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Stand-By Arrangement - Costa Rica

Attached hereto is a letter, dated November 23, 1982, from the
Executive President of the Central Bank and Minister of Finance of
Costa Rica requesting a stand-by arrangement and setting forth the
objectives and policies that the Government of Costa Rica intends to
pursue. To support these objectives and policies, the International
Monetary Fund grants this stand-by arrangement in accordance with the
following provisions:

1. For the period from December 20, 1982 to December 19, 1983,
Costa Rica will have the right to make purchases from the Fund in an
amount equivalent to SDR 92.25 million, subject to paragraphs 2, 3, 4,
and 5 below, without further review by the Fund.

2. (a) Purchases under this stand-by arrangement shall not,
without the consent of the Fund, exceed the equivalent of SDR 18,450,000
until February 15, 1983, the equivalent of SDR 36,900,000 until May 15,
1983, the equivalent of SDR 55,350,000 until August 15, 1983, and the
equivalent of SDR 73,800,000 until November 15, 1983.

(b) None of the limits in (a) above shall apply to a pur-
chase under this stand-by arrangement that would not increase the Fund's
holdings of Costa Rica's currency in the credit tranches beyond 25 per
cent of quota, or increase the Fund's holdings of that currency result-
ing from purchases of borrowed resources beyond 12,5 per cent of quota.

3.  Purchases under this stand-by arrangement shall be made fron
ordinary resources until purchases under this arrangement reach the
equivalent of SDR 5,149,540, then each purchase shall be made from
ordinary and borrowed resources in the ratio of 2 to 1 until purchases
under this arrangement reach the equivalent of SDR 12,837,039 and then
each purchase shall be made from ordinary and borrowed resources in the
ratio of 1 to 1.2, provided that any modification by the Fund of the
proportions of ordinary and borrowed resources shall apply to amounts
that may be purchased after the date of modification.

4, Costa Rica will not make purchases under this stand-by arrange-
ment, other than the initial purchase of SDR 18,450,000 that it may
request not later than within 15 days of the effective date of this
arrangement, that would increase the Fund's holdings of Costa Rica's
currency in the credit tranches beyond 25 per cent of quota or iacrease
the Fund's holdings of that currency resulting from purchases of borrowed
resources beyond 12.5 per cent of quota:

(a) during any period in which
(i) the limit on the net domestic assets of the

Central Bank of Costa Rica set forth in Table 1
annexed to the attached letter;



(ii) the limit on the domestic banking system's net
outstanding credit to the nonfinancial public
sector set forth in Table 2 annexed to the
attached letter;

(iii) the target on net international reserve position
of the Central Bank set forth in Table 3 annexed
to the attached letter; or

(iv) the limit on the amount of new foreign loans con-
tracted by the public sector set forth in para-
graph 8 of the attached letter

is not observed; or

(b) during any period in which the intentions regarding
no accumulation during 1983 of new external payments
arrears described in paragraph l4 of the attached
letter are not observed; or

(c) during any period after June 30, 1983 if the review
contemplated in paragraph 16 of the annexed letter has
not been completed or, if further understandings have
been reached pursuant to the review, while such under-
standings are not being observed; or

(d) during the entire period of the stand-by arrangement,
if Costa Rica:

(i) imposes any new or intensifies any existing re-
strictions on payments and transfers on current
international traansactions; or

(ii) introduces any new multiple currency practices,
or modifies the existing multiple currency
practice other than as described in paragraph
13 of the attached letter; or

(iii) concludes bilateral payments agreements which
are inconsistent with Article VIII; or

(iv) introduces any new or intensifies any existing
import restrictions for balance of payments
reasons,

When Costa Rica is prevented from purchasing under this stand-by arrange-
ment because of this paragraph 4, purchases will be resumed only after
consultation has taken place between the Fund and Costa Rica and under-
standings have been reached regarding the circumstances in which such
purchases can be resumed.



5. Costa Rica's right to engage in the transactions covered by
this stanl-by arrangement can be suspended only with respect to requests
received by the Fund after (a) a formal ineligibility, or (b) a decision
of the Executive Board to suspend transactions, either generally or in
order to consider a proposal, made by an Executive Director or the
Managing Director, formally to suppress or to limit the eligibility
of Costa Rica. When notice of a decision of formal ineligibility or of
a decision to consiler a proposal is given pursuant to this paragraph 5,
purchases under this arrangement will be resumed only after consulta-
tion has taken place between the Fund anmd Costa Rica and understandings
have been reached regarding the circumstances in which such purchases
can be resumed.

6. Purchases under this stand-by arrangement shall be made in
the currencies of other members selected in accordance with the poli-
cies and procedures of the Fund, andl may be made in SDRs if, on the
request of Costa Rica, the Fund agrees to provide them at the time of
the purchase,

7. The value date of a purchase under this staml-by arrange-
ment involving borrowed resources will be normally either the 15th day
or the last day of the month, or the next business day if the selected
day is not a business day. Costa Rica will consult the Fund on the tim-
ing of purchases involving borrowed resources.

8. Costa Rica shall pay a charge for this stand-by arrangement
in accordance with the decisions of the Fund.

9. (a) Costa Rica shall repurchase the outstanding amount of
its currency that results from a purchase under this stand-by arrange-
ment in accordance with the provisions of the Articles of Agreement
and decisions of the Fund, incluling those relating to repurchase as
Costa Rica's balance of payments and reserve position improves.

(b) Any reductions in Costa Rica's currency held by the
Fund shall reduce the amounts subject to repurchase under (a) above in
accordance with the principles applied by the Fund for this purpose at
the time of the reduction.

(¢) The value date of a repurchase in respect of a pur-
chase financed with borrowed resources under this stand-by arrangement
will be normally either the 6th day or the 22md day of the month, or
the next business day if the selected day is not a business day, pro-
vided that repurchase will be completed not later than seven years from
the date of purchase,

10. During the period of the staml-by arrangement Costa Rica shall
remain in close consultation with the Fund. These consultations may
include correspondence and visits of officials of the Fund to Costa Rica
or of representatives of Costa Rica to the Fund. Costa Rica shall provide



the Fund, through reports at intervals or dates requested by the Fund,
with such information as the Fund requests in connection with the pro-
gress of Costa Rica in achieving the objectives and policies set forth
in the attached letter.

11. In accordance with paragraph 16 of the attached letter,
Costa Rica will consult the Fund on the adoption of any measures that
may be appropriate at the initiative of the Government or whenever the
Managing Director requests consultation because any of the criteria in
paragraph 4 above have not been observed or because he considers that
consultation on the program is desirable. 1In addition, after the period
of the arrangement amd while Costa Rica has outstanding purchases in the
upper credit tranches, the Government will consult with the Fund from
time to time, at the initiative of the Government or at the request of
the Managing Director, concerning Costa Rica's balance of payments
policies.
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San Jose, Costa Rica
November 23, 1982

Mr. Jacques de Larosiere
Managing Director
International Monetary Fund
Washington, D.C. 20431

Dear Mr. de lLarosiere:

i. Important changes occurred in the world economy in recent years
that called for adjustments in domestic policy. The prices of our main
export products deteriorated, while the import bill for petroleum prod-
ucts increased substantially, and the rates of interest abroad rose to
all-time highs making external financing increasingly onerous. Growing
social and political difficulties in the rest of Central America resul-
ted in serious limitations to trade and output in manufacturing. The
required domestic adjustments, however, were not made; this greatly
compounded the negative effects of the exogenous factors and resulted
in unprecedented internal and external disequilibria of the country's
economy.

2, The economic situation weakened rapidly in 1978-79 and became seri-
ous in 1980, when the nonfinancial public sector deficit reached almost
13 per cent of GDP, and the deficit in the current account of the balance
of payments widened to 14-1/2 per cent of GDP. Despite the continued
heavy recourse to foreign borrowing by the public sector during the
year, foreign capital inflows were insufficient to offset the increase
in the current account deficit. As a consequence, the net intermational
reserves of the Central Bank declined by about US$170 million in 1980
and, in addition, there was an accumulation of external payments arrears
of USS280 million. The rate of growth of real GDP declined to less than
1 per cent in 1980, from an average annual rate of more than 6 per cent
during the preceding four-year period, the rate of unemployment rose
considerably, and the domestic rate of inflation started to depart sig-
nificantly from the rate of price increase abroad.

3. These developments signaled the onset of an acute economic and
financial crisis. The lack of adjustment in demand management policies,
to compensate for a lower level of foreign capital inflows in 1981, 1led
to further losses of net official international reserves and accumula-
tion of external payments arrears and, ultimately, to a large deprecia-
tion of the colon., 1In light of the worsening financial situation, the
Government suspended last year foreign debt service payments, and reques-—
ted of foreign creditors a temporary rollover of short-term debt and a
restructuring of its foreign obligations. By the end of 1981 the country
had suffered a decline in real GDP, was experiencing a very high rate of
inflation, and had accumulated payments arrears of almost US$650 million.
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4, The present Administration, which took office in May 1982, is de-~
termined to redress the serious economic and financial deterioration.
The authorities are aware that, in view of the severity of the crisis,
it will take more than one year to achieve a satisfactory internal and
external situation. To cope with the most immediate problems, however,
the Government has decided to implement a one-year emergency adjustment
program whose principal features are described in the following para-
graphs. The main objectives of this program, which should be viewed in
a medium-term context, are to contain inflationary pressures, to promote
an orderly development of the exchange market, and to facilitate the
resunption of foreign debt service payments, while minimizing the impact
of the adjustment on economic activity and employment. In support of
this effort, the Government of Costa Rica requests the use of Fund
resources under a one-year stand-by arrangement in an amount equivalent
to SDR 92.2 million. In so doing, the Government is mindful that in
the recent past the Fund's financial assistance has been sought on two
occasions: through a stand-by arrangement and through an extended
arrangement which supported programs that were not carried out. The
Government hereby notifies the Fund of the cancellation of the existing
extended arrangement as of the date of approval of the new arrangement.
The Govermment would also like to indicate, at this time, its wish to
negotiate an extended arrangement to follow the stand-by arrangement,
in support of its medium-term adjustment effort.

5. The program has as its main fiscal policy objective that of reduc-—
ing the overall deficit of the nonfinancial public sector to not more
than 9-1/2 per cent and 4-1/2 per cent of GDP in 1982 and 1983, respec-
tively, from a level of about 15 per cent of GDP in 1981. 1In the case
of the Central Government, the deficit is expected to be reduced to
about 3 per cent of GDP in 1982 and 2 per cent of GDP in 1983, compared
with 5 per cent of GDP in 1981. The reduction of the central government
deficit in 1982 will be achieved through a combination of revenue and
expenditure measures. On the revenue side, this outcome takes into
consideration the increased yields of foreign trade taxes as a result

of changes in the exchange rate, and the introduction in December 1981
of a new tax on exports based on the differential between the official
exchange rate and the rate at which export proceeds are surrendered.

An increase in revenue equivalent to about 1/2 per cent of GDP is also
expected from a temporary income tax surcharge, applicable this year
and also in 1983, approved by the Legislative Assembly on November 11,
1982, On the expenditure side, a policy of restraint is being pursued,
as a result of which current outlays of the Central Government are pro-—
jected to decline in real terms by about 16 per cent and real investment
expenditures by 8 per cent in 1982.

6. The Central Government intends to continue its policy of expenditure
restraint in 1983. Current outlays are projected to decline by a further
5 per cent in real terms. To this end, the Government will continue to

pursue a prudent salary policy and will carry out significant adjustments
in real terms in current transfers for social security and public higher



7 - ATTACHMENT

education. Capital expenditures are projected to drop by about 7 per
cent in real terms, and to be financed to a large extent by long-term
foreign loans. Central government revenues are projected to increase by
60 per cent in 1983 on the basis of the effect of a tax package recently
approved, including the income tax surcharge, and the extension through
the end of 1983 of the tax on exports based on the exchange rate differ-
ential. The tax package includes modifications to the property tax, an
increase in selective consumption taxes, an increase in the sales tax
rate from 8 per cent to 10 per cent, and the extension of the sales tax
to several new products in substitution of several specific excise taxes
which have been eliminated. At the same time, a significant number of
revenue earmarkings have been eliminated. The 1983 budget recently
submitted to the Legislative Assembly reflects the expenditure and
revenue policies just described, with the aim of limiting the central
government deficit to 2 per cent of GDP in 1983. Next year the Govern-—
ment will seek legislation and carry out needed administrative reforms
to further reduce earmarking and spending patterns dictated by special
laws, which have limited heretofore the scope for discretionary expen-
diture cuts, These actions, together with the strengthening of the
Budgetary Authority, will facilitate the achievement of a better control
over expenditure and ought to make it possible to continue to reduce

the public sector deficit in future years.

7. The strengthening of the public finances depends greatly on adjust-
ments of the prices and tariffs charged by state enterprises. One of

the first measures adopted by this Administration was to increase signif-
icantly the prices of petroleum products and public transportation, as
well as electricity, telephone, and water rates. A further rise of

about 90 per cent in electricity rates in monthly cumulative increases,
became effective in November 1982, In addition, the National Electricity
Board (SNE) already approved a further increase of about 15 per cent in
domestic prices of o0il derivatives to become effective in January 1983,
to cover debt service payments of the state—owned refinery (RECOPE),

The SNE also adopted a mechanism of automatic adjustments in prices of
0il derivatives and electricity rates for changes in oil import prices
and/or the exchange rate; such adjustments will be made without delay
whenever those changes take place. Following the first adjustment of
domestic o0il prices in June 1982, the subsidized sale of foreign exchange
to RECOPE was eliminated. The Government has also taken the decision

to sell some of the major enterprises controlled by the state—owned de-
velopment corporation (CODESA). To make this possible, the Legislative
Assembly authorized in September 1982 the partial sale of these enter-
prises. These sales will permit the reorientation of CODESA's future
operations and the elimination of Central Bank financing to the Corpora-
tion from 1983 onward. If by the end of June 1983 no sale has been

made, the Government will adopt alternative measures to close CODESA's
potential financial gap without increasing the public sector deficit.

In addition, the National Production Council (CNP) has eliminated the
subsidies granted through the sale of basic staples and other food items,
and the Social Security Institute increased its quotas by a total of

4 percentage points effective January 1, 1983,
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8. The Government intends to reverse the trend to use foreign financ-
ing for unproductive purposes. Accordingly, it will use foreign credit
increasingly in the financing of productive investment projects of the
public sector and to complement domestic financial resources in extending
credit, through the banking system, to the private sector for productive
activities. An important consideration for the scale of the Government's
external borrowing operations during the period of the program will be
the need to become current on its external debt service obligations
within the constraints of its critical balance of payments situation.
Much of the present debt servicing difficulties have arisen from in-
appropriate external borrowing policies in the recent past, particularly
the heavy utilization of relatively short-term loans. In accordance
with the Government's policy of improving the external debt profile

over the medium term, the contracting by the public sector, including
public financial ianstitutions, of new foreign loans with maturities of
over one year up to and including ten years will be limited to US$100
million during the period of the program. Within this overall ceiling,
new commitments with maturities of over one year up to and including
five years will be limited to US$50 million. This ceiling will also
apply to officially guaranteed private sector loans and suppliers' cred-
its, but will exclude any new loans directly related to the refinancing
or rescheduling of existing external public debt, and credits under the
Mexico-Venezuela oil facility.

9. The strengthening of the financial position of the public sector
should permit it to lower its dependence on domestic credit and, thus,
to allow for a more adequate supply of bank credit to the private sector,
with fewer risks of pressures on domestic prices and the exchange rate.
The distribution of bank credit in the program is intended to ensure
that sufficient financial resources are available to support a gradual
reactivation of private sector production and investment. The interest
rate policy of the Government attempts to balance the need to provide
adequate incentives to the growth of financial savings with the need

to avoid hampering the productive efforts of the country. Therefore,
the basic rate on six-month deposits, to which most credit rates are
related, was raised by 3-1/2 percentage points to a level of 25 per cent
effective December 1, 1982. The rate applied to commercial agriculture,
representing most agricultural loans, was also increased from 18 per
cent to 25 per cent as of the same date. During the period of the pro-
gram, interest rates will continue to be adjusted taking into account
the current and expected rates of domestic inflation, movements in
interest rates abroad, the demand for credit from the private sector,
and the growth of domestic financial savings, with a view to approach
and ultimately establish rates that are positive in real terms.

10. The authorities are aware of the problems that previously issued
exchange rate guarantees are imposing on the monetary policy and, thus,
intend to reschedule, as part of the renegotiation of public external
debt, the maturities of outstanding U.S. dollar-denominated certificates
of deposit which were issued as a form of exchange guarantee (US$345 mil-
lion). It also is the firm intention of the authorities not to grant
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any new exchange rate guarantees. In this context, the exchange guaran-—
tees that applied to foreign debt service payments by the state—owned
commercial banks in accordance with the Central Bank regulation of

April 1982 have been eliminated.

11. Consistent with the policies described above, the monetary program
specified quarterly ceilings on the net domestic assets of the Central
Bank as detailed in the attached Table 1, and quarterly ceilings on
domestic bank credit to the nonfinancial public sector, as presented in
the attached Table 2. The ceilings on the net domestic assets of the
Central Bank are consistent with a target of no loss of net international
reserves of the Central Bank in 1983, including external payments arrears
as a reserve liability, and with a moderation in the rate of inflation.
Quarterly targets for net official international reserves, incorporating
seasonal factors, have been established and are shown in the attached
Table 3.

12, The Government is determined to ensure that the burden of economic
adjustment is distributed equitably. This will be done in a manner con-
sistent with the conviction of the authorities that in the present cir-
cumstances and for the foreseeable future, market forces should be the
main determinant of prices, and that administrative controls and subsi-
dies should be limited to a minimum number of basic consumer products,
mainly benefiting the low-income groups. Wage policy will be geared to
reducing inflationary pressures, while minimizing the effects of price
~increase on low-income groups. Therefore, during the period of the
program, public sector salaries and minimum wages will be adjusted in
absolute amounts in January and June 1983, on the basis of the increased
cost of a basic basket of goods and services.

13, External sector policies will be directed toward unification of
the exchange rate and a decline of the outstanding external payments
arrears, the bulk of which constitutes delays in foreign debt service
payments by the public sector. The authorities are determined to
achieve these objectives within the framework of a flexible exchange
rate system which will allow for a more efficient use of scarce foreign
exchange resources, while keeping Costa Rican exports competitive in
foreign markets. The objective of exchange market unification in the
context of a flexible exchange rate policy will be achieved through
periodic adjustments of the exchange rate, which will result in a nar-
rowing of the spread between the interbank rate and the free rate over
time, from 15 per cent at the beginning of the program to no more than
2 per cent by the end of the program period. Regarding trade policy,
the Government plans to review the system of export incentives, as well
as the levels of effective protection in certain industries, with the

intention of shifting the promotion efforts toward sectors with a high
component of domestic value added.

14, The success of the adjustment program is critically dependent on
the restoration of confidence in the Costa Rican economy and in its
capacity to meet international obligations. To this end, the normali~
zation of relations with external creditors is of paramount importance.
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This Administration resumed negotiations for rescheduling of Costa
Rica's external public debt with foreign commercial banks in June of
this year. The program envisages, as the most likely outcome of these
negotiations, the rescheduling of principal (both current and past due)
owed to commercial banks and bilateral official creditors. The author-
ities intend to resume current contractual debt service payments on
public external debt during 1983. 1In the event that the rescheduling
agreements with foreign creditors have not yet been finalized by
December 1982, arrears on external debt service payments will be tem-
porarily accumulated in 1983 until such time that the rescheduling
agreements become effective, but once the agreements are concluded these
arrears will be eliminated. In the interim, any new arrears on account
of these payments will be fully matched by an equivalent increase in
official reserves of the Central Bank, in order to comply with the bal-
ance of payments targets established in the program. During the period
of the program, there will be no accumulation of external payments
arrears other than those that may materialize on debt service payment

of public debt currently under negotiation for rescheduling. To monitor
the emergence of any arrears in the future, other than those on public
sector debt service, the authorities are now requiring that all applica-
tions for foreign exchange purchases be backed by a counterpart deposit
in local currency equivalent to 50 per cent of the amount requested.

15. During the period of the program, the Govermment of Costa Rica does
not intend to introduce any new multiple currency practice, or modify the
existing multiple currency practice other than as described in paragraph
13 above, impose any new or intensify any existing restrictions on pay-
ments and transfers for current international transactions other than
those that arise from the temporary accumulation of arrears referred to
in paragraph 14 above, conclude any bilateral payments agreement which

is inconsistent with Article VIII of the Articles of Agreement, or intro-
duce any new or intensify any existing restriction on imports for balance
of payments reasons.

16. The Government believes that the policies set forth in this letter
are adequate to achieve the objectives of the program, but will take
any further measures that may become appropriate for this purpose. The
Government will consult with the Fund on the adoption of any measures
that may be appropriate, in accordance with the policies of the Fund on
such consultation. Progress made in the implementation of the program,
taking into account balance of payments developments, including the
envisaged debt restructuring, will be reviewed with the Fund before
June 30, 1983. '

Sincerely yours,

Federico Vargas Peralta Carlos Manuel Castillo Morales
Minister of Finance President
Central Bank of Costa Kica

At tachments
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Table 1. Costa Rica: Ceilings on Net Domestic Assets
of the Central Bank l/

(Outstanding balances in millions of colones)

Periods Ceilings
October 1, 1982-December 31, 1982 74,000
January 1, 1983-March 31, 1983 73,800
April 1, 1983-June 30, 1983 73,940
July 1, 1983-September 30, 1983 75,440
October 1, 1983-December 31, 1983 76,940

1/ Defined as the difference between (1) currency issue and (2) net
international reserves of the Central Bank. Net reserves will include
all reserve liabilities of the Central Bank with less than one-year's
maturity, all liabilities to the IMF, and USS$50 million of the outstand-
ing balance due to a consortium of Mexican commercial banks (COMERMEX).
In addition, they shall include external payments arrears. These ceil-
ings will be adjusted for the difference between the level of external
payments arrears on external public debt, subject to rescheduling, pro-
jected for the end of December 1982, and the actual level as of the
same date of such arrears.
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Table 2. Costa Rica: Ceilings on Domestic Banking System's Net
Credit to the Nonfinancial Public Sector 1/

(Outstanding balances in millions of colones)

Periods Ceilings
October 1, 1982-December 31, 1982 13, 200
January 1, 1983-March 31, 1983 13,400
April 1, 1983-June 30, 1983 13,700
July 1, 1983-September 30, 1983 14,700
October 1, 1983-December 31, 1983 15,200

1/ Defined as the difference between the banking system's gross
credit to the nonfinancial public sector and the latter's deposits in
the banking system. For this purpose the nonfinancial public sector
includes the Central Government, municipalities, decentralized agencies,
and state enterprises. These ceilings will be reduced by the amount of

any U.S. economic support loans directly disbursed to the nonfinancial
public sector.
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Table 3. Costa Rica: Targets on Net International
Reserve Position of the Central Bank 1/

(Outstanding balances in millions of U.S. dollars)

Dates Targets
December 31, 1982 -1,320
March 31, 1983 -1,320
June 30, 1983 -1,320
September 30, 1983 -1,350

1/ Defined as the difference between the Central Bank's gross foreign
assets and short-term foreign liabilities including net position with
the Fund, US$50 million of the outstanding balance due to a consortium
of Mexican commercial banks (COMERMEX), and all foreign payments arrears.
These targets will be adjusted for the difference between the level of
external payments arrears on external public debt, subject to resched-
uling, projected for the end of December 1982, and the actual level as
of the same date of such arrears.



