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I. Introduction

The 1983 Article IV consultation discussions with Costa Rica were
held in San Jose during the period April 18-May 6, 1983.1/ Tha repre-
sentatives of Costa Rica in the discussions included the Ministers of
Finance, Planning, Economy, Exports, Industry, and Labor; the President
of the Central Bank; and other senior officials of the Central Govern—
ment and the rest of the public sector. The mission was also received
py the President of tiie Republic. The staff representatives were
M. E. Bonangelino (Head-WHD), L, Cardemil, C. Cha, and M. Figuwzrola
(all WHD), J. Martelino (ETR), and Mrs. H. S. Koo (Secretary~WHD).

The Pund mission also conducted a review of the progress achieved
in the implementation of the adjustment program being supported by the
stand-by arrangement which was approved by the Fund on December 20, 1982
(EBS/82/214, Supplement 1) and amended on April 26, 1983 (EBS/83/80).
This review, which was required under paragraph 4(c) of the arrangement
and was scheduled to take place by June 30, 1983, was to cover the pro~
gress made in the implementation of the program, taking into account
balance of payments developments, including the envisaged debt restruc-
turing. At the time of approval of the stand-by arrangement, the Board
also approved the existing multiple currency practices and restrictions
on payments auad transfers for current international transactions until
June 30, 1983, or the completion of the review of the stand-by arrange-
ment, whichever came earlier.

II. Background Developments

Costa Rica suffered a serious economic and financial deterioration
during the last three years. For the first time in two decades real
output declined in 1981 and domestic inflation reached unprecedented
levels. The colon registered a large depreciation and substantial
external imbalances developed.

1/ Costa Rica has accepted the obligations of Article VIII,
Sections 2, 3, and 4.
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The roots of Costa Rica's economic difficulties are to be found in
the lack of timely domestic adjustment to changing external circum—
stances. Following the coffee boom of 1976~77, Costa Rica's terms of
trade detericorated sharply as a result of the decline ia intermational
coffee prices and another round of increases in world oil prices. At
tne same time, higher interest rates abroad made external financing
more onerous and growing social and rolitlical difficulties in the rest
of Central America resulted in serious limitations to trade and manufac-
turing production for export. Nevertheless, Costa Rica continued the
expansionary policies which had been followed during the coffee boom
period, thus compounding the negative effects of the exogenous factors
and giving rise to large internal and external imbalances. Strong
demand pressures stemming mainly from a large public sector deficit,
which had been growing for some time, resulted in a widening of the
current account deficit of the balance of payments from the equivalent
of 7-1/2 per cent of GDP in 1977 to over 14 per cent of GDP i.. 1980.
Despite the continued heavy foreign borrowing by the public sector, the
balance of payments shifted from an overall surplus of US$IU2 million
in 1977 to an overall deficit of US$456 million in 1980, including an
accumulation of payments arrears of US$283 million.

The economic and financial situation continued to deteriorate in
1981 when the lack of adjustment in domestic policies to compensate for
a lower level of foreign capital inflows led to another large overall
deficit in the balance of payments (US$465 million), including a further
accumulation of external payments arrears of almost US$360 million, and
to a depreciation of the colon from ¢ 8.54 per U.S. dollar as of December
1980 to € 36 per U.S. dollar as of end of 1981l. Costa Rica encountered
serious difficulties in servicing its external debt, and in August 1381
suspended foreign debt service payments and requested of foreign credi-
tors a temporary rollover of short-term debt and a restructuring of its
foreign obligations. That year the country suffered a decline in real
GDP of almost 5 per cent, domestic inflation accelerated to 95 per

cent, and unemployment rose to almost 9 per cent from around 4~1/2 per
cent in 1977-79.

The overall deficit of the nonfinancial public sector continued
to increase in 1981, reaching 14 per cent of GDP, compared with about
11 per cent of GDP in 1980; public sector savings were further eroded
and reached a negative amount equivalent to almost 4 per cent of GDP
in 1981. The poor performance of the public sector in 1981 reflected
in large measure the deterioration in the finances cf the public sec-
tor enterprises. To a great extent, the higher deficit was caused by
the lack of adjustment in tariffs in an amount sufficient tc cover
increases in outlays resulting from the large devaluation of the colon.

A further weakening of the overall financial situation took place
during the first half of 198Z. This period was marked by uncertainty
related to the presidential elections of February and the interregnum
between the incoming and the outgoing administrations. Inflation
continued to accelerate and pressures on the exchange rate increased;



the free market exchange rate rose as high as £ 62 per U.S. dollar by
July 1982. The performance of the public sector coniinued to be weak.
mainly because of further delays irn the adjustment of public tariffs
and prices, and overall bank credit continued to expand faster than
private financial holdings in Costa Rica.

Soon afrer taking office in May 1982, the new Administration began
to adopt fiscal and other measures to redress the seriovs ecounomic and
financial deterioration. Significant tax measures and large adjustments
in public tariffs and prices were put into effect in the second semester
of the year. As a result of this effort and a policy of expenditure
restraint, the overall deficit of the nonfinancial public sector declined
last year to about 9 per cent of GDP. In August 1982 the authorities
took steps to reorganize and simplify the exchange system. The main
change iutroduced was the clogsing of exchange houses, which until then
had been operating in the free market. The closing of the exchange
houses was aimed at counteracting speculative fluctuations in the free
market rate and discouraging capital flight. Since than, the only
institutions authorized to deal in foreign currency transactions are
the Central Bank, the state commercial banks, and certain private
banks authorized by the Central Bank. Three exchange rates remain in
effect as a result of the August 1982 measures:1l/ (a) an official rate
of € 20 per U.S. dollar, at which | per cent of export proceeds is
liquidated;2/ (b) a banking market exchange rate (£ 40 per U.S. dollar
as of May 31, 1983), at which the majority of transactions take place,
including the purchase of the remaining 99 per cent of export proceeds;
and (c) a free market rate.

Following a virtual stalemate Guring the first half of 1982 in the
rescheduling negotiations initiated by the previous Administration with
foreign commercial banks, the new Administration reopened the talks
shortly after taking office by resuming partial interest paywents in
accordance with a specified formula basically linked to foreign exchange
receipts from exports and nonproject-related capital inflows.

While some progress was made last year toward improving the overall
financial situation of the country, economic activity continued to be
very weak—real GDP is estimated to have declined by over 8-1/2 per
cent-——and unemployment remained high.

I1I. Performance Under the Stand-By Program

The stabilization program framed by the Government and supported by
the one-year stand-by arrangement approved by the Fund on december 20,
1982 was designed to contain inflationary pressures, to promote an

1/ For a detailed description of the exchange system see EBS/82/213.

g/ The export surrender requirement at the official market was
reduced from 5 per cent to ] per cent of export proceeds on April 29,
1973.




orderly development of the exchange market, and to facilitate the resump-
tion of public external debt service payments. The centerriece o. the
stabilization effort is a substantial improvement in fiscal performance.
The overall deficit of the nonfinancial public sector is to be reduced
to 4-1/2 per cent of GDP in 1983 through a combination of revenue
measures and the continuation of a policy of expenditure restraint
initiated in 1982. The improvement in public finances would reduce
pressures on domestic prices and the balance of payments. Implementa-
tion of the program was expected to lead to a decline in the rate of
inflation from an estimated 10U per cent in 1982 to 40 per cent in 1983.
An ecsential objective of the program is the unification of the banking
exchange rate and the free market exchange rate before the end of the
program period. Unification with the official exchange rate is not
considered feasible for the time bein)] in view of Costa Rica's consti-
tutional requirements on exclusive congrzssional authority to change the
exchange rate. It should be noted, however, that the official rate
applies only to 1 per cent of export proceeds.

Performance under the program has been satisfactory so far. Costa
Rica has complied with all performance criteria and has made coansider-
able progress toward the achievement of the main objectives of the pro-
gram. The domestic rate of inflation has decelerated sharply, the free
market exchange rate has stabilized, and there are signs that confidence
has begun to improve as indicated by a reflow of private capital to the
country in recent months.

As of mid-May 1983, Costa Rica had ample margins with respect to
the quantitative ceilings and showed an overperformance with respect to
the balance of payments test (including arrears) which amounted to the
equivalent of US$53 million (Table 1). Reflecting the tight credit
policies pursued by the monetary authorities, the net domestic assets
of the Central Bank of Costa Rica experienced a contraction of ¢ 2.0
billion through mid-May compared with a reduction of ¢ 60 million
established in the program. The net credit of the banking system to
the nonfinancial public sector also de:lined by about £ 2.0 billion
through the same date, compared with un increase of £ 500 million per-
mitted under the program. In another positive development, wholesale
and consumer prices rose at an average monthly rate of ] per cent and
1-1/2 per cent, respectively, in the first four months of 1983, compared
vith an average monthly rate of increase of about 5 per ceat in the
whole of 1982 (Chart 1). On an annual basis, the price increases of
the first four months of the year would represent about 12-1/2 per cent
for wholesale prices and 20 per cent for consumer prices.

Regarding the exchange rate, the spread between the banking ex-
change rate and the free market exchange rate has been reduced in line
with the program's exchange rate unification guidelines, from 15 per
cent at the start of the program to slightly less than 10 per cent as
of the end of May 1983. The reduction in the spread was achieved
because the free market exchange rate has gradually appreciated from
the peak of £ 62 per U.S. dollar in July 1982 to about £ 46 per U.S.
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Table l. Costa Rica: Performance Under Stand-By Arrangement

1982 1983
December 3l March 31 May 13
Program Actual Program Actual Program Actual
(In millions of colones)

Net domestic

assets of the

Ceatral Bank 1/ 69,700 67,307 69,500 65,135 69,640 85,271
Net banking system

credit to the

nonfinancial

public sector 2/ 11,090 11,090 11,290 10,052 11,590 9,133

(In millions of U.S. dollars)

Net internatiocaal

reserves of the

Central Bank_i/ -1,234 -1,207 -1,234 =-1,177 -1,234 -1,181
New foreign loans

contracted by the

rublic sector

} 5 years maturity 50 - 50 - 50 12

1-.0 years maturity 100 25 100 25 100 37

Sources: EBS/82/214; and Central Bank of Costa Rica.

1/ The ceilings on net domestic assets of the Central Bank and the
targets for net international reserves of the Central Bank have been
adjusted on the basis of the actual payments arrears on external public
debt subject to rescheduling as of the end of December 1982.

2/ As adjusted in EBS/83/80.



doliar at the start of the program and to € <& per U.S. dollar a2s of

the end of May 1983; meanwhile, the banking exchange rate was deprecia-
ted from € 38 per U.S. dollar to € 40 per U.S. dollar in September 1982,
and has remained unchanged since rthen (Chart 2). The appreciation of
the f{ree market exchange rate has reflected market conditions and not an
intensification of restrictions, including the absence of new payments
arrears other than those related to public debt service pavameats, which
are permitted under the program on a temporary basis pending the conclu-
sion of the debt rescheduling negotiations. The deposit requirement
scheme for the purchase of foreign exchange established to wonitor the
possible emergence of arrears has been operated in conformity with the
program; these deposits are being liquidated well withiu the specified
maxizmum of 15 working days.

Costa Rica has made two drawings (the first in early May and the
second in mid-June) subject to compliance with performance criteria in
an asount equivalent to SDR 18.45 million. This first drawing was
scheduled for mid-February 1983 but had to de delayed because of the
need for adjustment of the ceilings on net banking system credit to
the nonfinancial public sector as a result of a reclassification of
deposit sccounts of various public sector entities. Amendment of the
stand-by arrangement to give effect to the technical adjustment to
the ceilings was approved by the Executive Board on April 26, 1983
(EBS/83/80).

IV. Report on the Discussions

The mission's discussions with the Costa Rican authorities centered
on a review of the progress achieved thus far in the implementation of
the stand-by program and on the means to ensure compliance with the pro-
gram in the period ahead. The Costa Rican suthorities are satisfied
with the progress made in the implementation of the stabilization pro-
gram and the results achieved thus far. They are particularly encouraged
by the substantial deceleration in the rate of inflation which has taken
place and the normalization reached i~ the exchange markets. 1In their
view the main objective of policies should now be to consolidate the
gains made on the srabilization front and, at the same time, to seek
ways to promote the reactivation of the economy. No growth in real GDP
is expected for 1983, but the authorities would like to lay the basis
for a resumption, as early as possible, of economic growth.

The authorities are keen on consolidating the progress made in
stabilizing the economic and financial situatiou. On the basis of
developments thus far, the authorfities believe that it should be
possible to reduce inflation to less than 20 per cent in 1983, or
approximately half the level originally projected. They are aware,
however, that the final outcome will mainly depend on the fiscal,
monetary, and incomes policies that are pursued.
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1. Fiscal policy

The authorities reiterated their intention to maintain the overall
deficit of the nonfinancial public sector for 1983 at not more than the
4~1/2 pet cent of GDP estimated in the program. Such a target is still
considered feasible but its achievement will require a lower level of
naninal expenditure than originally planned. Public sector expenditures
will need to be adjusted to compensate for the lower revenues implied
by the lower rate of inflation now projected for 1983. Since external
financing 1s nov estimated to be somewvhat less than had been expected
earlier, an additional adjustment of expenditure will be necessary in
order to maintain banking system credit to the nonfinancial public sec-
tor within program levels. Thus, total public sector cutlays will need
to be about 12 per cent less than originally estimated in the program.
Such an adjustment will likely result in an overall nonfinancial pudlic
sector deficit for 1983 which will be about € 1.4 billion smaller than
the one estimated in the program, but approximately the same in terus
of GDP (Tsble 2).

The authorities assign top priority to the implementation of an
expenditure policy that would be consistent with a lower inflation rate
than originally projected and with the banking system financing estabd-
lished in the program. The President of the Republic has instructed
the public sector to reduce expenditures by 10 per cent from budgeted
levels, over and above the normal underexecution of outlays. The Bud-
getary Authority and a presidential coamission for the reduction of
public expenditures, which was recently formed, sre in the process of
formulating concrete guidelines and adopting the measures considered
necessary to ensure that the target for the total underexecution of ex-
penditures by the public sector is realized.

The authorities explained that the sulary increase granted to
public sector c=ployees in January 1983 ended up being somevhat higher
than inicially contemplated. At the time of the negotiations for the
stand-by arrangement, the authorities had decided that salary increases
in the public sector would be granted in absolute amnunts, possibly
twice during the year, on the basis of the changing cost of a basic
basket of goods and services. Based on such a mechanism and on the
projected rate of inflation, the estimares for the programz had assumed
two salary increases of € 1,000 per employee per month, one in January
1983 and another one in July 1983. However, the salary increase granted
in January 1983 was actually equivalent to € 1,300 per employee and
should have a total impact on the expenditure of the nonfinancial public
sector only slightly lower than the one implicit in the original esti-
mates of the program for the whole of 1983). The authorities recognized
that the size of the salary adjustment was higher than what would have
been advisable but explained that it was the result of strong political
pressurez. They shared the staff's views that given the recent decel-
eration of inflation there should not be a need for furtner adjustments
of public sector salaries in the remainder of the year.
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Tadie 1. <Coeta Riia. Summary Operations of the Ronfinancial Public Sectoer

1987 — 3131
Reduced Staseé-Sy Stend-By Revised
1980 1981 Actosl Actusl 1/ Program L/ Progrem 1/ Prof.i:
(is militons of colomes)
fentrsl Mmizistratioe =3 . %¢ s, -2 983 =1,982 =3 .80 =3, 310 =31,.3¢3
Currest Tevetwe & T.333 l:.ﬁl 12,792 12,43 19,880 1%,100
txpantiture i~} -8,281  ~i2,332  ~15.77%  -38.77%  -15.,8% -23,3% -32.645
Cerreat {=12/ {=$,337) (=8_226) t=1) 698) (~13,098) (-13,210) (=19,%30) (-19,66%)
Casital {+} (=1.930) (=2,108) (-2,077) (~2,077) (-2,680) (~3 840) (-3,000)
Rest ! gevsral gowermment - =401 i} =18 600 =1,620 =103
Sevense 3. 7ee A 3% 18,3 s,811 3,555 8,388 8660
Tarrest (S.088}F (8, 148) (9, 648) (3,782) (5.,830) (8,320) (8, 343)
tepital {J0K) (226} {602} () (12%) (83} (315}
Lapenstiture =} -¢,018 -, 13 -5 .9%& -3,4% 6,553 ~§ &03 8,765
Tatrent (=}3~ (=~5,933) (=L 39)) (~8.749) (-5.280) (-3.923) (-8,41%) (-8.1M)
Capitel ()} t=-1.025) (1183 (-1,17%) (=2%%) (=430} {~990} (-548)
ltate estarprises -1, 970 =% 437 e T2 ;] -4.627 -3 .3% =-2,220 =y 643
Catrent ercount serples 3/ "'3‘1'1': -f.‘“ m -3,%1) -Z.aﬁ S.ﬂ; ).;-'1
Lapitai Tevemes 32 798 148 a1 * 1s8 5
Zavitsl enpemditere i~} 1,908 -}, 327 -3.39% -3.19% -4 389 -%,791 -%,47%
Zonetl of T_0eLter t =330 ot N _2 13 =9,1% =5, =9,3% -4 7% =3 .
Besidual 3/ LA e 1L = = =
owverell daficit - fissscing _.*%‘ ...,;%' 8,837 s S0 3
{aternsl i, ' K J 2] 4,073 'ifue
Somestic .99 1.7 1.497 3,.89% :.078 3.20%
Sasaisg systes (2.801) (L o84} (1,870) {3,5%00) {2,000) 13.,000)
Seshrad finencial tutarwediasries o) (20) (9} ) 3 )]
Privete sector {288} (=7¢) (s82) Y {3%0) } (7%} ) (203)
Change in fisating dede (=48} 13 (564) } ) )
isterest iz syrears g 1,633 4,006 3,73 — -—
(Acwsl percestage cheage)
Ceztrel sduislstratiss ruvesse 17.¢ 41.2 To.4 Te.4 7.9 ”.9 4.3
Castra. sdminterretion axpenditur. 6.9 n.? 52.7 2.7 $.b «7.2 &).7
Current (23.3) (24.%) (68.9) (86.3) (81.7} (7.5} (&3,6)
Capirel (%.7 (%.1} -1.4) (=1.4) {26.0) (44.0) (44.4)
(13 _per cest of CD?)
Centeel niszretioe teit -4,C -3.2 =3.1 =3.1 ~3.3 -2.) =2.7
Revesse 5 T8 5.2 3.2 1.9 1.9 TR}
tapesdit e «20.9 -18.1 -16.} ~16.) ~15.3 -35.1 -17.2
Currest (=13.3)  (="4.4) (=lb.i) (=}e.)} (~3i.7) {-12.6) (-14.9)
Captesl (=4.7) (=3.7) (-2.1) (=2.01) (~2.6) (-2.%) {-1.3)
scrfisancinl pablic sscter daffcit ~13.3 =3.8 =$.3 9.6 ~9.2 -4 N
Cartest secOuURt 1.y e -3. . B ] 3.0 2.4
Centrel Adutnistratios (-3.3) {~1.8) (=-C.9} {=0.9) =6.7} (8.2) (=0.4)
Rest of geseral goverament 1.3 (1.0} (0.9) {G.%) (—) (=) (G.5)
Staze saterprises (=2.3) (-3.) (~3.5) (-3.6) {-1.1} (2.8) (2.7)
Capltas revengs 8.2 0.4 .4 G.2 - C.1 -~
Cazizel expiaditure -3}.2 -310.2 -$.4 -5.4 “7.4 7.4 -4, 4
Residual 3/ 2.1 -0.8 0.4 =- - -
Overall daficit o fimaseisg 13.2 14.) .1 3.2 [N &.0
Caterasl 6.7 8.3 2.1 1.9 ] 2.3
Dosestic 6.5 3.1 2.8 3,7 i.4 1.
Ietarest 18 arresrs - 2.9 8.2 3.6 — —
(In aillions of colones)
Megorssdus ites
Sowinal GOP 41,406 57,176 97,068 104,138 13,578 131,813

Sources: inistry of Finance; General Comptroller’s Office and snnual reports; Central Bank of Coste
Rica; and Fund staff estinmates.

_l_l The reduced nonfinancial publfic sector tocludes the Cantral Adutntistration, the Social Security Insti-
tute (CCSS), the Agricultural Development l[nstitute ("DA), and the following etete enterprises: ICE, RECOPE,
CODESA, ONP, ICAA, and FECOSA. The stand-by progres columns for 1982 and 1983 differ trom those presented in
EDS/82/214 (Table &, p.7) in that IDA hes been teclassified as part of the “rest of general government”.

2/ 1iocludes al} contractusl interest fpeid and unpsid).

3/ locludes discrepanciss artsing from reporting on an accrual and cash dastis, from reporting pericds that
¢itfer from the calendsr yesr, and from the operstions of the nonconsolidated public sector.



with respect to revenues, the authorities pol.ited out that central
govert®ent revenues in 1982 were somewhat higher than estimated and that
so far thit year they have grown at a satisfactory pace, ns *lie revenue
measures introduced late last year-—muinly the increase in the sales
tax and the introduction of an incotc tax surcharge on corporations—-are
beginning to pruoduce results. Nonetheless, the authorities believe that
revenue collecri.. can be improved and intend to strengthen the admin-
istraticxs ur taxes. Technical assistance from U.S. AID would be received
shortly for that purpose, especially in the area of customs and income
tax administration. The authorities also explained to the mission that
exports that is based on the exchange rate differential, for the pur-
pose of improving the competitiveness of exports.l/

Regarding the state enterprises, the estimates of the mission and
the Costa Rican technicians, indicate that the state-owned refinery
(RECOPE) would generate this year a surplus equivalent to approximately
1 per cent of GLP at the present oil import prices and exchange rate.
However, pressures for a reduction of domestic oil prices in line with
the receat drop in the import price of crude seemed to be mounting. The
authorities indicated that they were studying the possibility of reduc-
icg domestic oi) prices to reflect only part of the drop in the import
price of crude, and of using the remaining portion of RELOPE's estimated
surplus to offset the loss of revenue to the Central Government that
would result from the reduction in the taxes on exports mentioned abave,
if finally decided upon. The authorities were wade aware, however, that
any reduction of domestic oil prices and/or of export taxes would have
to be compensated by further expenditure underexecutions, as KRECOPE's
estimated surplus has already been taken into consideration in arriving
at the overall public sector deficit for 1983 referred to earlier.

A possible partial reversal of the adjustment made in electricity
rates and its irzlication was discussed with the mission. Following a
rise of 70 per cent in June 1382, the Costa Rican Electricity Institute
(ICE) approved in the third quarter of last year an additional increase
in electricity rates of about 90 per cent in monthly cumulative increases
starting in November 1982. These increases were estimated to cover
ICE's operating costs, the - .rvice of its foreign dett at the exchange
rate of € 40 per U.S. dollar, and the domestic counterpart of investment
financed with foreign loans. In the second week of May 1983, after the
mission’'s return to Washington, the decision was made to reverse the
last phased increase of 13 per cent in electricity rates which became

1/ This tax, which was introduced in December 1981, applies to the
local currency proceeds from exports in the banking market in excess of
those calculated at the official rate of £ 20 per U.S. dollar. The
rates are presently 10 per cent for traditional exports, 5 per cent
for nontraditional exports to the Central American Common Market, and
1 per cent for nontraditional exports to other countries.
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effectiv: in April. The authorities communicated to the staff that such
a decision will imply a loss of revenue to ICE of about € 220 wmillion
in 1983 which would be compensatea through a reduction in expenditures.

The authorities explained the efforts that they had been making
in trying to sell some of the enterprises controlled by the state-owned
development corporation (CODESA). A committee composed of representa-
tives of the public and private sectors has been formed with the purpose
of selling CODESA's enterprises. The authorities reported that there
are good prospects for selling certain small enterprises, as well as
a cement plant valued at about £ 350 million (US$8 million), in the
near future, However, the Costa Rican representatives recognized that
despite their efforts, progress in this area has been slower than it
would have been desirable.

The mission acknowledged the efforts involved in the measures al-
ready implemented by the authorities to strengthen the public finances,
but noted the importance of persevering in those efforts and of adjust-
ing the public expenditure policy to accommodate the changes in the
behavior of domestic gprices and in the amount of estimated foreign
financing. The mission also expressed concern about the pressures to
reduce domestic oil prices and electricity rates and emphasized that
any such actions would have to be compensated with further adjustments
in expenditures or alternative revenue measures. It also pointed out
that for the successful implementation of the program it will be very
important that the authorities keep their commitment to adjust without
delay the prices of oil derivatives and electricity rates for changes
in oil import prices and/or the exchange rate.

2. Monetary policy

As occurred in 1980-1981, munetary developments during 1982 were
heavily influenced by the accumulation of large external payments arrears
and the realization of considerable exchange losses. Mainly because of
this, the net domestic assets of the banking system expanded substan-
tially in 1982 and exceeded by far the increase in liabilities to the
private sector (Table 3). In the first few months of 1983, the monetary
situation has improved counsiderably. The banking system liabilities to
the private sector have been growing at a stronger pace and improving in
real terms, while the expansion of net domestic assets has dez2lerated
sharply. The moderation in credit expansion was achieved despite a
considerable increase in credit to the private sector, and was due
largely to a reduction of credit to the public sector and the elimina-
tion of exchange subsidies. The net domestic assets of the Central Bank
actually declined in the first five months of the year because of sharp
increases in placement of stabilization bonds and deposits of the com-
mercial banks. As a result, the net international reserve position of
tne Central Bank, including payments arrears, has improved considerably.



- 11 -

Table 3. Coseta Rica: Summary Operations of the Banking System

uss1 = ¢ 30.00

Revised
UsSl = € 40.00 Stand-By Program Actual Projection
198} 1982 1982 1983 1982 1983
(In millions of colones)
1, Banking Systes
Net international reserves 1/ -34,940 =47.794 -65,435 -65,435 =59 745 =59 ,745
Net domestic sasets 85,956 114,515 141,405 163,755 134,842 149'580
Net credit to public sector 9,294 2/ 11,166 2/ 13,171 15,171 11,092 2/ 13,090 2/
Central Government 3/ (7,370)  (6,596) Cons) (...) (6,581) (oad)
Rest of public sector 3/ (1,926)  (4,570) Coedd G..) (4,511 (ead)
Credit to privace sector &/ 13,241 18,094 18,420 27,345 18,231 24,590
Valuation adjustment 32,319 32,319 41,839 41,839 42,032 42,032
Other 5,430 8,816 9,125 20,550 8,337 17,968
Counterpart arrears 25,672 44,120 58,850 58,850 55,150 52,200
Counterpart unrequited
foreign exchange 1,140 1,140 1,425 1,428 1,425 1,425
Long-term foreign liabilities 22,556 25,028 31,445 40,545 31,290 37,940
Liabilities to privaze sector 5/ 27,320 2/ 40,553 2/ 43,100 56,350 42,382 2/ 50,770 2/
I1. Central Bank
Net international reserves l/ =35,420 <+8,%95 -66,035 -66,035 -60,370 =60,370
Official reserves -9,748 -4 ,175 -7,185 -7,185 -5,220 -8,170
Payuents arrears ~25,672 -44,120 --5B8,850 — =55,150 -_
Rescheduling - - - ~58,850 - -52,200
Net domestic sssets 39,846 55,232 73,995 76,935 67,309 68,970
Net credit to public sector 3/ 9,651 2/ 11,872 2/ 13,151 15,151 11,857 2/ 13,857 2/
Net pusition with banks -8,117  -11,120 ~11,154 -8,412 -12,908 ~11,335
Stabilization bonds -1,542 =-4,755 -5,450 -9,750 -4,755 -6,394
Long-ters foreign liabilities 6/ -20.336 -22,614 =-28,670  =37,820 -28,020 -34.670
Valuation adjustment 30,267 30,267 39,026 39,026 39,217 39,217
Other ' 4,251 7,262 8,242 19,890 6,766 16,095
Counterpart arrears 25,672 44,12C 58,850 58,850 55,150 52,200
Currency issue 4,426 6,937 7,960 10,900 6,937 8,600
(In per cent change)
Banking system
Net domestic assets 7/ 62.9 104.5 51.9 35.5
Net credit to public sector 21.2 20.1 15.2 18.0
Credit to priva e sector . 9.8 36.7 48.5 34.9
Liabilities to private sector 5/ 27.3 48.4 30.7 19.8
(As per cent of GDP)
Net credit to public sector 16.6 11.5 9.8 9.9
Credit to private sector 22.8 18.6 17.7 18.7
Liabilities to private sector 8/ 35.8 33.4 31.6 34.6
(In millions of colones)
Memorandum items
Exchange subsidies to
public sector (cumulative) 886 2,257 3,066 2,887
Central Goverument €360) (453) (450) (453)
Rest of public sector (526) (1,804) (2,616) (2,434)
Consumer price {(change in per cent) 65.1 81.7 40.0 19.3

Sources: Central Bank of Costa Rica; and Fund staff estimates.

1/ Includes payments arrears.

zy Adjusted for reclassification of public sector deposits in the commercial banks previously classified

as private sector deposits.
3/ 1Includes exchange subsidies.
Z/ 1Includes credit to nonbank financial intermediaries.
%/ 1Includes liabilities to nonbank financial interwediaries.
6/ 1Includes SDR allocation and gold revaluation.

Z/ In relation to liabiliries to the private sector, including liabilities to nonbank financial interme-

diarifes, at the beginning of the period.

E/ Ratio of two—year average of liabilities to the private sector, including liabilities to nonbank
financial intermediaries, in relstion to GDP. Foreign currency deposits are valued at the average banking

market rate of each year.
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The authorities reaffirmed their intention to continue to observe
the limits on banking systeum credit to the pubifc sector and of assuring
au adequate availability of financing to the private sector. The Costa
Rican representatives pointed out that they were contemplating a reduc-
tion of domestic interest rates by a small amount, and contended that
such a move would be within the spirit of their commitment to maintain
a flexible interest rate policy, the ultimate objective of which is the
establishment of rates that are positive in real terms. The authorities
pointed out that, in view of the reduction which has already taken place
in domestic inflation, interest rates were now positive in real terms.
Taking this into account, as well as the expected rate of inflation for
the year as a whole and the drop in interest rates abroad, they consid-
ered that a small reduction In interest rates was justifiable at this
time.

The nission believed that such a measure would be a.ceptable in the
light of recent developments in domestic inflation and interest rates
abroad, but emphasized that the authorities should be prepared to
raise interest -ates promptly if inflation accelerated in the future
and expressed concern about the likely resistance to do so if such a
need were to arise. The mission also pointed out that a reduction of
interest rates, Lowever small, may result in pressures on the free
market exchange rate, in which case the authorities have to be prepared
to increase the banking exchange rate to keep within the permissible
spread between the two exchange rates. The Costa Rican authorities
shared the staff's views on this issue and indicated that by deciding
to reduce interest rates they were taking a calculated risk and were
aware that they should be ready to reverse their action if it was
necessary because inflation accelerated or if deposit and/or credit
developments so warranted.

After the mission, on May 17, 1983 the Board of Directors of the
Central Bank approved a reduction in the basic interest rate on six-month
deposits, to which most deposit and loan rates are related, from 25 per
cent to 22 per cent. The lending rates applied to commercial agriculture
and to manufacturing will continue to be the same as the basic deposit
rate and 3-1/2 percentage points higher than the basic rate, respective-
ly, while the one applied to cattle raising was adjusted downward to
4 percentage points below the basic denosit rate. The rate applied
to all other loans will remain unchanged at 30 per cent.

3. Incomes and price policies

The authorities confirmed their intention to adjust public sector
salaries and minimum wages in absolute amounts on the basis of the chang-
ing cost of a basic basket of goods and services, composed mainly of
food products, traansportation, water and electricity. It is estimated
that this mechanism of wage adjustments will result in salary increases
below the expected rate of inflation. Real wages for both public and
private sector employees have declined considerably in the last two
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years, with the decline being more proncunced for public sector employ-
ees. A further deterioration of real wages is anticipated for this
year, but the authorities believe that the best way to stop the deteri-
oration of real wages is through the lasting abatement of inflationm.

The Cost& Rican representatives explained that a law had been
passed at the end cf 1982 to standardize wages in the public sector,
which will imply the establishment of a new salary scale. The change
iato the new scale will cause additional expenditures for the public
sector. Because of this, the authorities were planning to implement
the shifting into the new scale in stages, so as to minimize its impact
in 1983. Minimum wages, which serve as a guideline for the adjustment
of private sector salaries, were most recently adjusted in January 1933
by 16 per cent across the board. The next revision is scheduled to
take place in July 1983.

With respect to price controls, the authorities agreed that market
forces should be the main determinant of prices and noted that admin-
istrative controls were limited to a relatively small number of basic
consumer goods and inputs. While the number of items under control
has been increased somewhat since the new Administration took office,
the Costa Rican representatives indicated that the controls were being
applied flexibly, permitting the prompt adjustment of prices whenever
there was justification for it. They also indicated that in the majority
of cases it was the profit margins that were being controlled and that
only a small number of products were subject to price ceilings.

4. External policies

The Costa Rican authorities believe that considerable progress has
been made toward the achievement of the main objectives in the external
sector, namely exchange rate unification, a resumption of normal service
payments on Costa Rica's external debt, and the settlement of external
payments arrears.

The Costa Rican representatives indicated that the spread between
the banking exchange rate and the free market exchange rate has been
kept within the prescribed limits, and that the exchange system has
been operated in conformity with the principle that foreign exchange
will be furnished for all genuine payments and trausfers for current
international transactions. They also pointed out that the appreciation
of the free market exchange rate (as described in Section III1 of this
paper) has been the result of market forces and confirmed their inten-
tion of completing the unification of the exchange rates before the
end of the program period. 1In view of the recent improvement of the
official reserve position, the authorities have decided to allow the
purchase of up to 40 per cent of the foreign exchange needed to service
private sector debr at the banking exchange rate (previously all such
purchases were made at the free market rate).
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In discussing the exchange rate policy with the authorities, the
cission expressed its concern about the need to improve the competitive-
ness of exports. According to preliminary calculations made by the
staff on the effective exchange rate, there has been a considerable
gain in competitiveness in the recent past (Chart 3). However, such a
situation could change in 1983 depending on exchange rate and domestic
price developments in coming months. The authorities indicated that
they were analyzing the situation, and that they were in the process of
preparing a study of some specific cases to check on the competitiveness
of exports. They also informed the mission that they were working
under the coordination of the recently appointed Minister of Exports
in the formulation of a comprehensive set of export promotion measures
to be introduced later in the year. Exports, which in 1982 declined
by 12-1/2 per cent, are estimated to rise by only 3 per cent in 1983
(Table 4). The authorities' view was that while the competitiveness
of exports might need to be improved, factors such as the weak world
market conditions for their main agricultural exports and the economic
difficulties prevalling in the rest of Central America, the major mar-
ket for their nontraditional exports, have had an adverse impact on the
recent developments in the export sector.

As part of the set of measures being contemplated to promote ex-
ports, there is the possibility of depreciating the banking exchange
rate in the near future, which might mean a faster unification of the
exchange rate than envisaged in the program. Another measure which is
being studied is the slready mentioned reduction of the tax on exports
based on the exchange rate differential, which would also serve as an-
other step toward the elimination of the multiple currency practices.
In a recent move in the direction of improving the competitive position
of the export sector, on April 29, 1983, the Central Bank reduced from
5 per cent to 1 per cent the amount of export proceeds that have to be
sold at the official rate of £ 20 per U.S. dollar; correspondingly,
expor% proceeds surrendered at the banking exchange rate have now been
increased from 95 per cent to 99 per cent.

Significant progress has also been made toward Costa Rica's normal-
ization of its relations with foreign creditors. In January 1983, Costa
Rica concluded a rescheduling agreement with its bilateral official
creditors under the aegis of the Paris Club. Relief was obtained for
principal and interest payments both in arrears and falling due in
1983.1/ Regarding the debt negotiations with foreign commercial banks,
a memorandum of understanding was signed om April 22, 1983 by the
Chairman of the banks' steering committee and the Costa Rican authori-
ties. The memorandum sets the terms for the rescheduling of principal
owed to banks (in arrears and falling due in 1983 and 1984) and for
the establishment of a trade credit facility in an amount equivalent

1/ For a detailed description of tue rescheduling agreement, see
SM783/51.
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Table 4. Costs Rica: Balance of Paywments

(In maillions of U.S. dollars)

Prel. Proj. 1983

1980 1981 1982 orig. Rev.
Corrent account ‘66309 -‘26.‘ ‘2‘1-0 ‘235.0 °28300
Merchandise trade =526.6 =210.7 16.4 135 -
Exports, f.o.b. 1,000.9 1,002.6 876.3 1,08% 900
!m“'. C.i-f- -1 '527'5 -1 '21303 -859.9 -950 "900
Services -151.8 -242.7 -291.3 -465 -328
Other services 64.4 76.6 112.5 165 129
Factor -216.2 -319.3 -403.8 -870 -4 57
Direct investoent and
private {nterest (=37.9) (-11.4) (-15.8) (-25) (-20)
Official {nterest {-178.3) (-307.9) (-188.0) (-545) (-437)
Contractual: paid /-178.3/ /-160.3/ /-106.0/ =374}  1-283/
unpaid =1 [=147.6/ [/-171.0/ 1=/ 1=33/
Interest on arrears/
rescheduled 1=/ f==/ [/=111.0/ F=172 f-112/
Interest reschedule of
current principal I1=—=/ =1 t=—/ =&/ /-9/
Transfers 14.5 27.0 33.9 435 a5
Capital account 185.9 =44.2 -80.9 285 283
Private (includiag net
errors and onissions) -180.7 -64.3 -15.7 - 25
Public Sector 366.6 20.1 -65.2 283 258
Disbursements $97.1 330.3 186.8 408 315
Repayasats -230.5 -310.2 -25%2.0 -235 -222
Contrsctual: paid {(-230.5) (-99.0) (-72.8) (~123) (-90)
unpaid (=) (-211.2) (-179.2) (-112) (=132}
Refinancing of current '
payments
Principal - —— -— 112 132
Interest - - - - 33
other (SDRs/revalustion and
transactions wich nom~
monetary agencies) 22.3 3.4 = = =
Net international reserves
Accumulation (+) or reduction
{~) of arrears 283.0 358.8 461.2 =31,177T  =1,103
Principal (283.0) (211.2) (179.2) (-708) (-673)
Interest (=) (147.6) (282.0) (=469} (430)
Rescheduling of srrears - -— - 638 783
Principal (—) () (—) {638) (639)
Interest (-=) (~~) (—) (—) (144)
Repayment of arrvears - -_— - oo cee
mncip&l (”) (-) (-) (ooo) (..l)
Interest () (=) (—) (...) €oud)
Conversion of CDs (P+1) 36
Contingent financing
(rescheduling/refinsncing/
Official reserves (ipcrease =) 172.7 106.4 -136.3 ) 59

Sources: Central Bank of Costs Rica; and Fund staff estimates.

1/ Revolving trade credit factiltty.
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to 50 per cent of the total interest payments {past due and falling

due in 1983) to be made by Costa Rica to the banks in 1983; this facil-
ity is estimated to amount to nnnrnrimrplv 1S$228 million Te 4e

SSaTELREN 58 S8 NS S8 > T reasm - E X A2y ] oAb AP

expected that the legal contract regarding the rescheduling and trade
credit facility will be signed in the near future. One hundred per cent

of the principal (including short term) in arrears and falling due in
19813 ll!QSSlS mi]l‘lnp\ will he rescheduled gver a perisd af savan and
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half years including three years' grace period. 1/ Similarly, 100 per
cent of the principal falling due in 1984 (approximately US$150 million)
will be rescheduled over a period of six and a half years with three

nntl ons Quarter unnrn' ora sa n-r-laul 2/ ™o thevauvnwnaneth TTREAD wlia =
e HhBLe pPeravee sl All= su;c‘ WUiLIE LADVR PLUD &

spread of 2-1/4 per cent, or the U.S. prime rate (or the adjusted three-
month CD rate, whichever is higher) plus 2-1/8 per cent, will be applied
on the rescheduled debt, while an interest rate of 1-3/4 per cent over
the three-month LIBOR or 1-5/8 per cent over the U.S. prime rate (or

the adjusted three-month CD rate, whichever is higher) will apply to

the trade credit facility.

The Central Bank of Costa Rica approved in mid-May 1983 the terms
for the rescheduling of outstanding U.S. dollar-denominated certificates
of deposit (CDs), most of which were issued in recognition of external
payments arrears accumulated by the private sector before the end of
1980. The authorities have decided to reschedule these certificates at
the same maturity terms at which the debt owed to foreign commercial
banks is being rescheduled, including capitalization of interest in
arrears.3/ One issue that is still to be resolved and which affects
the relationship between Costa Rica and the foreign commercial banks
is the interest rate that applies to the rescheduled CbDs. While Costa
Rica has decided to maintain the original interest rate (LIBOR for six-
month deposits), the banks are maintaining that a spread over the
applicable interest rate be paid on CDs held by banks and which have
been accepted at face value from Costa Rican private firms in payment
of their debts.

The authorities indicated that the conclusion of the rescheduling
agreement with bilateral official creditors and foreign commercial
banks, as well as the arrangements made to reschedule CDs and the pro-
posals for the paywment of bonds, all at terms basically in line with
the assumptions made in the program, will enable them to eliminate
the existing payments arrears by the end of 1983, as had been intended.

1/ The maturity period extends from the end of the comsolidation
period (1.e., end of 1983) to the date of the last repayeent. Of the
total principal rescheduled 5 per cent is due in 1984 and the balance
of 95 per cent must be repaid over the period described above.

2/ Of the total principal rescheduled in 1984, 5 per cent due in 1985,
and the 95 per cent balance is rescheduled over the period described
above.

3/ A separate but similar proposal was made in respect of CDs being
held by foreign commercial banks.
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They further stated that since the beginning of this year they have
virtually kept current on total interest payments, including payments
to the banks in an awmount substantially larger than those which would
have been made in accordance with the formula in effect since July 1982
(referred to in Section II). As soon as the legal document is signed
with the beaks, the authorities would initiate the payment of interest
in arrears, as well as completely normalize the payment of current
interest falling due in 1983,

As a result of the debt rescheduling that has been negotiated, the
burden of serviciug the debt is expected to ease somewhat this year and
in 1984. The debt service ratio is projected to rise to over 50 per
cent in 1985 and to remain approximately at that level through 1988
(Table 5). 1In contrast, the debt as a proportion to GDP is expected
to decline from 118 per cent in 1982 to about 90 per cent in 1988, and
the ratio of interest payments to exports of goods and services is also
projected to decline from 35 per cent to 27 per cent over the same
period. '

The nission 2lso discussed with the suthorities the sediup-ters

ourlook for Cosras Rica's external debt situastion on the basis of some
tentative prejectiens TNIough A700 prepaiscd WYy he #naiic¢ Gegta

Rica will need to thake s strang awporr afforer in rha nexr faw yaars.
Even sssuwina an export sro‘ith avera‘ing about 5-7 per cent in real
terms, the debt service ratioc will be about 30 per cent of exports of
goods and nonfactor services by 1988. 1In this context, the authorities
indicated that they were convinced that the only way in which the
country could attain and maintain a satisfactory rate of growth of the
economy and a viable balance of payments situation in the medium term
was through the diversification and growth of exports. A more dynamic
export strategy would require an expansion of exports primarily outside
the Central American Common Market, without neglecting the possibilities
of increased trade within the region. The authorities expressed agree-
ment with the view that the efforts to diversify exports would require
a rationalization of existing duties on imports to lower protection and
indicated that they were in the process of studying the proposal made
by the Central American Common Market Secretariat for the reform of the
external common tariff.

In this connection, the Costa Rican representatives have stated
their intention to deal with problems of a structural nature in the
context of a SAL loan from the 1BRD, presently in the initial stages
of negotiation. The authorities also confirmed their wish to negotiate
an extended arrangement from the Fund to follow the current stand-by
arrangement, in support of their medium—-term adjustment effort.

V. Exchange Practices Subject to Fund Approval

The exchange system currently in effect in Costa Rica involves
multiple currency practices and restrictions on payments and transfers
for current international transactions subject to Fund approval under



Table 5. Costa Rica: Summary of External Public Debt Operations and Projecttions

Pre]l. Projections
1982 1983 1984 1985 1986 1987 1988

(In millions of U.S. dollars)

Outstanding debt (end of year)l/ 2,973 3,744 2/ 3,944 4,135 4,324 4,508 4,714
Net drawings by the public sector 1/ 164 364 200 191 189 184 206
Debt service payments 1/ (after rescheduling) 656 3/ 549 587 776 820 938 995
Mortization ‘ 260 103 134 299 320 417 446
Interest 4/ 396 446 453 477 50¢ 521 549

(In per cent)

OQutstanding debt/CDP 118.0 127.8 120.2 112.5 105.1 97.8 91.3
Net dravims/GDP 6.5 12.4 6.1 5.2 4.6 4.0 4.0
Debt service/exports of goods and services 57.6 47.5 45.2 52.4 50.1 51.7 49.5
Interest/exports of goods and services 34.8 38.6 34.9 32.2 30.5 28.7 27.3

Source: Fund staff estimates.

1/ Includes IMF and short-term debt; projected based on the revised 1982 figures.
2/ Includes capitalization of interest in arrears of US$405 million.

3/ Includes unpaid debt service.

4/ An implicit interest rate of 12 per cent is assumed for 1984-88.

-RI-
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Article VIII, Sections 2 and 3 of the Articles of Agreement. These are
described in detail in EBS/82/213 of November 29, 1982. The only changes
which have taken place in the system since that time have been the reduc~
tion from 5 per cent to 1 per ceat in the surrender requirement of export
proceeds at the official exchange rate, with the corresponding increase
from 95 per cent to 99 per cent of the amount of export proceeds to be
surrendered at the dbanking exchange rate, and the transfer to the banking
exchange market of 4C per cent of the purchases of foreign exchange for
the servicing of private external debt.

The multiple currency practices and restrictions arise from:

(a) The operation of a multiple exchange rate system comprising an
official rate of £ 20 per U.S. dollar (buying), a banking exchange rate
(i.e., £ 40 per U.S. dollar as of May 31, 1983), in which the colon is
adjusted in line with underlying trends in the free market, and a free
market rate (i.e., £ 44 per U.S. dollar as of May 31, 1983);

(b) A multiple currency practice arising from the mixing rate that
results from the surrender of export proceeds described above;

{c) Multiple currency practices arising from the imposition of
exchange taxes on the local currency proceeds from exports in the bank-
ing market in excess of those calculated at £ 20 per U.S. dollar; and

(d) An exchange restriction arising from payments arrears on the
external debt service of the public sector.

V1. Staff Appraissl

Costa Rica has been experiencing a serious economic and financial
deteriorationp since 1980, which reached crisis proportions in August
1981 vhen practically all service payments on official foreign debt
vere suspended. The deterioration was the result of an inappropriate
exchange rate policy and expansionary fiscal and monetary policies, the
effects of which were compounded by an adverse change in the terms of
trade and the negative iwmpact on trade and manufacturing production
of growing social and political difficulties in the rest of Central
Aperica. During this period, Costs Rica's real GDP declined for the
first time in 20 years, domestic inflation reached unprecedented levels
as the colon suffered a large depreciation, and large external imbalances
emerged, including the accumulation of major external payments arrears.

To redress the serious economic and financial situation, the new
Administration, which took office in May 1982, framed a stabilization
program in support of which a one-year staand-by arrangement was approved
on December 20, 1982. The program was mainly designed to contain infla-
tionary pressures, to promote an orderly development of the exchange
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market, and to facilitate the resumption of foreign public debt service
payuments. Achievement of these objectives would nelp create the basis

for otner adjustwents that would facilitate the return to satisfactory

and sustained economic growth.

At the heart of the program is a substantial ioprovement in the
public finances so as to reduce pressures on domestic prices and the
balance of payments. Other important aims of the program are the uni-
fication of the banking exchange rate and the free market exchange rate,
and the normalization of relations with foreign creditors.

As soon as the new Administration took office it began to adopt
fiscal and other measures to easure that the adjustment process would
be started without delay. It also reopened debt negotiations with the
foreign commercial banks which had come to a virtual standstill in the
last months of the previous Administration, by resuming partial interest
payments in accordance with a specified formula linked to foreign
exchange receipts from exports and certain capital inflows.

Performance under the current stand-by program has been satisfac-
tory so far. Costa Rica has complied with all performance criteria
and considerable progress has been made toward the achievement of the
wmain objectives of the program. Domestic inflation has decelezated
sharply, the exchange market gituation has become more stable, and
there are sigus that confidence has begun to improve. In January 1983,
Costa Rica concluded a rescheduling agreement with its bilateral official
creditors at the Paris Ciub and in late April it reached a debt resched~
uling agreemeant with the foreign commercial banks. The signing of the
legal documents pertaining to this latter agreement is pending and is
expected to take place in the near future.

" The authorities have reaffirmed their intention of continuing to
comply with the program and have indicated that they are prepared to
take the measures that may be necessary for that purpose. In the fis-
cal area, the authorities are in the process of adjusting expenditure
policy of the public sector in view of the lower inflation and more
limited external financing than had been expected, in order to keep
the banking system credit to the public sector and the overall deficit
within the program levels. The staff would note the authorities' in-
tention to pursue a fiscal policy which will be consistent with the
program and wishes to stress the importance of maintaining a level of
public sector expenditure which not only will be consistent with the
availability of financing, but which will also serve to hold down dom—
estic inflation and the pressures on the balance of payments. The staff
would also wish to express 1ts concern sabout the recent reversal of the
last phased increase in electricity rates which was adopted under strong
pressure from consusers. Not only will the effects of this action need
to be offset, but it should be emphasized that the authorities cannot
afford to accede to pressures that weaken the revenue base of the pro-
gras. Furthermore, for the successful implementation of the program
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it will be essential that the authorities keep their commitment to
increase without delay the prices of oil derivatives and electricity
rates for increases in oil import prices and/or the exchange rate.

In accordance with the policy intention stated in the program,
some efforts have been made in trying to sell some of the enterprises
controlled by the state-owned development corporation (CODESA). The
staff would note that progress in this area has been slow and would
like to emphasize the need to act decisively on this front. Only
through the sale of some of these enterprises will CODESA be able to
improve its finauncial situation and avoid recourse to Central Bank
financing.

The authorities have recently decided to lower by a small amount
domestic interest rates in the hope that such a measure would provide
some encouragement to economic activity without weakening the overall
performance under the program. The authorities believe that, given the
reduction which has taken place in domestic inflation as well as the
expected rate of inflation and the drop of interest rates abroad, a
small reduction in domestic interest rates is justifiable. The staff
€eels that guch measure is acceptable in light of recent developments
in domestic inflation, but would like to emphasize that the authorities
should be prepared to raise interest rates promptly if circumstances
should warrant it. In this regard, it will be crucial to monitor closely
the demand for domestic financial assets in real terms to ensure avoid-
ance of pressures on domestic pricas or the exchange rate.

Regarding incomes policy, it will be important that the authorities
implenent in future months a prudent wage policy as the final degree of
success in the abatement of inflationary pressures will depend cruciaily
on it. Given the salary adjustment granted public sector employees at
the beginning of the year and the recent deceleration of inflation,
there should be no further adjustments of public sector salaries in the
remainder of the year. It will also be important that the authorities
continue to apply price controls in a flexible manner, allowing market
forces to be the main determinant of prices.

The staff recognizes that progress has been made toward "he unifi-
cation of the exchange rates and that the exchange system has been
operated in conformity with the understandings under the program. It
also notes the authorities’ reaffirmation of their intention to complete
the unification of the rates before the end of the program period. How-
ever, the gstaff wishes to express its concern about the need to assure
export competitiveness, and supports the authorities' plans to keep
exchange rate policy under close review.

Progress has also been made toward Costa Rica's normalization of
its relctions with foreign creditors. It is expected that with the
entering into effect of the debt rescheduling agreements Costa Rica
will be in a position to eliminate its external payments arrears by the
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end of the year. Costa Zica's debt management problem, however, will

be solved on a lasting basis only through the reduction in the public

sector's reliance on foreign borrowing and the achievement of a strong
and sustained growth of exports.

The authorities have given assurances that the multiple currency
practices and restrictions on payments and transfers for current inter-
national transactions described in EBS/82/213 and in this paper are
transitional measures with a view toward the unification of the exchange
system. At the same time, negotiations on the settlement of all external
payments arrears have almost been completed. The staff therefore recuz—
mends temporary approval of these measures. It is recommended that the
next Article IV comsultation with Costa Rica be held on the standard
12-month cycle.
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VII. Proposed Decisions

The following draft decisions are proposed for adoption by the
Executive Board:

A. 1983 Consultation

‘'l The Fund takes this decision relating to Costa Rica's
exchange measures subject to Article VIII, Sections 2 and 3, in
light of the 1983 Article IV consultation with Costa Rica con-
ducted under Decision No. 5392-(77/63), adopted April 29, 1977
(Surveillance over Exchange Rate Policles).

2. Costa Rica maintains multiple currency practices and
restrictions on payments and transfers for current international
transactions described in EBS/82/213 and EBS/83/127. 1In light
of the continuing implementation by Costa Rica of policies for
balance of payments adjustments, which are supported by a stand-
by arrangement, the Fund grants approval for the retention of
these multiple_surrency practices and restrictions until the

termination of the stand-by arrangement or December 19, 1983,

B. Review Under the Stand-By Arrangement

The Fund and Costa Rica have concluded the review pursuant
to paragraph 4(c) of the stand-by arrangement for Costa Rica
(EBS/82/214, Supplement 1). The Fund finds that no further

understandings are necessary.
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Fund Relations with Costa Rica

Status: Article VIII.
Quota: SDR 61.5 million.,
Fund holdings of Millions Per Cent
Costa Rican colones: As of April 30, 1983 of SDRs of Quota
Total 158.6 257.9
Of which: :
Credit tranche (17.9) (29.2)
EFF (11.3) (18.3)
SFF & EA ‘ (22.Q) (35.8)
CFF (45.5) (73.9)
0il facility (0.4) (0.7)
Millions Per Cent of
SDR Department: As of April 30, 1983 of SDRs Allocation
Net cumulative allocation 23.7 100.0
Holdings 3.0 12.5

Gold distribution:

Direct distribution
of profits from --
gold sales:

Exchange rate:

lLast consultation
(Article IV):

Technical assistance:

Costa Rica has received gold distributions
in the amount of 27,387.0 fine ounces.

Costa Rica has received US$5.1 millionm.

A multiple exchange rate system consisting

of three separate rates: an official rate,

a banking rate, and a free rate. As of

April 30, 1983 the exchange rates for the
colon (buying rate) were ¢ 20 per U.S. dollar
in the official market, ¢ 40 per U.S. dollar
in the banking market, and ¢ 44 per U.S. dol-
lar in the free market. The representative
rate for valuation of the Fund's noldings of
colones is the banking rate.

Last consultation discussions were held in
November 1979, concluded in January 1980, and
completed by the Executive Board on March 12,
1980 (EBM/80/43).

A panel expert from FAD is assigned to the
Ministry of Finance.
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COSTA RICA

Area and population

Area

Population (mid-1982)

Anmial rate of population increase (1978-82)

GNP per capiftz {1982)

Origin of GDP (1982 est.)
Agriculture
Manufacturing

Commercial services
Construction

Other

Ratios to GDP (1982)

Exports of goods and services
Imports of goods and services
Central govermment reveme

Central government expenditure
External public debt (end of year)
National savings

Investment

Money and quasi-money (end of year)

Annual changes in selected economic
indicators

Real GDP per capita

Real GDP

GDP at current prices

Domestic expenditures (at current prices)
Investment
Consumption

GDP deflator
Consumer prices (annual averages)
Wholesale prices (annual averages)

Central government revenues
Central government expeaditures

Money and quasi-money
Money
Quasi-money

Net domestic assets of the banking system 2/
Credit to public sector (net)2/
Credit to private sector 2/
Counterpart arrears and others 2/

Merchandise exports (f.o.b.)
Merchandise imports (c.i.f.)

ATTACHMENT I1I

50,900 sq. kilometers
2.3 million
2.5 per cent

SDR 993.7
1982

(Per cent)
19.9
22.5
13.0
3.8
40.8
45.1
56.1
13.2
16.3
118.0
8.4
18.0
33.4
1980 1981 1982

(In per cent)

-1.7 -7.1 -11.3
0.8 -4.,6 -8.8
19.7 38.1 69.8
19.2 30.1 55.4
(25.7) (9.6) (44.8)
(17.2) (36.6) (58.1)
18.8 44.7 88.6
18.1 37.1 90.1
23.7 65.3 108.2
17.6 47.2 74.4
24.9 24.8 52.7
15.1 27.3 48.4
(16.8) (46.7) (59.9)
(13.8) (14.8) (41.2)
51.5 62.9 104.5
(16.7) (9.1) (6.8)
(10.0) (6.4) (17.8)
(24.8) (47.4) (79.9)
6.2 0.2 ~12.6
9.3 -20.6 -29.1
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Central govermment finances 1980 1931 1982
. {millions of colones)

Revenue 4,982 7,333 12,792
Expenditure ' 8,282 10,332 15,775
Current account surplus or

deficit (-) -1,370 -893 ~906
Overall deficit (-~) -3,300 -2,99% =-2,983
External financing (net)3/ 678 1,487 2,457
Internal financing (net) 2,622 1,512 526
Balance -of payments {millicns of U.S. dollars)
Merchandfse exports, f.o.b. 1,001 1,003 876
Merchandise imports, c.i.f. -1,528 ~1,213 ~860
Factor services (net) -216 -319 ~404
Other services and transfers (net) 79 104 146
Current and trangfer account balance -664 =425 -242
Official capital (net) 227 67 =14
Private capital (net)4/ -181 -64 -16
Financial intermediarie. (net) 162 =43 =54
Accumulations of arrears 283 359 461
Change in net of ficial inter-

national reserves {increase =) 173 106 ~139
International reserve position (millions of U.S. dollars)
Central Bank (gross) 228 147 263
Central Bank (net) -137 =244 ~104
Rest of banking system (net) -— 12 13

IMF data (as of April 30, 1983)
Article VIII stacus

Intervention currency and rate U.S. dollar at ¢ 40.00 per US$
Quota . SDR 61.5 million
Fund holdings of colones SDR 158.6 million
From Fund resources
Credit tranche purchases {(including SBA) SOR 17.9 milliom
EFF purchases SDR 11.3 million
CFF purchases SDR 45.5 million
Cil facility purchases SDR 0.4 million
From Supplementary and Enlarged Access resources
Stand~by purchases SDR 10.75 million
EFF purchases SDR 11.25 million
Fund holdings under Enlarged Access Policy 5/ 83.3 per cent of quota
Total Fund holdings 157.9 per cent of quota
Stand-by arrangement (December 22, 1982-
December 21, 1983) SDR 92.3 million
Purchases thereunder SDR 18.5 million
Status of drawing rightg thereunder Intact
Specisl Drawing Rights Department
Cumulative SDR allocation SDR 23,7 million
Net acquisition or utilization (~) of SDRs SDR 20.7 million
Holdings of SDRs 12.7 per cent of allocation
Share of profits from gold sales US$5.1 millfion

1/ Average of outstanding balance at the end of 1982 and 1981 in re-~
lation to GDP.

2/ Against the stock of liabilities to the private sector, including
1iabilities to nonbank financial intermediaries, at the beginning of the

riod.
pe3/ Includes accumulation of interests in arrears.

%4/ 1Includes errors and omissions.

S/ Refers to Fund's holdings related to credit tranche {including SBA)
and EFF purchases from Fund resources, plus purchases from Supplementary

and Enlarged Access resources.
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Costa Rica: Selected Economic and Tinanciasl Indicators

Actusl Prel. SBA Progras UEst.
1982 1983 1983

(Annusl per cent changes, unless otherwise epecified)
National income snd prices

GDP at constant prices 0.8 ~4.6 -8,8 -— -
GDP deflator 18.8 44,7 6.5 48.4 35.8
Consumer prices (end of period) 17.8 65.1 81.8 40.0 19.3

(average) 18.1 7.1 90,1 55.0 37.9

External sector (on the basis
of U.S, dollars,

Exports, £.0.b. 6.3 0.2 -12.6 7.4 2.7

Isports, c.i.f. 9.4 =-20.6 -29.1 [ ) 4.7

Nom-oi] imports, c.i.f. 8.0 -22.4 =-313.0 3.2 10.6

Export volume ~5.8 7.8 -11.9 4.0 2.5

Iaport volume -3.6 -25.7 -34,.4 — 1.6

Terms of trade (deterioration ~) ~0.5 -13.0 ~8.1 -1. -2.8

Nominal effective exchange rate
(deprecistion =) 0.4 =139.0 «64.0 ves .es

Real effective exchange tate

" (depreciation ~) 8.1 59.9 22.9 .on

Government budget

Revenue and grante 17.6 47.2 4.4 59.9 49.3

Totsl expenditure 24.9 2.7 52.7 47.2 43.7

Money and credit (banking systes)

Met domestic assets 1/&/ 51.5 62.9  104.5 51.9 35.5
Public sector 1/ (16.7) (9.1) (6.9) (4.6) (4.7)
Private sector }/ (10.0)  (6.4) (17.8) (20.7) (15.0)
Couterpart srrsars and others 1/ (24.8)  (47.4) (79.9) (26.6)  (15.8)

Medium~ and long-ters foreign

. ldabilities 1/ 6.3 2.2 8.0 21.1 1s.7

Lisdilities to private sector (M3)2/ 15.1 27.3 48.4 30.7 19.8

Velocity {CDP relative to M3)3/ 2.7 2.3 3.0 3.1 2.9

Interest rate (annual fate,
six-month tiwe deposit) 19.8 21.5 25,0 ese 22,0

(1p_per cent of GDP)

Overall public sector deficit &/ 11.2 13.9 9.1 4.4 4.0

Central government savings -3.3 -1.6 -0.9 0.2 -0.4

Central government budget deficit &/ 8.0 5.2 3.1 2.3 2.7
Domestic finsncing (6.3) (2.6) (0.6) €0.8) (1.7)
Yoreign financing &/ (1.7 (2.6) (2.5) (1.5) (1.0)

Cross domastic investment 26.6 21.1 18.0 18.1 20.5

Gross nationsl savings ’ 12.2 9.3 8.4 10.1 10.8

Current account balsnce (deficit ~) ~14.4 -11.7 ~9.6 ~8.0 -9.7

Trede dalance (deftcic ~) ~11.4 ~5.8 0.7 3.8 -—

Zxternal debt inclusive of use
of Yund credit and short ters 56.3 71.7 118.0 114.2 127.8

(In per cent of exports of goods and services)
Debt service ratio 7/ 33.4 51.7 8/ 57.2 3/ 38.0 47.5 6/
loterest payments 7/ 14.6 25.6 5/ 34.8 5/ 40.3 38.6 &/
(In millions of U.S. dollars)

Change in net official foreign resarves -173 ~106 139 59

Gross ovfficial reserves (months
of imports) 1.8 . 3.7 4.0

1.5 3.3
358.8  461.2 -1,117.0%/-1,103.0 9/

External psyments srrears {decresss ~)8/ 283.0

Sources: Central Bank of Costs Rica; Ministry of Finance; and Fund staff estimates.

1/ Against the stock of liabilities to the private sector, including liabilities to
poubank finsncial intermediaries, st the beginning of the period.
2/ 1Includes lisbilities to nonbsnk financial intermediaries.
3/ GDP of yeary relative to the sversge M3 of yeary-| plus yearg.
1/ 1Includes accumulation of interests in arrears.
5/ Includes unpaid interest and ssortisstion.
6/ After reschadulivg of arrears and cartain current payments.
7/ 1Inclusive of Fund charges and repurchases as well as interest oo short term.
B/ EZxcludes arrears on short-ters foreign lisbilities of the Central Bank.
S/ Assumes rescheduling of payments arrears.




