000.2
TCTAL (I+II+III) 22.394.3 56.851.7 60,521.6 9i.135.6
IV. Total Liguidity 17,552.3  21,3E3.6 49,690.0 58,€98.0
Quasimoney 10.455.3 20.574.7 31,585.8 7 40,377.4
Of which stakilization konds -1,834.9 5,561.7 6,893.6
Money Supply 7,104.0 10,808.¢  18,104.2 ~ 18,320.6
Currency in circulation 2,255.0 3,500.¢ 5,436.0 5,226.©
Demand Deposits 4,849.0 7,308.0 12,668.2 13,093.7
Vji Foreian LebK'GquﬁqiﬁJ) 4,835.0 25,4GF.1 30,831.6 32,437.6
TOTAL (IV + V) 22,394.3 56,851.7 R80,521.6 91,135.¢€

1/

Source:

Does not include arrears on

Central Bank

external payments



Costa Rica: Performance Under the Stand-By Program

Net Internationzl Reserve
Position of the EBLCP

1. Target (floor)

Z. et Int ‘i Feserves
a. Net Official Int'l FReserves
b. Arrecars

3. rhmgn(or}magi)

Net [cnestic fssets of the BCCR

1. Ceiling

2. Actual

3. Margin (or Fxcess)

Banking System's Net Credit
to Non Financial Puklic Sector

l. Ceiling

2. Actual
a. Net credit from PCCR
b. Net Credit from DBanks

3. Margin (or Excess)

Source: USARID/Costa Rica estimates based on Central PBank data.
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TABLE 5

1982 103 1¢e3
Dec. 31 Mar. 31 June 3Q
$- 1,224.2 -1,234.2 -1,234.2

- 1,207.4 - 1,176.6 - 1,158.¢

- 104.4 - 4¢.9 - 54.5

- 1,103.0 - 1,129.7 -1,104.4

26.€ 57.6 75.3

¢ 69,710 69,510 69,650
67,307 65,135 64,331
2,402 14,375 5,319

¢ 11,090 11,290 11,590
11,090 10,052 R,544
11,857 12,2¢¢ 11,803

- 767 - 2,243 - 3,259
0 1,238 3,046






