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I. Introduction 

The 1989 Article IV consultation discussions with Costa Rica were 
held in San Jose from January 30 to February 16, 1989 and at Fund head- 
quarters on February 27-28, 1989 in conjunction with continued negotia- 
tions on an economic program that could be supported with a stand-by 
arrangement. The staff met with the President of Costa Rica; the 
Ministers of Finance, Agriculture, Economy, Foreign Trade, Labor, and 
Planning; the Executive President of the Central Bank; the Auditor 
General of Banks: the President of the Stock Exchange: and senior offi- 
cials from the ministries, the Central Bank, and other public insticu- 
tions. The staff representatives were Messrs. A. Linde (Head), J. 
Berengaut, L. DeMilner, Ms. E. Suss (all WHD), Ms. M. Xafa (ETR), and 
Ms. M. Rubin (Secretary-WHD). The mission was assisted by Mr. I. Tampe. 
the Fund resident representative in San Jo&. Mr. Ayales, advisor to 
the Executive Director for Costa Rica, participated in the main policy 
discussions. 

Cos~a Rica has accepted the obligations under Article VIII, 
Sections 2, I and 4. The 1987 Article IV Consultation was completed on 
April 4. 1988 (EBH/88/56). A 17-month stand-by arrangement for SDR 50 
million (equivalent to 42 percent of quota on an annual basis) was 
approved by the Executive Board on October 28, 1987. Access LO Fund 
resources was reduced to SDR 40 million at the time of the first program 
review on April 4, 1989. Costa Rica made no purchases under the 
arrangement; the authorities elected not to make a drawing upon 
approval, and subsequently there were deviations from quantitative 
performance criteria and the external financing arrangements--which were 
to be subject to review by the Fund--were not concluded. I/ During the 
period of the arrangement Costa Rica made repurchases equTvaLent to 
SDR 58.6 million (69.7 percent of quota), and by the end of March 1939 
(when the arrangement expired) Fund credit to Costa Rica had been 
reduced to 58.2 percent of quota. 

At the Executive Board discussion OF the 1987 Article IV consulta- 
tion, Directors urged [he authorities to consolidate their adjustment 
efforts under the Fund arrangement and t” intensify structural reforms 
with a view to establishins a stable policy Eramework. Directors 
encouraged the authorities to allow more interest rate flexibility and 
to continue the active use of exchange rate policy to maintain Costa 
Rica’s competitiveness. In the program review discussion of August 4. 
1988 Directors commented that Costa Rica’s performance was broadly 
satisfactory, but noted the uncertain status of debt negotiations with 
commercial banks. 

In the attached Letter, the Costa Rican authorities request a 
l?-month stand-by arrangement in the amount of SDR 42 million (50 prr- 
cent of quota); purchases would be made in four quarterly installments. 

l/ Performance under the program was described in two midterm re,Jiec;s 
iE%/88/60 and EBS/88/133). 
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the first of SDR 11.25 million and the following three of SDR 10.25 
million each (Table 1). The conditions necessary for these purchases 
are described in Appendix V. The external financing arrangements would 
include lJS$lSO million of balance of payments assistance (US$80 million 
World Bank SAL with cofinancing and US$70 million U.S. AID), resched- 
uling of bilateral official debt, and a buyback of a substantial part of 
commercial bank debt to be followed by a menu of financing options for 
the remainder of such debt. 

Table 1. Costa Rica: Position with the Fund During Period of Arrangement 

1989 1990 
Outstanding Apr.- July- oct.- Jan.- 

Mar. 31, 1989 June Sept. Dec. Mar. 

(In millions of SDRs) 

2.25 6.15 1.25 --- 
11.25 10.25 10.25 

Repurchase; 9.0 4.1 9.0 
Ordinary resources 3.1 2.1 3.1 
Enlarged Access resources 5.9 2.0 5.9 

Total Fund credit outstanding 
(end of period) 

Under tranche policies 2/ Gg.a ~__~ 51.25 57.40 58.65 64.8 

(I” percent of quota) 

Total Fund credit outstanding 
(end of period) 

Under tranche policies 21 58.2 60.9 68.3 69.7 77.1 

6.15 - 
10.25 

4.1 
2.1 
2.0 

source: IMF Treasurer’s Department. 

A/ From ordinary resources only. 
2/ Includes outstanding use under EAR, SFF, and EFF. 



-3- 

11. Economic Background and Performance Under 
the last Stand-By Arrangement 

In the Late 1970s and early 1980s the Costa Rican economy 
experienced strong external shocks in the form of a significant deterio- 
ration in the terms of trade, a sharp increase in international interest 
rates, and growing political and economic difficulties in the rest of 
Central America. Attempts to cushion these shocks resulted in a Large 
fiscal deficit financed by substantial external borrowing on commercial 
terms, and Led to major financial difficulties and a deep recession in 
1981-82. During the following years, progress was made in reducing the 
deficit of the nonfinancial public sector, Lowering inflation, and 
moving toward interest and exchange rate flexibility. However, Costa 
Rica’s economy continued to be affected by structural constraints that 
have hampered the expansion of output on a sustained basis, and heavy 
foreign debt obligations have burdened the country’s external position. 

In these circumstances, the authorities adopted an economic adjust- 
ment program for 1987-88 aimed at reducing inflation, strengthening the 
external accounts, and creating conditions conducive to sustained 
economic growth. In addition to the correction of internal imbalances, 
the authorities sought an alleviation of Costa Rica’s debt service 
burden. This program was supported by a stand-by arrangement from the 
Fund that was approved in October 1987 while negotiations with external 
creditors on financing arrangements were still in progress. After some 
initial difficulties in meeting program objectives, additional policy 
measures were implemented in early 1988, and were discussed by the 
Executive Board at the first review on April 4, 1988. Although program 
targets were not fully observed, performance in the first half of 1988 
was generally in Line with the program’s domestic objectives. The 
second review was concluded on August 5, 1988; financing arrangements 
were not in place at the time, but there was evidence of progress in the 
negotiations with banks, and it was decided that financing arrangements 
would be the subject of a third review. In the event, the financing 
arrangements were not concluded, there were significant deviations from 
program targets, and the third review was not completed. 

In the second half of 1988 there were slippages in the implementa- 
tion of fiscal policies, and the end-1988 limit for the combined public 
sector deficit was missed by nearly the equivalent of 314 percent of GDP 
and central government expenditure exceeded the program Limit by nearly 
l/2 percent of GDP (Table 2). In addition, there were shortfalls in 
capital flows from abroad, and the limit on domestic credit to the 
public sector was breached by about 1 l/2 percent of GDP. 

Inflation, which had surged at the beginning of 1988 and then 
subsided in subsequent months, accelerated again in the Last three 
months of 1988 as food supplies were interrupted by hurricane damage and 
public utility rates were raised. The 12-month increase of consumer 
prices was 25 percent in December 1988, up from 16 percent one year 
earlier. Bank credit to the private sector expanded by 13 percent 
during 1988, faster than the LO percent ceiling imposed by the authori- 
ties in January, but only about one half the rate of inflation. 
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Table 2. Costa Rica: Performance Under Stand-By Arrangement 
(December 1988) 

Target Program 
Margin/ 

Outcome Excess (-) 

(In millions of U.S. dollars) 

1. Net international reserves 20 -315 -335 I/ 
2. Stock of external payments arrears -- 379 -379 11 

(In millions of colones) 

3. Net domestic assets of the 
Central Bank 20,500 48,902 -28,402 ~1 

4. Cumulative central government 
expenditure (l/87-3/88) 110,100 2/ 111,510 -1,410 

5. Net domestic credit to the 
nonfinancial public sector 32,929 41 39,420 -6,491 

i/ When the shortfall in external financing and changes in reschedul- 
ing assumptions are taken into account, the deviation from the target 
was US$35 million. On this basis, the deviation from the ceiling on net 
domestic assets wouLd have been e 5,602 million. 

21 Includes interest in arrears due to commercial banks. 
2/ Adjusted (+ e 2,000 million) for overperformance of central 

government revenue. 
41 Adjusted (- e 1,471 million) for increase in government bonds held 

by-the private nonbank sector. 

Real GDP in 1988 rose faster than projected (3.8 percent compared 
with 2.4 percent) mainly on the strength of exports (Table 3). Merchan- 
dise exports rose by 11 percent in U.S. dollar terms, as nontraditional 
exports expanded by one fourth. Revenues from tourism also grew by one 
fourth. Imports were moderately higher than in 1987, rather than con- 
tracting as had been projected. In all, the current account deficit was 
reduced to 5 l/2 percent of GDP from over 9 percent in 1987. 

External financing was Less than expected because agreements with 
commercial banks and with the Paris Club were not reached, the disburse- 
ment of the US$80 million World Bank structural adjustment loan was 

delayed, and shortfalls occurred in other Loan disbursements. As a 
result, the year-end target for the reduction of payments arrears was 
not observed. Even after adjusting for the shortfalls in external 
financing, the year-end target for net international reserves was missed 
by US$35 million. 





-6- 

111. Policy Discussions and Program for 1989-90 -- 

The proposed adjustment program, described in the attached letter 
of intent, aims to raise domestic savings, promote private investment 
and to improve the efficiency of resource use. To achieve these objec- 
tives the authorities intend to reduce the combined deficit of the 
public sector. maintain an appropriate credit policy, pursue flexible 
exchange rate and interest rate policies, and continue with structural 
reforms. In support of this program the authorities seek a L2-month 
stand-by arrangement in the amount of SDR 42 million (50 percent of 
quota). They wiLL also seek accommodations with external creditors to 
bring debt service payments to a level consistent with the Government’s 
medium-term macroeconomic objectives. 

1. Fiscal policies 

The deficit of the central government relative to GDP widened 
slightly to 2.1 percent in 1988 (Table 4). Revenue declined hs a share 
of GDP, reflecting mainly delays in the effective implementation of the 
tax reform adopted in late 1987. Current expenditure exceeded program 
projections in nominal terms, as the higher than projected rate of 
inflation gave rise co overruns in program outlays as ilell as to larger 
wage payments; nevertheless. owing to the continued freeze on public 
employment the ratio of the wage bill to GDP declined for the second 
year in a row. 

The surplus of the rest of the nonfinancial public sector in 1988 
narrowed to 1.5 percent of CDP from 1.7 percent in 1987, whereas the 
program had envisaged a surplus of 2.8 percent of GDP. This slippage 
was due in part to a delay in adjusting public utility tariffs in the 
face of higher inElation. Thus, the overall deficit of the nonEinancia1 
public sector widened from 0.3 percent of GDP in 1987 to 0.6 percent in 
1988, instead of shifting to a surplus of 0.8 percent as programmed. 
Centra; Bank losses rose slightly in 1988 co 3.1 percent of GDP. As a 
result, the combined public sector deficit was 3.7 percent of GDP, 
compared with a 1988 progr,xm limit oE 3 percent and with a deficit of 
3.2 percent registered in 1987. 

Projectio”s made in late 1988 of the 1989 combined public sector 
deficit in the absence of policy measures indicated that a serious 
deterioration of the fiscal position was in store, principally because 
of a decline in the surplus of the public enterprises and decentralized 
agencies. To forestall such a development, the authorities have intro- 
duced measures that would bring the combined public sector deficit dew” 
to 2 314 percent of GDP, nearly a full percentage point Lower than in 
1988. 
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In the central government, the authorities plan to reduce the 
fiscal deficit from 2.1 percent of GDP in 1988 to 1 3/4 percent in 
1989. On the revenue side, tax collections are projected to improve as 
the full effect of the 1987 tax reform is felt; the Legal challenges 
which led to delays in the implementation of the reforms in 1988 have 
Largely been cleared up. Tax revenues will be supplemented by a contri- 
bution to the capital budget by banana exporters and growers in order to 
cover some of the costs of infrastructure improvements. On the expendi- 
ture side, current outlays are projected to decline with respect to GDP, 
in large part through continued restraint in outlays for wages and 
salaries; the freeze on public sector employment which has been in 
effect since 1986 will be continued. Investment plans have been 
reviewed, and priority will be given to those outlays that complement 
and support private activity in the agricultural and industrial sectors 
and to improvements in the provision of basic social services. Other 
capital outlays will be postponed. 

The surplus of the rest of the nonfinancial public sector is 
projected to rise from 1 l/2 percent of GDP in 1988 to almost 2 percent 
in 1989. To counteract a prospective decline in revenue with respect to 
GDP, the Government has substantially increased electricity and tele- 
phone rates as well as grain prices charged by the National Marketing 
Board. In addition, some revenue will be raised through the completion 
of the program to privatize subsidiaries of the state development cor- 
poration. Capital outlays by the public enterprises will be reduced by 
postponing lower priority projects, particularly in the telecommunica- 
tions and energy sectors. 

As regards social security, the Government will resist attempts to 
generaliz the higher level of benefits now received by a small portion 
of public sector employees, unless such an extension can be made self 
financing. It is expected that the results of a number of actuarial 
studies of the social security system that are now underway will become 
available in June 1989, and the authorities intend to revise contribu- 
tion rates in accordance with the findings of these studies. 

The authorities recognized that the use of asset sales to generate 
revenues and the postponement of investment outlays do not provide for a 
permanent solution to the fiscal problem. However, they noted that the 
passage of a major tax revision a little more than a year ago and the 
national elections scheduled for late 1989 and early 1990 constrained 
them in the choice of policy instruments. 
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The net operating Losses of the Central Bank in 1988. as mentioned 
above, were equivalent to 3.1 percent of GDP, up from 2.9 percent in 
1987 (see Table 3). 11 Higher interest races on external debt 
obligations figured in this rise, as did a reduction in the gains from 
debt conversion operations, which were curtailed from the high levels of 
1987 in an attempt to SLOW monetary growth. In 1989 central bank Losses 

are projected to remain virtually unchanged in relation to GDP; it is 
expected that debt reduction will result in lower losses in future years 
but will have only a minor effect in 1989. 

2. Monetary policy 

Credit grew more rapidly than intended in the first half of 1987 
and stimulated a very rapid increase in imports. Attempts to reverse 
this trend were made in the second half of the year but were cut short 
by the emergence of a financial crisis precipitated by the failure of a 
number of finance companies. To bolster the liquidity of the financial 
system. the Legal reserve requirement on shorter-term time deposits was 
temporarily lowered in the first half of 1988. The resources thereby 
released were made a,;ailabLe for lending to troubled commercial banks or 
to regulated financial intermediaries, as well as co borrowers of these 
institutions in order to facilitate an orderly recovery of loan obliga- 
tions. In addition, a contingency fund was created in the Central Bank 
with resources of financial intermediaries operating in the stock 
market, to be used by these institutions in case of liquidity 
problems. These measures proved adequate to restore confidence. and in 
the second half of 1988 reserve requirements were restored to their 
earlier level. Supervision and regulation of financial institutions was 
substantially strengthened and extended by legislation adopted in the 
fall of 1988. 

During 1986 central bank policy aimed at a deceleration of credit 
to the pri,ate sector. In the context of the concern over banking 
system liquidity, however, it was decided to implement this policy by 
reimposing credit ceilings on individual banks, a traditional instrument 
whose use had been discontinued in 1987. These ceilings were designed 
to permit an expansion of credit ro the private sector of only 10 per- 
cent during the year. In the event, such credit expanded by 13 percent, 
but with the acceleration of inflation it contracted substantially in 
real terms (Table 5). 

11 The marked imbalance between the interest-earning assets of the 
Central Bank and its interest-bearing liabilities gives rise to 
significant Losses both in terms of net interest payments (operating 
losses) and losses associated with the reevaluation of accounts 
denominated in foreign currency insofar as external liabilities far 
exceed as.sets (accounting losses). The imbalance in the Central Bank’s 
foreign currency assets and liabilities arose Erom heavy commercial 
borrowing abroad by the Central Bank beginning in the late 197Os, 
largely co finance deficits of the nonfinancial public sector, for which 
the Central Bank assumed all the exchange risk. 



II .9 1:.: 

I*., ,I. 1 

21,: 2i.U 



- 11 - 

Monetary policy in 1989 will aim at reducing the rate of inflation 
to 12-14 percent during the year. For program purposes, it is assumed 
that currency in circulation and private sector financial savings will 
grow at the same rate as nominal GDP. The authorities have targeted an 
expansion of net domestic assets of the Central Bank during 1989 which 
is consistent with a reduction in the domestic debt of the nonfinancial 
public sector equivalent to 114 percent of GDP and with the program 
target of a build-up in net international reserves of US$40 million, 
while allowing an increase in bank credit to the private sector of 
13 l/2 percent. There will continue to be reliance on the use of credit 
ceilings for individual banks. The authorities explained that the use 
of these ceilings, even though the period of financial uncertainty has 
passed, was a matter of prudence. Within these ceilings, the authori- 
ties will attempt to maintain flexibility in the allocation of credit. 

Since 1984 the authorities have been pursuing a financial liberali- 
zation program, which by the end of 1986 had given banks considerable 
freedom to set interest rates. In late 1987, at the outset of the 
financial crisis referred to above. interest rates offered by private 
banks and financial companies rose sharply; rates offered by state banks 
and the yield on government and central bank bonds at first followed, 
but as the Government took measures to restore confidence much of the 
run-up in interest rates on these instruments was reversed. Rates 
offered by private banks also declined somewhat, but in 1988 a higher 
than usual spread above bond rates prevailed. After the position of 
financial intermediaries was stabilized in the spring of 1988, the 
monetary authorities tightened credit conditions by raising the rate on 
three-month stabilization bonds from 17 percent to 22 percent. At 
present, except for a certain amount of agricultural credit that is 
subsidized, interest rates are positive in real terms and it is the 
intention of the Government that this continue to be the case in 1989. 

To safeguard the progress achieved to date in financial liberaliza- 
tion, the authorities intend to avoid any general bank debt restruc- 
turing that would improve banks Loan portfolios at government expense. 
In addition, the Government will not subsidize any operations of the 
state banks. 

3. External policies 

The current account deficit widened markedLy in 1987 to over 9 per- 
cent of GDP as the export price of coffee dropped sharply and the reduc- 
tions in import tariffs and consumption taxes, along with a liberal 
supply of credit, boosted merchandise imports by 20 percent. Although 
the colon was devalued by 17 l/2 percent in real effective terms during 
1987, most of this change occurred toward the end of the year. 

Early in 1988 the colon was devalued by 6 percent and, as noted, 
credit ceilings were reimposed to restrain the growth of consumption. 
There was a run-up of prices early in the year, and in order to dampen 
expectations of rising inflation crawling peg adjustments of the 
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exchange rate were subsequently made at a moderate pace throughout 
1988. As it turned out, the acceleration of inflation late in the year 
as well as some strengthening of the U.S. dollar vis-a-vis other curren- 
cies left the real effective value of the colon at the end of 1988 at 
about its level one year earlier (Chart 1). The growth in the U.S. 
dollar value of merchandise imports slowed to 2 percent in 1988; the 
program had envisaged a decline of over 5 percent. Traditional exports 
were virtually unchanged, but nontraditional exports continued their 
rapid expansion, increasing by over one fourth. As noted above, the 
current account deficit narrowed to 5 l/2 percent in 1988, just slightly 
above the projected deficit of 5 l/4 percent of CDP. 

For the past several years. Costa Rica has conducted an active 
exchange rate policy, which lowered the real effective value of the 
colon by one third from end-1984 to end-1988. For 1989 the Government 
intends ta maintain Costa Rica’s competitive position through periodic 
adjustments of the exchange rate in the light of relative price move- 
ments and developments in the balance of payments. It is the Govern- 
ment’s intention not to permit an appreciation of the colon in real 
terms with respect to its Level in December 1988. Exchange rate policy 
adjustments would also be made in response to the planned reductions in 
import tariffs (discussed below). Moreover, attention will be paid to 
the relationship between the exchange rate and wages. The Government 
will emphasize the central role of productivity changes in wage determi- 
nation in order to minimize the inflationary pressure arising from wage 
adjustments. 

In 1989 the current account deficit is projected to narrow further 
to around 5 percent of GDP. This projection assumes that the terms of 
trade will deteriorate by 2 l/4 percent, that export volume will grow 
about 7 l/2 percent and import ,rolume by 3.9 percent (see Table 3). 
Allowing also for some improvement in the capital account and debt 
relief from bilateral official and commercial creditors (as described 
below), there would be an accumulation of official reserves of US$40 
million during 1989. 

Costa Rica’s external public debt amounted to USS4.1 billion at 
end-1988 (including interest in arrears), equivalent to 88 percent of 
GDP. Debt due to commercial banks accounted for 40 percent of the 
total, with the remaining due mainly to official bilateral creditors 
(26 percent) and multilateral institutions (3l percent). Arrears on 
external debt service obligations increased by US$334 million to US$893 
million during 1988. The bulk of the accumulation of arrears in 1988 
consisted of principal and interest obligations to commercial banks, 
although arrears to bilateral creditors and to the Central American Bank 
for Economic Integration also increased. Debt service obligations 
amounted to 49 percent of exports, nearly half of which were due to 
commercial banks. 
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The authorities intend to seek understandings for a comprehensive 
rescheduling of Costa Rica’s bilateral official debt service obliga- 
tions, including previously rescheduled debt, with Paris CLub creditors 
as soon as the proposed stand-by arrangement from the Fund is 
approved. Even after taking into account this rescheduling and 
projected balance of payments support from bilateral and multilateral 
S”“rCl?S, Costa Rica would still be faced with a financing gap equivalent 
to more than 2 percent of GDP in 1989 and subsequent years. 

The authorities’ aim is to cover this gap through a debt reduction 
arrangement with commercial bank creditors. They have proposed a two- 
stage scheme with which the banks agree in principle; the first stage 
would be a debt buyback and the second would consist of a menu of 
refinancing choices for the debt remaining after the buyback. The 
authorities believe they will be able to buy back about one halE oE the 
outslanding commercial bank debt at a price related to the current ,value 
of Costa Rican debt in secondary markets, and chat such a transaction 
could be accomplished by early October 1989 using mainly funds borrowed 
from official bilateral sources. The second stage would be negotiated 
before the end of the year and would offer creditors a choice among such 
options as debt equity exchanges, exit bonds, and further debt buy- 
backs. In the meancime Costa Rica has agreed ro make partial interest 
payments to commercial banks at the rate of US$Il million a quarter, 
equivalent to somewhat less than 30 percent of the amount due. 

The partial interest payments to banks during the period of nego- 
tiations of the debt reducEion operation gives rise to a temporary 
increase in arrears to banks. Other arrears will be eliminated during 
the program prrlod, including by cash payment, according to a specified 
schedule. Apart from the temporary increase in arrears to banks, new 
arrears would be accumulated during the program. 

4. Structural reEorms 

The authorities have underway a program of structural reform whose 
aim is to remove rigidities that inhibit the efficient allocation of 
resources and burden economic policy management. Many of these reforms 
are supported with financial and technical assistance Erom the World 
Bank and U.S. AID. 

Structural reforms that to a Large extent already have been imple- 
mented include a major overhaul of the tax system and privatization of 
subsidiaries OE the state-owned development corporation (CODESA). The 
tax package adopted in late 1987 became effective in 1988; extensive 
changes were introduced to broaden the tax base, eliminate exemptions, 
and update property assessments and maintain them through automatic 
inflation adjustments. In addition, a number of changes were made to 
strengthen tax administration. With regard to the plan to divest 
CODESA’s subsidiaries, most of these enterprises already have been sold, 
with the divestiture plan to be completed by the end oE 1989. Since 
1986 two major subsidiaries have been privatized, and three have been 
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absorbed by other public sector entities. Some 15 smaller enterprises 
were liquidated and minority interest in six others was divested. In 
1989, 40 percent ownership in two economically strategic enterprises 
will be transferred to the private sector. 

The main structural reform efforts in 1989 will deal with the 
structure of import tariffs and export incentives, the supervision and 
regulation of the financial sector, and the pricing, marketing, and 
subsidy policies in the agricultural sector. In the external sector, 
the authorities have developed a program to reduce import tariffs 
(except for some non-competing final goods--primarily luxury items) to 
bring the maximum rate down to no more than 40 percent by the end of 
1990; tariffs on raw and intermediate materials and capital goods would 
be reduced to below 20 percent. As part of this program, tariff rates 
were reduced by 10 percent in October 1987 and by a further 10 percent 
in September 1988; four additional equal reductions are scheduled to 
cotxplete the reform. The effect of these reductions on central govern- 
ment revenue in 1989 is expected to be limited. In addition, the 
present costly scheme of tax credits for nontraditional exports will be 
modified to comply with membership in the GATT. 

In the financial sector the reforms will be aimed at improving the 
quality of the state banks’ loan portfolios, increasing competition in 
the banking sector, and strengthening further the supervision and 
control of financial intermediaries. A package of financial reforms was 
adopted by the Legislative Assembly for this purpose. Among the reforms 
included 1” the package were measures to give more realistic valuation 
to banks’ loan portfolios, allow penalty interest rates on overdue 
lC%?“S, eliminate the recording as income of accrued interest on loans 
over 180 days in arrears, and extend the authority of the superinten- 
dency of banks to include nonbank financial intermediaries. In addi- 
tion, all financial agents will have to submit to external audits and to 
pubiish their balance sheets and income statements. 

In the agricultural sector the authorities will seek to reduce 
pricing and marketing distortions created by the National Grain 
Marketing Board’s (CNP) monopoly on the distribution of domestically 
produced basic grains and the importation of wheat. Private trading in 
these commodities is being introduced, credit policy is being designed 
to facilitate the allocation of resources toward more efficient crops, 
and CNP’s buying and selling prices will be adjusted to eliminate CNP 
losses by the end of 1989. 

IV. Program Design and Monitoring Issues 

One of the objectives of Costa Rica’s economic and financial 
program is to deal with the country’s debt service problem. With its 
sizable external indebtedness and heavy debt service obligations, Costa 
Rica faces a large financing gap over the medium term. New commercial 
bank Lending to cover this gap is not available, largely because of the 
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regulatory loan provisions required of many of Costa Rica’s lenders 
following the build-up of payments arrears ; nor would further commercial 
indebtedness be advisable from the perspective of Costa Rica’s ability 
to meet future debt servicing obligations. To close the gap entirely 
through internal adjustment would entail a marked reduction in the 
growth of potential output, and the continued accumulation of payments 
arrears would run counter to the objective of normalizing the relations 
with external creditors and would have adverse implications for the 
investment climate. 

The approach that would be supported by the proposed stand-by 
arrangement involves a combination of internal adjustment, rescheduling 
of official bilateral debt, and reduction of commercial bank debt 
through a buyback operation followed by a menu of financing choices for 
the remaining commercial bank debt. The Fund would support this effort 
in several ways. The planned internal adjustment would yield a balance 
of payments surplus, part of which could be used to finance the buyback 
of commercial bank debt. Upon completion of the buyback and in the 
context of a midterm review, the target for net international reserves 
would be adjusted by up to 20 percent of the access to Fund resources 
under the proposed arrangement ; this provision is equivalent to setting 
aside proceeds from Fund purchases for the purpose of debt reduction. 
Also, at the request of the authorities and if approved by the Executive 
Board, a special account would be opened in the Fund to serve as a 
conduit for the external resources obtained for financing the 
buyback. A! 

The stand-by arrangement is proposed for approval prior to the 
conclusion of the necessary financing arrangements for a number of 
reasons: 

-- First, approval of the Fund arrangement would provide a clear 
endorsement by the international community of the authorities’ economic 
program. Such an endorsement would strengthen the hand of the authori- 
ties in implementing the program. The arrangement also provides a 
framework for monitoring the evolution of domestic and external perfor- 
l”a”Ce. 

-- Second, approval of the stand-by arrangement would signal the 
Fund’s support of the overall plan for dealing with Costa Rica’s indebt- 
edness to other participants in the financing arrangements, and would 
facilitate the conclusion and implementation of such arrangements. 
These include the settlement of arrears and rescheduling of current 
obligations due to Paris Club creditors, the disbursement of the World 
Bank SAL and its associated cofinancing, and the balance of payments 
transfers from U.S. AID. To postpone approval of the arrangement until 
all the financing is in place would delay the flow of most of the 
resources needed to settle arrears to bilateral lenders. 

l! A staff report seeking authorization for the establishment of this 
acCount will be submitted to the Executive Directors shortly. 
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-- Third, although there has been considerable progress in the 
negotiations with the commercial bank advisory committee on a debt 
arrangement, it will take time to complete all of the financing arrange- 
ments under the intended two-step procedure. During this period a Fund 
arrangement would provide a balance of payments framework within which 
the total financing package may be developed and monitored. 

In view of the special features of the Fund arrangement that are 
designed to support the debt reduction exercise, the monitoring proced- 
ures include a number of provisions that would permit the adaptation of 
the program targets to unforeseen developments in concluding the 
financing arrangements. If the partial interest payments to commercial 
banks were not maintained at the agreed rate, the deviation would be 
added to the net international reserve target in order to avoid a weak- 
ening of the domestic adjustment effort. Similarly, if the authorities 
were to obtain more favorable terms from Paris Club creditors than 
assumed in the program, the additional resources would be added to net 
international reserves. These adjustments would help protect those 
creditors making resources available to Costa Rica and also would 
provide for some discipline in the management of external arrears. 

With regard to Costa Rica’s ability to repay the Fund, the record 
of net repurchases during the last program noted above demonstrates that 
Costa Rica accords the Fund preferred creditor status. The financing 
arrangements outlined for the proposed program together with the main- 
tenance of appropriate adjustment policies could be expected to allow 
Costa Rica to achieve viability in its external accounts over the medium 
term, as discussed below. For these reasons the staff believes the 
Fund’s resources would be well protected. 

v. Medium-Term Outlook 

The scenario that has been developed for the medium term assumes a 
continuation of a blend of adjustment and structural change aimed at 
attaining a higher rate of economic growth and securing a sustainable 
balance of payments position in a context of reasonable price 
stability. It is thus assumed that fiscal policy would be designed to 
reduce further the public sector’s net use of domestic savings, and that 
interest rate, exchange rate, and credit policies would be pursued that 
would promote savings and private investment and encourage the inflow of 
capital from abroad. These policies would be supported by a deepening 
of structural reforms aimed at encouraging capital formation and effic- 
iency. 
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A medium-term scenario consistent with the framework just described 
and with the WE0 projections of the external economic environment is set 
out in Tables 6 and 7. Export growth and diversification would continue 
to be fostered by the real effective depreciation of the colon that has 
occurred in recent years, by the planned reduction in the anti-export 
bias of the import tariff schedule, and by incentives for nontraditional 
exports. Accordingly, nontraditional exports are projected to grow 
quite rapidly over the period 1989-92, but total exports would rise at 
about the same as CDP measured in dollar terms 11 (or by some 9 l/4 per- 
cent a year), because of lack of buoyancy of demand for traditional 
exports. Imports would grow at about 8 l/2 percent a year, and the 
trade deficit would decline from 4 percent of GDP in 1988 to 3 percent 
in 1992. Reflecting also the decline in interest obligations equivalent 
to more than 2 percent of GDP that would result from the debt reduction 
operation, the current account deficit (excluding official transfers for 
balance of payments support) would decline from 5 l/2 percent of GDP in 
1988 to 1 l/Z percent in 1992. Under this scenario there would be no 
further reliance on exceptional financing from official creditors beyond 
1991. 

Several medium-term outcomes are illustrated in Chart 2. The left 
column of graphs shows the outcome of the scenario based on debt reduc- 
tion along the lines described above (baseline scenario). The alterna- 
tive scenario presented in the right column of graphs assumes that there 
would be no debt reduction: instead, arrears to banks would continue to 
accumulate at a rate equivalent to about two thirds of the current 
interest obligations to commercial banks. Although external factors and 
domestic policies are assumed to be the same in both scenarios, in the 
alternative case the uncertainty over future taxation and exchange rate 
stability would yield more bearish expectations for the future and a 
lower rate of private capital inflows, investment, and economic 
growth. In the alternative scenario the current account deficit would 
remain in the range of 4 to 5 percent of GDP over the medium-term and 
the debt service ratio would exceed 24 percent by the end of the projec- 
tion period. In 1992 external debt would be above 80 percent of GDP, 
compared with 58 percent under the baseline scenario. 

In each panel, the results of assuming more favorable (variant A) 
and less favorable (variant B) behavior of coffee and petroleum prices 
and international interest rates are included to show the sensitivity of 
the results to changes in the external economic environment. In the 
favorable variant, coffee prices are 10 percent higher, petroleum prices 
10 percent lower, and interest rates are 1 percentage point lower than 
in the central baseline or alternative scenarios. In the less favorable 
case the deviations from the central scenarios are in the opposite 
direction. Variants A and B imply a sustained 3 percent change in the 

11 Nominal GDP in dollar terms is projected using domestic real 
growth and U.S. inflation. To the extent that domestic inflation 
differs from U.S. inflation, this would be reflected in adjustments of 
the nominal exchange rate. 
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Table 7. Costa Rica: Raseline scenario 

1986 1987 
Prel. prog. Projections 
1988 1989 1990 1991 1992 

Real GDP growth 

ICOR 

Fixed capital formation 18.7 19.4 

Private 12.6 14.4 

Public 6.1 5.0 

18.6 
13.6 

5.0 

16.3 
15.0 

1.3 

21.1 21.8 
15.7 16.8 
4.5 5.0 

22.5 
17.2 

5.3 

21.2 
16.2 

5.1 

23 .O 
17.5 

5.5 

Gross national savings 
Private 
Public 

16.9 13 .o 
16.2 11.2 
0.7 1.8 

16.7 20.4 
15.0 15.8 

1.7 4.6 

22.0 
16.5 

5.5 

Official transfers for BOP 
support 2.0 2.7 2.6 1.4 1.2 0.9 0.6 

External current account 

deficit 11 -3.8 -9.1 -5.6 

-3.7 
-O.6 
-3.1 

-4.9 -2.6 -2.1 -1.6 

Overall public sector deficit -5.4 -3.2 
Nonfinancial public sector -1.7 -o.3 
Central Bank losses -3.7 -2.9 

-2.8 -0.4 -0.2 - 

0.2 0.4 0.6 0.8 
-3.0 -0.8, -0.8 -0.8 

External public debt 
Of which: 

Comercial bank debt L/ 
97.3 92.8 88.1 70.1 69.0 63.5 58.6 
39.7 37.2 35.8 16.5 15.1 13.8 12.6 

Interest due (public sector) 6.9 6.5 6.5 5.9 3.6 3.2 2.7 

(In percent) 

5.5 5.1 3.8 

3.7 4.1 4.9 

(In pzcent of GDP) 

4.3 4.8 5.2 5.5 

4.9 5.0 4.8 4.6 

L/ Excludes official transfers for balance of payments support. 
21 Includes interest in arrears. - 
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terms of trade relative to the central case. In the baseline scenario 
the difference in assumptions would cause the current account deficit to 
differ by about 1 percent of GDP a year on average from the baseline 
projection, the external debt by 2 percent of GDP, and the debt service 
ratio by 1 percent. In the alternative scenario the magnitude of the 
efforts of more favorable or unfavorable assumptions increases because 
the effect of interest rate changes is magnified by the higher stock of 
debt. 

VI. Performance Criteria 

The quantitative criteria (presented in Table 8) are: (1) 
quarterly limits on the expenditure of the Central Government; 
(2) ceilings on the stock of net domestic assets of the Central Bank; 
(3) limits for cumulative changes in the net domestic financing of the 
nonfinancial public sector; (4) targets for the stock of the net inter- 
national reserves of the Central Bank; and (5) limits on the stock of 
external payments arrears that must be settled in cash. These perfor- 
mance criteria have been established for June, September, and December 
1989, with indicative values for March 1989 (i.e., prior to the 
Executive Board discussion of the proposed arrangement). 

New foreign loans contracted or guaranteed by the public sector 
with maturities of over one year and up to and including 12 years--apart 
from loans contracted with official creditors for the purpose of 
financing the debt buyback, as well as rescheduling of obligations with 
Paris Club creditors--will be limited to US$60 million in 1989. Within 
this ceiling, new commitments or guarantees of loans with maturities of 
over one year and up to and including five years will be limited to 
US$30 million. 

The customary clauses on overdue financial obligations to the Fund 
and on exchange restrictions, bilataral payments agreement inconsistent 
with Article VIII, and import restrictions for balance of payments 
purposes are applicable during the program period: it is proposed that a 
multiple currency practice for certain student remittances be approved 
until the earlier of the mid-term review or November 30, 1989. A review 
with the Fund to assess the progress in concluding the external 
financing arrangements will be a performance criterion for purchases 
after the end of September 1989. The review will also assess perfor- 
mance through September 1989 and the adequacy of policies, including the 
exchange rate, for achieving the goals of the arrangement. 
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Table 8. Costa Rica: Limits, Ceilings, and Targets 
Under the Stand-by Arrangement for 1989 l-1 

Variables and Periods Amounts 

1. Limits for cumulative central 
government expenditure 
Cumulative change from December 31, 1988 

March 31, 1989 (indicative) 
June 30, 1989 
September 30, 1989 
December 31, 1989 

II. Ceilings on the stock of net domestic 
assets of the Central Bank 
December 31, 1988 (actual) 
March 31, 1989 (indicative) 
June 30, 1989 
September 30, 1989 
December 31, 1989 

(millions e) 

19,200 
37,900 
54,800 
73,000 

30,395 
26,900 
28,400 
27,600 
31,400 

III. Limits for the cumulative change in 
the net domestic financing of the 
nonfinancial public sector 
Cumulative change from December 31, 1988 

March 31, 1989 (indicative) 2,200 
June 30, 1989 3,900 
September 30, 1989 1,000 
December 31, 1989 -1,300 

(millfons US$) 

IV. Targets for the stock of the net inter- 
national reserves of the Central Bank 
December 31, 1988 (actual) -67 
March 31, 1989 (indicative) -51 
June 30, 1989 -77 
September 30, 1989 -64 
December 31, 1989 -27 

V. Limits for the stock of external payments arrears 
December 31, 1988 (actual) 131 
March 31, 1989 (indicative) 131 
June 30, 1989 100 
September 30, 1989 72 
December 31, 1989 44 

l! Definitions of the concepts tn be measured and adjustments that 
ma7 be invoked are included in the footnotes to the tables attached to 
the Letter of Intent. 
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VII. Staff Appraisal 

Costa Rica experienced a deep recession and serious balance of 
payments difficulties in the early 1980s as a result of adverse external 

developments and shortcomings in domestic policies. The Government has 
made efforts in the past several years to lay the basis for sustained 
economic growth. The position of the nonfinancial public sector has 
been strengthened, interest rate and exchange rate management has been 

improved. inflation generally has been on a downward trend, and steps 
have been taken to reduce distortions and to open up the economy to 
foreign competition. However, the external position remains weak, in 
part reflecting the country’s heavy debt burden, and the outlook for 
economic growth over the medium term is constrained by the magnitude of 
these debt obligations. 

Under the program supported by the last stand-by arrangement, in 
1987 there was a marked reduction in the overall public sector deficit 
and a sizable real depreciation of the colon, but there were slippages 
in credit policy associated in part with the failure of a number of 
finance companies. A rapid rise in credit to the private sector, 
together with the reduction in import duties and consumption taxes on 
certain imparted goods, led to a strong expansion of imports and caused 

deviations from the balance of payments objectives of the program. 
Corrective measures were taken in early 1988 to bring the program back 

on track. Performance during the first half of 1988 was generally in 
line with the domestic objectives of the program, but in the second half 
the public sector deficit was significantly larger than programmed. 
Hurricane damage and adjustments of public tariffs added to the upward 
pressure on prices in the final months of the year. The external 

financing arrangements that had been contemplated under the program did 
not materialize and there were shortfalls in projected official capital 
disbursements, with the result that external payments arrears continued 
to accumulate. 

When the stand-by arrangement was approved in October 1987, nego- 
tiations on financing arrangements were still in progress, and it was 
expected that an agreement with the advisory committee of commercial 
bank creditors on the rescheduling of principal and a new money package 
would be concluded in time for the second review of the program, 
initially scheduled for April 1988. In the event, despite considerable 
efforts and the extension of the period for securing the necessary 
financing, no agreement was reached. However, the advisory committee of 
commercial banks has accepted in principle a debt reduction plan, 
including a buyback to be followed by a menu of financing options for 
the holders of the remaining bank debt. 

In entering into a new stand-by arrangement with the Fund, the 
authorities are seeking a lasting solution to Costa Rica’s imbalances. 
In addition to the goals of reducing inflation, consolidating the recent 
improvement in the external current account, and promoting the condi- 
tions for sustained economic growth, they are seeking a reduction of 
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Costa Rica’s external indebtedness to a more sustainable level. In this 
regard, it is important to provide for the appropriate incentives and 
policy support to ensure that any interest savings resulting from the 
new financing arrangements are channeled into investment. Economic 
policies should thus be aimed at raising domestic savings, creating 
appropriate incentives for private investment, and improving the effic- 
iency of resource use. 

As part of the program, the combined public sector deEicit would be 
reduced from 3.7 percent of GDP in 1988 to 2.8 percent in 1989 through a 
combination of expenditure restraint, improved tax performance, and 
adjustment of public sector prices to strengthen the finances of the 
public enterprises. Some of the measures in the fiscal package, such as 
the sale of assets and the special contribution of banana growers and 
exporters to cover infrastructure costs, are of a short-term nature, and 
will need to be replaced with more permanent measures. ALSO. the fiscal 
adjustment in recent years has relied heavily on cuts in the public 
investment program; while some of these cuts may have reflected economic 
priorities, it will be important from the viewpoint of the country’s 
longer term growth prospects that adequate attention be given to infra- 
structure investment. 

The Central Bank credit program has been designed with the aim of 
halving the rate of inflation to the 12-14 percent range during 1989 and 
achieving a significant net international reserve gain. With the nonfi- 
nancial public sector expected to reduce its net indebtedness to the 
banking system, the program has room for a reasonable increase in credit 
to the private sector. Within the constraints imposed by the system of 
credit ceilings for individual banks, efforts need to be made to manage 
credit allocation in a flexible manner. 

The success of the program will require a close monitoring of “age 
developments, not only in the public sector but in the private sector as 
“all. To avert potential inflationary pressures and to enhance the 
reallocative effect of exchange rate adjustments, productivity gains 
should serve as the main determinant of wage increases. 

Exchange rate policy is to be conducted with a view to maintaining 
Costa Rica’s competitive position in world markets. The staff attaches 
great importance to the authorities’ intention, as a minimum, to prevent 
any appreciation of the colon in real effective terms from the Level of 
December 1988. It also is important that exchange rate policy take into 
account the phased reduction of import tariffs which is in the process 
of being implemented, to avoid adverse effects on the balance of pay- 
ments. 

Structural reforms are an important component of the program. 
Privatization of the entities of CODESA and the reform of the tax system 
already have been Largely implemented. A program of phased reductions 
of the level and dispersion of effective protection is underway. Reform 
of export incentives is to be effected during the program period and 
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should have Eiscal as well as allocative benefits. In the agricultural 
seceor, steps already have been taken to rationalize the system of 
support prices and improve the finances of the state marketing board, 

and further measures will be implemented to encourage more efficient use 
of resources. In the financial sector, a 1988 legislative package 
strengthened and extended the supervision of financial institutions; the 
implementation oE this legislation is expected to enhance both the 

stability of and confidence in Costa Rica’s financial system. Further 
efforts to promote greater competition and efficiency among financial 
institutions would yield substantial benefits. 

The authorities have initiated contacts aimed at securing the 
resources needed for a debt buyback from commercial banks. An offer For 
such operation. at a secondary market-related price, would be made as 
soon as the necessary waivers and resources are obtained. In the mean- 
time, Costa Rica will make partial interest payments to commercial banks 

at a rate of US$ll million a quarter. Negotiations with holders of the 
bank debt remaining after the buyback on the options and terms for 
regularizing these obligations would be initiated upon the completion of 
the buyback. Rescheduling of obligations CO bilateral creditors of the 
Paris Club would be sought as soon as possible upon approval of the 
proposed stand-by arrangement. It is envisaged that Costa Rica would 
eliminate arrears with bilateral creditors by the end of June 1989. 
Arrears to other nonbank creditors would be eliminated by cash payments 

according to an agreed schedule. The proposed arrangement would provide 
Fund support for the planned financing arrangements and place them 
firmly within the framework of an adjustment program. 

The authorities have presented an adjustment program that should 
improve Costa Rica’s external position and strengthen economic perfor- 
mance more generally. The efforts of the authorities need to be comple- 

mented by external cooperation if the objectives of the program are to 
be met and an orderly external payments situation is to be restored. 

Assuming a continuation of present adjustment efforts, successful execu- 
tion of the proposed debt reduction exercise should restore external 
viability over the medium term. In light of the measures already 

adopted and those that are being implemented, the staff believes that 
the authorities’ program justifies the support of the Fund and proposes 

that the stand-by arrangement be approved. Costa Rica has given the 
Fund preferred creditor status, and the improvement in the balance of 
payments projected over the medium term should enable the country to 
meet its obligations to the Fund. 

It is proposed that the next Article IV consultation be held on the 
regular 12-month cycle. 
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I. 

II. 

III. 

Fund Relations with Costa Rica 
(as of March 31, 1989) 

Membership Status 
(a) Date of Membership: January 8, 1946 
(b) Status: Article VIII 

(A) Finan cial Relations 

General Department 

(a) 

(b) 

Cc) 

(d) 

Quota: SDR 84.1 million 
Millions 

of SDRs 

Total Fund holdings of colones: 133.07 

Fund credit: Total 48.95 
Of which: Credit tranches 11.00 

EAR 33.26 
Extended facility 4.69 

Reserve tranche position: -- 

Percent 
of Quota 

158.22 

58.20 
13.08 
39.55 

5.57 

-- 

Recent Stand-By or Extended Arrangements and Special Facilities 

(a) 

Type of 
Arrangement 

SBA 

Stand-by and extended arrangements: 

Amount Percent Amount Drawn 
(SDR million) of Quota Duration (SDR million) status 

SBA 

SBA 
EFF 

SBA 

40.00 47.6 

54.00 64.2 

92.25 150.0 
216.15 450.0 

60.50 147.6 

(b) Special facilities: 

10/28/87- -- Expired 
3131189 
3ti3/85- 34.0 Expired 
4130186 
12t82-12183 92.25 Expired 
6tal-5184 22.5 Canceled 

Dec. 1982 
3/80-z/a2 15.4 Canceled 

June 1981 

Compensatory financing 
Amount Drawn 

Date of Percent 
Approval SDR Million of Quota 

Sept. 1983 18.60 30.2 
June 1981 30.10 48.9 
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IV. 

V. 

VI. 

SDR Department Mill ions Percent of 
of SDRs Al tocat ion 

23.13 lr30.00 
0.05 0.20 

-- -- 

(a) Net cumulative allocation: 
(b) Holdings: 
(cl Current designation plan: 

Administered Accounts: None. 

Financial Obligations Due to the Fund (millions of SDRs) 

Overdue 

Financial 
Obligations 

(Mar. 31, 1989) 

Principal and Interest Due 

Apr.- 
Dec. 
1989 1990 1991 __ 

Repurchases 

Charges and interest 

including SDR 
(Drovisional) 

-- 22.0 19.0 5.2 

-- 3.5 4.0 2.6 

Total 

VII. 

VIII. 

IX. 

-- 25.5 23.0 7.8 - - 

(8) Nonfinancial Relations 

Exchange Rate Arrangements: The representative exchange rate 
for the Costa Rican colon is the unified banking rate which was 
quoted at e 81.05 (selling) per U.S. dollar as oE April 18, 
1989. All transactions take place at this rate except for 
remittances to students registered with the Central Bank prior 
to 1981, to whom foreign exchange is sold at the official rake 
of t 20.00 per U.S. dollar; this special exchange rate gives 
rise to a multiple currency practice under Article VIII, 
Section 3. 

Exchange Restrictions: Costa Rica maintains a restriction on 
payments and transfers for current international transactions 
evidenced by external payments arrears and engages in a multiple 
currency practice for certain remittances for study abroad. On 

August 5, 1988, the Executive Board approved the retention of 
the multiple currency practice for certain remittances until the 
earlier of the completion of the 1989 Article IV consultation or 
May 30, 1989 (EB~/88/125). Costa Rica’s exchange restriction, 
evidenced by arrears on external debt obligations, was not 
approved by the Fund at that time. 

Last Article IV Consultation: Consultation discussions were 
held in November 1987-February 1988 and completed by the 
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Executive Board on April 4, 1988 (EBM/88/56). Consultations are 
conducted on a 12-month cycle. 

X. Technical Assistance: 

(a) CBD: A staff mission reviewed the Central Bank and finan- 
cial sector legislation in February 1986. From April to 
November 1986 an advisor was assigned to the Central Bank in the 

area of organization and methods. From April 1986 to March 1989 
an advisor assisted the Central Bank in the area of accounting 
procedures. A panel expert was assigned co the Central Bank in 
September 1986 as an advisor on external debt management. In 
November 1986 a CBD mission visited San Jose to advise the 
authorities on procedures and techniques used in the formulation 
of monetary policy. 

(b) Bureau of Statistics: In May 1986 a STAT economist 
assisted the authorities in the implementation of procedures to 
improve the classification and monitoring of the Central Bank’s 
net unclassified assets. A government finance statistics mis- 
sion visited the country in July 1986. In September 1987 Costa 
Rica was included in a technical assistance mission on the five 
countries of the Central American Monetary Council (CMAC) to 
promote methodological consistency in the preparation and 
formulation of monetary and financial accounts. Follow-up 
missions took place in September 1988 and January 1989. in 
October 1988 a mission visited San Jose to discuss improvements 
in procedures and coverage of data on international banking and 

external debt transactions. In January 1988 a mission visited 
the five countries of the CMAC to investigate the availability 
of balance of payments data on a quarterly basis. 

Xl. Resident Representative/Advisor: Mr. Ignacio Tampe has been the 

Fund’s resident representative in San Jos& since January 1988. 
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Relations with the World Bank Group 

Costa Rica has received to date 32 Bank loans, 1 IDA credit, and 
Einancing through IFC of 5 investment projects, tocaling US$628.60 mil- 
lion (see table below). Of this amount, USS128.6 million remains to be 
disbursed. 

Prior to 198L, World Bank lending to Costa Rica was concentrated 
primarily on developing basic infrastructure. With the growing finan- 
cial and economic deterioration in Costa Rica that occurred in the early 
198Os, the Bank’s strategy was redesigned to encourage Long-Krrm strut- 
tural changes needed to restore dynamism to the economy. while also 
assisting the more directly productive sectors. In this context, the 
Bank’s approach supports three key goals: (a) revamping the incentive 
framework to promote new sources oE growth in the economy, with pacticu- 
lar emphasis on developing exports to new markets outside the region; 
(b) improving public sector efficiency and resource use co increase the 
availability of resources for productive investments: and (c) strength- 
ening Costa Rica’s creditworthiness. 

As 3 first phase of this effort, an Export De,xlopment Loan was 
approved in May L983, which was fully disbursed by mid-1985. This 
operation was followed by a Structural Adjustment Loan (SAL) of US$SO 
million, that was approved in April 1985 and disbursed by mid-1986. The 
SAL aimed at supporting the Government’s structural adjustment program, 
with the objective of promoting renewed export-led growth, with particu- 
lar emphasis on expanding nontraditional exports to markets outside 
Central America. The main areas covered by the first phase oE the 
Government’s medium-term program included: (a) trade reform geared to a 
lowering of effective protection: and (b) fiscal reform directed to a 
reduction of the size of the public sector and improvement in the effic- 
iency of public sector institutions and programs. In the area of trade 
policy. Costa Rica took initiatives for the reform of the regional 
tariff regime of the Central American Common Market. These initiatives 
included tariff reductions, a shift of specific tariffs to an ad valorem 
basis, introduction of a modern nomenclature, and reduction of import 
surcharges. Regarding public sector management, the program aimed at 
limiting the growth of the public sector, including curtailing certain 
public sector investments, reducing public sector employment, and initi- 
ating actions to improve the cost effectiveness of certain loss-making 
institutions. 

More recently, in October 1986. the Bank appro,Jed a US$26 million 
loan for the AtLantic Agriculture Development Project which aims at 
expanding agricultural exports. The loan was signed in April 1987 and 
approved by the Legislative Assembly in February 1988. 

The Costa Rican authorities have reached agreement with the World 
Bank on the principal elements of the next phase of a structural reform 
program. These include: (i) trade reform policies; (ii) banking 
reform policies; (iii) management of the public sector and public 
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savings targets; (iv) incentive policies and organizational reforms in 
the productive sectors to promote exports; and (v) external debt 
management. The above reform program would be supported by a second 
World Bank structural adjustment loan which was approved by the Board of 
Directors in December 1988 and is now before the Costa Rican Legislative 
Assembly; the overall package is expected to be cofinenced by the 
Government of Japan. The following tabulation describes Costa Rica’s 
financial relations with the World Bank group. 

(In millions of U.S. dollars. as of December 31, 1988) 

A. IBRD/IDA/IFC Operations 

Number of Disbursed 
Credits to Date 

1. IBRD loans 32 486.3 128.6 614.9 199.1 
Agriculture 4 29.7 26.0 55.7 20.9 
Education L 6.0 -- 6.0 0.9 
Export I 25.2 -- 25.2 2.8 
Imports 2 6.5 -- 6.5 6.5 
Industry 3 19.9 -- 19.9 11.8 
POWt?l- 7 126.9 -- 126.9 70.5 
Technical assistance 1 2.8 0.7 3.5 -- 

Telecommunications 4 57.9 -- 57.9 34.9 
Transport 6 107.3 -- 107.3 41.0 
Water supply 1 24.1 1.9 26.0 9.8 
SAL 2 80.0 100.0 180.0 -- 

2. IDA credit 
Transport 

5.5 
5.5 

-- 
- 
-- 

1.7 
1.7 

3. IFC investments 

1 
i 

5 8.2 

5.5 
5.5 

8.2 . . . 

B. 

1982 

Net disbursements 7.5 - 
Gl-OSS 

Disbursements 19.7 
Pincipal 

Repayments -12.2 

Undisbursed Total Repaid 

[BRD Loan Transactions 11 - 

1983 1984 1985 1986 ---- 

5.8 17.0 62.4 31.0 --- 

23.5 36.2 84.1 55.2 

-17.7 -19.2 -21.1 -24.2 

1987 

-18.0 

13.6 

-31.6 

1988 

-27.5 

6.6 

34.1 

source: IBRD. 

11 Data are for fiscal years which end on June 30. 
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Costa Rica--Statistical Issues 

1. Outstanding Statistical Issues 

a. Real sector 

The weights of the wholesale price index (base 1970) and the 
consumer Price index (base 1975) are outdated, New surveys to reweight 
and rebase these indices would seem to be appropriate. 

b. Government finance 

Annual data in IFS are as reported in the Government Finance 
Statistics Yearbook Eluding the operations of the budgetary central 
government and Social Security Funds. Monthly and quarterly data in IFS - 
do not include social security transactions. 

C. Monetary accO”“tS 

The Costa Rican authorities are presently engaged in a program 
aimed at the modernization of the accounting systems of the Central 
Bank, deposit money banks (DtlBs) , and other banking institutions 
COBIs). This work is being undertaken within the framework of Bureau of 
Statistics technical assistance to the Central American Monetary Council 
(CAMC) and its member countries that is intended to establish common and 
consistent monetary statistics for CAMC members. Costa Rica has 
informed the Bureau of Statistics that the new accounting system for the 
Central Bank would be introduced in April 1989, and that work on the new 
system for the DMBs and OBIs had started. 

2. Coverage, Currentness, and Reporting of Data in IFS 

The table below shows the cqrrentness and coverage of data 
published in the country page for Costa Rica in the April 1989 issue of 
IFS The data are based on reports Sent to the Fund’s Bureau of - 
Statistics by the Central Bank of Costa Rica, which during the past year 
have been provided on a timely basis. 



Real Sector 

- 31 - 

Status of IFS Data 

- National Accounts 
- Prices: CPI 

home and import goods 
- Production 
- Employment 
- Earnings 

Government Finance - Deficit/Surplus November 1988 
- Financing November 1988 
- Debt: by currency September 1988 

by residence of lender 1983 

Monetary Accounts - Monetary Authorities 
- Deposit Money Banks 
- Other Financial Institutions 

December 1988 
October 1988 
43 1986 

Interest Rates - Discount Rate 
- Bank Lending/Deposit Rates 
- Bond Yields 

January 1989 
January 1989 
“.a. 

External Sector - Merchandise Trade: ValUeS 
prices 

- Balance of Payments 
- International Reserves 
- Exchange Rates 

October 1988 
October 1988 
1987 
February 1989 
February 1989 

ATTACHMENT III 

Latest Data in 
April 1989 IFS 

1987 
December 1988 
January 1989 
“.a. 
*.a. 
*.a. 
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Summary of Stand-By Arrangement 

1. Principal objectives and targets 

a. To promote a higher rate of economic growth, secure a 
sustainable balance of payments position, and maintain an environment of 
reasonable price stability. The program for 1989 has been designed to 
be consistent with a growth of real GDP of 4.3 percent, a reduction of 
inflation to 12-14 percent from 25 percent during 1988, and a net 
international reserve gain of lJS$40 million. 

b. To normalize the relationship with external creditors on a 
lasting basis by reducing debt to commercial lenders, rescheduling 
bilateral debt, and eliminating arrears that cannot be rescheduled. 
2. Main assumptions 

a. The external economic environment would evolve according to the 
projections contained in the recent World Economic Outlook exercise. 

b. The banking system liabilities to the private sector 
denominated in domestic currency are projected to rise by 17 112 percent 
during 1989. 

The losses of the Central Bank (accrual basis) will be 
equiviient to 3 percent of GDP in 1989. 

d. Balance of payments support in the form of bilateral official 
transfers and multilateral financing is expected to be LlS$lSO million in 
1989. 
3. Principal elements and instruments 

a. Fiscal policy 

(i) The deficit of the central government is expected to 
decline from 2.1 percent of GDP in 1988 to 1.7 percent of GDP in 1989. 
The improvement would come both from higher revenues as the tax reform 
of late 1987 is fully implemented, as infrastructure investment costs 
are offset by contributions from banana growers and exporters, and 
reduced expenditure growth as non-essential investment is postponed and 
a freeze is maintained on public sector employment. 

(ii) In the rest of the nonfinancial public sector the 
surplus would rise form 1.5 percent of GDP in 1988 to 1.9 percent in 
1989 as a result of increases in public utility tariffs and postponement 
of non-essential investment. There would also be revenue from the sale 
of assets, as the remaining operations of the state development 
corporation are privatized. 
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b. Monetary policy 

Although specific ceilings on the growth of credit to the private 
sector will be continued for another year, the authorities will endeavor 
to maintain flexibility in credit allocation. Expansion of the net 
domestic assets of the Central Bank will be limited to 3 percent in 1989 
and will be monitored through quarterly targets: this expansion is 
expected to be consistent with the desired balance of payments results 
and a deceleration of inflation to the target range. Interest rates 
will continue to reflect the interplay of market forces. 

C. External sector policy 

The recent trends in the trade balance suggest the real value of 
the colon gives Costa Rica a competitive position in world markets. The 
authorities will as a minimum maintain the end-1988 real effective value 
of the colon, making such adjustments in the real rate as are required 
by changes in the structure of import tariffs: periodic adjustments will 
be made to the nominal exchange rate to take into account any 
differences between domestic and foreign inflation rates. A schedule 
for the elimination of external payments arrears has been established 
and serves as a performance criterion. 

d. Structural policies 

The authorities will pursue a program of structural reform in order 
to improve the efficiency of resource allocation and the management of 
economic policy. These reforms will concentrate on the areas of the 
structure of tariffs and export incentives in the external sector, 
reforms to improve the stability and competitiveness of the financial 
system, and measures to reduce pricing and marketing distortions in the 
agricultural sector. In addition, the divestiture and pri.Jatization 
plan for the state development corporation will be completed. 

e. Other performance criteria 

Besides the customary clauses on exchange restrictions and arrears 
to the Fund, there is to be a midterm review which will assess the 
progress of the debt reduction operation in addition to program 
performance. 
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Cost* Rica: Schedule of Purchases During Period of Stand-By Arrangement 

Scheduled 
Availability 

Date Amount 
Conditions Necessary 

for Purchase L/ 

May --, 1989 SDR 11.25 million Executive Board approval 
of program. 

After July 31, 1989 SDR 10.25 million Observance of quantita- 
tive performance criteria 
as of June 30, 1989. 

After October 30, 1989 SDR 10.25 million Observance of quantita- 
tive performance criteria 
as of September 30, 1989 
and completion of the mid- 
term program review. 

After January 30, 1990 SDR 10.25 milLion Observance of quantita- 
tive performance criteris 
as of December 31, 1989 
and any other conditions 
to be decided upon in the 
mid-term program review. 

A! Other than generally applicable conditions under the arrangement and 
nonquantitative performance criteria, including the performance clauses on the 
exchange and trade system. 
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San Jose, Costa Rica 
March 29, 1989 

Mr. Michel Camdessus 
Managing Director 
International Monetary Fund 
Washington, D.C. 20431 

Dear Hr. Camdessus: 

1. In the late 1970s and early 198Os, Costa Rica’s economy 
suffered strong external shocks, including a sharp deterioration in its 
terms of trade. Large disequilibria resulted from the attempt to cush- 
ion the shocks, with both the fiscal deficit and external indebtedness 
growing rapidly. Since then, the country has been making efforts to 
reduce external and internal imbalances with a view to laying the basis 

for higher and sustained rates of economic growth. Substantial progress 
has been achieved in improving the public sector finances, in strength- 
ening the external current account balance, and in addressing longstand- 
ing structural rigidities. As a result, economic growth has been 
revived, and advances in meeting the social needs of the population have 
been achieved. 

2. In the most recent period, the country has sought to continue 
the correction of internal imbalances while seeking a solution to its 
extremely heavy debt service obligations. In October 1987 these efforts 
were supported by a stand-by arrangement with the Fund which was extend- 

ed in anticipation of the necessary external financing arrangements 
being concluded during the course of the program. Despite considerable 
effort, not all of the objectives of that program have been achieved, 
and negotiations on a longer term solution to the debt problem have not 
reached a conclusion. 

3. The economic performance for 1988 as a whole was mixed. There 
was a deviation from the program’s fiscal target, as the combined 
deficit of the public sector widened from 3.2 percent of CDP in 1987 to 
over 3.7 percent in 1988, compared to a programmed reduction to 
3 percent. Moreover, shortfalls in external financing necessitated a 
Larger than programmed increase in domestic bank credit to the public 
sector, and credit to the private sector in real terms fell. Consumer 
prices rose by 25 percent during 1988 compared with 16 percent the 
previous year, reftecting, in part, sizeable increases in public utility 
tariffs and a decline in output of a number of food crops due to hur- 
ricane damage. 

4. Output growth in 1988 was higher than expected, due primarily 
to the performance of the external sector. Exports grew by 11 percent 
in U.S. dollar terms, as nontraditional exports expanded by one 

fourth. Revenues from tourism also rose by one fourth. Import growth 
was nearly flat; despite the rapid growth in nominal income, demand for 
foreign goods was moderated by a drawdown of inventories following a 
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large buildup in 1987. Even though these developments contributed to a 
reduction in the current account deficit by the equivalent of 3 l/2 per- 
cent of GDP, the improvement was somewhat smaller than expected, as was 
the increase in net international reserves. Also, anticipated external 
financing did not materialise and there was a further buildup of exter- 
nal payments arrears. 

5. In summary, the path of adjustment has not been a smooth one; 
however, the Government intends to maintain the course toward greater 
stabilization. There is a continuing need to deal with the external 
debt problem, to curb inflationary pressures, and to improve the public 
finances. In addition, recent successes in the export sector must be 
nourished if they are to continue, and structural reform efforts must be 
intensified if resources are to be used more efficiently. 

6. The economic program that has been designed for 1989 aims at 
reducing inflation and consolidating the gains achieved in recent years 
in the external sector so as to lay the foundation for sustained growth 
of output and employment opportunities. The program seeks to raise 
domestic savings, to promote private investment, and to improve the 
efficiency of resource use. To achieve these objectives, the authori- 
ties intend to reduce the combined deficit of the public sector, to 
maintain an appropriate credit policy, and to pursue flexible interest 
rate and exchange rate policies. This policy package will be comple- 
mented by a continuation of the program of structural reform that is 
focused on the import tariff schedule, the financial sector, agricul- 
tural pricing, and the operations of the public enterprises. 

7. Costa Rica’s high level of debt service obligations hinders the 
Government’s ability to implement this program. The authorities feel 
that it is neither desirable nor feasible to rely on new foreign commer- 
cial borrowing, and thus they will continue to seek, in a cooperative 
spirit, an accommodation with external creditors to bring debt service 
payments to a level consistent with the Government’s medium-term macro- 
economic objectives. Such an accommodation would allow for the normali- 
zation of relations with creditors and reduce uncertainties that stand 
in the way of an improvement in the investment climate. 

8. In support of this program, the Government of Costa Rica hereby 
requests a stand-by arrangement for a 12-month period extending through 
April 1990, in the amount of SDR 42 million. The principal elements of 
the program, including the quantitative performance criteria, are set 
forth below. 

9. The strategy underlying the Government’s adjustment program has 
been oriented toward widening and modernising the productive base of the 
economy, with the aim of diversifying exports and competing efficiently 
with foreign suppliers in the domestic market without reliance on high 
levels of protection. The success of this strategy will depend not only 
on the signals and incentives given by appropriate exchange rate and 
interest rate policies, but also on an adequate supply of credit to the 
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private sector. For this purpose, the Government intends to implement a 
fiscal policy that minimizes its use of private savings. 

10. The program envisages a reduction in the combined deficit of 
the nonfinancial public sector and net operating losses of the Central 
Bank to 2.8 percent of GDP in 1989 from 3.7 percent of GDP in 1988. 
Given the limited scope for the Central Bank to reduce its losses 
through discretionary actions (as explained below), the reduction in the 
combined deficit will result from an improvement in the operations of 
the nonfinancial public sector from a deficit of 0.6 percent of GDP in 
1988 to a small surplus in 1989. This will be achieved through a reduc- 
tion of the deficit of the Central Administration from slightly over 
2 percent of GDP in 1988 to 1.7 percent of GDP in 1989, and an increase 
of the surplus of the rest of the nonfinancial public sector from 
1.5 percent of GDP to nearly 2 percent of GDP. 

11. The reduction in the deficit of the Central Administration 
will reflect both improved revenue performance and spending restraint, 
rspecialLy with respect to current expenditure. In November 1987, the 
Legislative Assembly approved a tax package that included increases in 
direct and indirect taxes, a broadening of the tax base, and reforms of 
the tax collection process. In 1988, the first year of the tax reform, 
the Government faced difficulties in the implementation of some of the 
measures, including Legal challenges to the updated property valuations, 
administrative bottlenecks (especially with the extension of taxpayers’ 
registry beyond the urban areas), and opposition of vested interests to 
specific tax provisions. These problems have largely been resolved. In 
addition, banana exporters and producers have agreed to make in 1989 a 
contribution to the Government of 6 0.7 billion to cover part of the 
cost of upgrading export infrastructure. As regards expenditure, we 
intend to continue our policy of restraint which has resulted in the 
reduction in spending relative to GDP. In 1989, central administration 
expenditure is to be limited to t 73 billion, an increase of about 
19 percent over 1988, which is below the projected rate of growth of 
nominal GDP. To achieve the spending targets, specific policy actions, 
including wage restraint, cutbacks in transfers to the rest of the 
nonfinanciaL public sector, and reform of export subsidies (CATS) are 
being implemented. To monitor the implementation of the Government’s 
expenditure policy, quarterly limits have been established which are 
given in Table 1. 

12. The policy of restraining the growth of the wage bill will 
continue to rely on a freeze in public sector employment that has been 
in effect since 1985. Some merit and seniority increases will be granted 
to professionals to retain qualified personnel, and to educational 
workers according to long-term agreements; apart from this, wage policy 
will ensure that salary adjustments will not cause the public sector 
wage bill to rise in real terms. Wage adjustments in the public enter- 
prises will be monitored closely to ensure that they do not exceed those 
in the Central Administration. 
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13. In order to reduce the 1989 budgetary cost of the export 
subsidy scheme of negotiable tax exemption certificates for nontradi- 
tionel exports (CATS). the maturity period of the certificates (i.e., 
the waiting period before they can be redeemed) has been extended from 9 
months to 12 months. 

14. In the rest of the public sector, the Government’s overall 
policy will be to maintain the tariffs and charges of the decentralised 
agencies and public enterprises at levels that are sufficient to meet 
the operating and debt servicing costs and a substantial share of their 
investment expenditure. In line with this policy, the electricity 
tariffs of ICE--a major public enterprise with large foreign indebted- 
ness--were raised by 37 percent in the period November 1988-February 
1989. The telecommunication tariffs of ICE are scheduled to be raised 
by 20 percent in March 1989. Prices of various grain products sold by 
the national marketing agency (CNP) were raised in December 1988; wheat 
prices, which were the most out of line with international prices, were 
raised by 34 percent. To monitor the financial position of the major 
public enterprises, indicative quarterly targets have been established 
for the overall surpluses of the five largest public enterprises and 
decentralized agencies (the social security agency, CNP, RECOPE, ICE, 
and the social protection board), which are also set out in Table 1. 

15. In the area of social security, the Government will continue 

its policy of resisting the extension to the whole public sector of a 
privileged retirement system that now applies to a limited portion of 
public employees, unless such an extension would be made self-financing 
through a corresponding increase in employees’ contributions, The 
contribution rates in the different retirement systems will be revised 
with a view to making them more comparable, based on actuarial studies 
now underway. These studies also will identify ways to improve the 
actuarial position of the pension funds. 

16. It is the intention of the Government not to increase its 
floating debt during the period of the program above the level outstand- 
ing as of end-1988, except for seasonal factors. 

17. The losses of the Central Bank largely reflect the assumption 
of public sector external debt by the Central Bank and the subsequent 
depreciation of the colon. As such, there is limited scope for reducing 
these losses except through a negotiated arrar,gement to reduce external 
indebtedness. Until such an arrangement has been put in place, it is 
projected that the losses of the Central Bank will be equivalent to 
about 3 percent of GDP in 1989, the same as in 1988. 

18. Monetary policy for 1989 has been designed to be consistent 
with a reduction in the rate of inflation to about 12-14 percent. In 
order to reach the objective for net international reserves, and assum- 
ing no change in the velocity of money, the rate of expansion of the net 
domestic assets of the Central Bank will be limited to about 
3 l/2 percent. Quarterly ceilings have been established for the net 
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domestic assets of the Central Bank, which are set out in ‘Table 2. l’lle 
improved performance of the nonfinancial public sector will permit a 
reduction in its outstanding internal indebtedness. Quarterly limits ,on 
the domestic financing of the nonfinancial public sector :hat cake 
account of seasonal factors and the expected foreign financing are set 
out in Table 3. 

19. The credit program allows for an increase in bank credit to 
the private sector of 13 l/Z percent during 1989. In early 1988, ceil- 
ings on credit to the private sector by individual banks were reintro- 
duced in the aftermath of a crisis in the nonbank financial sector. 
Atthough such problems have been Largely overcome7 for reasons of 
prudence the system of ceilings ilill be kept in place for the time 
being, but an effort will be made LO maintain flexibility in the manage- 
ment of the credit program. 

20. The evotucion of interest rates in recent years has reflected 
the Government’s policy to let rates be determined by the interplay of 
mark-et forces; this policy has contributed to an increase in the hold- 
lngs of real financial assets by the private sector. The Government 
will continue to pursue a flexible interesr rake policy to maintain the 
accractiveness of sa.;ing in domestic currency. At present, most 
interest rates in the banking system are positi.Je with respect to cur- 
rent inflation and will be maintained 3s such during the program period. 

?I. In Line wi[h the (objective of fostering export-Led growth. the 
Government intends to continue its flexible exchange rate policy which 
seeks to maintain chr country’s competitive position through periodic 
adjustments of the value of the colon in the light oi relative price and 
balance of payments developments. It is the Gw.~errrmcnt’s intention not 
to allow a rise in the value of the colon in real terms with respect to 
Lhe level of December, 1988. Flexible exchange rate management wiL1 be 
particularly important in the period ahead as the r.?cent and prospective 
import tariff reductions may require a real depreciation of the colon. 
Attention also will be paid to the relation between the exchange rate 
and wage policy. To reduce potential inflationary pressures arising 
frcm private sector wage adjustments, the Government will seek to empha- 
size the central role of changes in labor productivity for determining 
wage settlements. 

22. The external current account deficit is expected to decline by 
I/? percent of GDP from 1988 to 1989, on the assumption that the terms 
‘of trade will be largely unchanged. Exports are expected to continue to 
expand at last year’s pace, while imports are expected to rise about in 
line with the growth of dollar-denominated GDP, now that the inventory 
situation has returned to normal. After taking into account projected 
capitai inflows and debt relief from official and commercial creditors, 
net international reserves of the Central Bank are targeted to increase 
hv US$40 million in 1989. Quarterly targets for net international 
reserves that reflect seasonal factors as well as the expected timing 01 
toreign disbursements and excepcionnl financing are set out in 
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Table 4. The present policy of not granting exchange guarantees on 
external obligations will be maintained. 

23. After taking into account official debt rescheduling and 
balance of payments support from official and multilateral sources, 
Costa Rica is faced with a financing gap equivalent to more than 2 per- 
cent of GDP over the medium term. Reliance on adjustment policies alone 
to close this gap would impede the recovery of investment and constrain 
economic growth. The Government has entered into negotiations for a 
debt reduction package with commercial banks. We have proposed a two- 
stage scheme, with a debt buyback in the first stage and a menu of 
options regarding the treatment of the remaining debt in the second 
stage. We envisage it would be possible to buy back about one half the 
outstanding debt with commercial banks by early October, 1989. During 
the period of these negotiations, Costa Rica will make partial interest 
payments to commercial banks of at least US$ll million a quarter. UP”” 
Executive Board approval of the arrangement, the Government will request 
a rescheduling of arrears (including previously rescheduled debt) and 
current maturities from the Paris Club creditors. Arrears other than 
those which creditors have expressed a willingness to consider refinanc- 
ing will be reduced according to a schedule that takes into account the 
projected flow of foreign exchange and that is set out in Table 5. No 
additional arrears will be incurred during the period of the arrangement 
(except for those subject to negotiations with commercial banks) and all 
arrears would be eliminated by the end of the arrangement. 

24. The objective of external debt management will be to improve 
the terms and maturity structure of external debt. To this end, the 
Government intends to rely on long-term development credits for financ- 
ing public sector investment and to minimize recourse to borrowing on 
commercial terms. New foreign loans contracted or guaranteed by the 
public sector (including public enterprises and financial institutions) 
with maturities of over one year and up to and including 12 years, will 
be limited to US$60 million in calendar year 1989. Within this ceiling, 
new commitments or guarantees of loans with maturities of over one year 
and up to and including five years will be limited to US$30 million. 
These ceilings exclude any loans contracted with official creditors for 
the purpose of financing a buyback of commercial bank debt, as well as 
rescheduling of current and past obligations with Paris Club 
creditors. In the event that debt relief granted by the Paris Club 
creditors turns out to be greater than the amount assumed under the 
program, the target for net international reserves will be raised by the 
amount of the additional debt relief. In addition, the stock of exter- 
nal short-term debt of the public sector at end-1989 shall not exceed 
its level at end-1988. 

25. Consistent with its medium-term objective of higher growth of 
output and employment, the Government also is committed to continuing 
its implementation of structural reforms to support the demand manage- 
ment policies of its program. Many of these reforms are being supported 
with financial and technical assistance from multilateral and bilateral 
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agencies. These reforms are concentrated in four main areas: reform of 
the import tariff system and incentives in the external sector; reform 
of the financial sector: restructuring of the pricing, marketing, and 
subsidy policies in the agricultural sector; and privatization and 
racionalization of public sector enterprises. 

26. In the external sector. these reforms are aimed at fostering 
export-led growth and diversification by reducing the level and disper- 
sion of effective protection and by reducing the fiscal costs and dis- 
tortionary effects of the present export incentive scheme. Since 1986. 
Costa Rica has been Lowering the average import tariff rate and its 
dispersion, and the Government is committed to further semiannual reduc- 
tions in tariff rates to achieve a maximum rate of 40 percenr by the end 
of 1990. Within this framework tariffs on raw and intermediate mate- 
rials and capital 3oods will be reduced below 20 percent. The presenr 
scheme of issuing negotiable tax exemption certificates to encourage 
nontraditional exports (CATS) will be reformed by June 30. 1969 by 
structuring the eligibility criteria according to value-added, repional, 
and employment criteria. The new system of investment and production 
incentives will be consistent with the obligations of GATT membership. 
In addition, the advance foreign exchange deposit requirement will be 
reduced from 50 percent at the end of 1988 to a maximum of 10 percent by 
the end of 1989. 

27. In the financial sector, the reforms are aimed at improvin3 
the quality of the state banks’ loan portfoliot strengthening the super- 
vision and control of financial intermediaries, and increasing competi- 
tion in the banking sector. In the fall of 1988, a comprehensive 
package of Legal reforms was approved to address these 3oals, in part by 
providing a more reasonable valuation of banks’ Loan portfolios and 
allowing for penalty interest. rates on overdue loans. As noted? [he 
instability that occurred in the nonbank~ financial sector in 1987-28 has 
been overcome, and the recent legislation strengthens the authority of 
the Superintendency of Banks and extends its control o,;er nonbank inter- 
mediaries. This program and the new legal framework should promote 
financial modernization and inno,;ation and contribute to greater compe- 
Lition and a narrowin of interest rate spreads, which should give 
additional incentives to investment. 

25. The structural reforms in the agricultural sector are geared 
to reducing pricing and marketing distortions, mainly those arising front 
the monopoly position of CNP in the importation of wheat. It shall be a 
general policy to avoid subsidies to producers or consumers. Al i-hou3h 
some qualitative import restrictions will be kept in place until 1990, 
trade by private parties is being introduced in a move toward more 
efficient use of limited resources. To assist in this effort, agricul- 
tural credit policy has been designed so as to direct resources toward 
newer, more efficient crop production. 

29. The program of di,lestiture of subsidiaries of the state-owned 
development corporation (CODESA) is expected to be completed by the end 



- j? _ ATTACHMENT VI 

of 1989. Since 1986, 15 enterprises have been liquidated, 3 enterprises 
have been absorbed by other public sector entities, CODESA’s minoricy 
Interest in 6 enterprises has been divested, and the process of divesr- 
ing to the private sector LO percent ownership in 2 strate3ic public 
sector enterprises has commenced. In addirion. a program to improve the 
management of the public finances is being supported by the World 
Bank. This program will involve measures to pramoce cost effectiveness, 
rationalization of the public investment program, a reduction of ear- 
marking of revenues for specific uses, and limitations on the growth of 
current expenditure. 

30. The Covecnmenr of Costa Rica believes that the policies set 
forth in this Letter are adequate to achieve the objectives of the 
program, but will Lake any further measures that may became appropriate 
for this purpose. The Government will consult with the Fund on the 
adoption of any measure that may be required in accordance with the 
Fund’s policies on such consultations. A review of the program with the 
Fund to assess policy implementation and pro3ress toward concluding 
!i?.ancing arrangements will be completed b:; t<“jemLer 1989: at the time 
of this review the Government will present its plans for dealing with 
the serlicinp of the remaining bank debt. 

Sincerely, 

Is/ 
Fernando Naranjo Villalobos 

Minister of Finance 

lsl 
Eduardo Lizan” Fait 
Executive President 

Central Bank of Costa Rica 
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Table 4. Costa Rica: Targets for the Stock of the Net 
International Reserves of the Central Bank 11 

(In millions of U.S. dollars; end of period) 

Periods Stock Outstanding 21 

December 31, 1988 (actual) -67 

March 31, 1989 2/ -51 

June 30, 1989 -77 

September 30, 1989 -64 

December 31, 1989 41 -27 

A/ Defined as the difference between the Central Bank’s gross foreign 
assets and short-term foreign liabilities, including its net position 
with the Fund. This definition excludes the increase in foreign cur- 
rency deposits since December 1986 as well as any resources contributed 
for the purpose of a debt buyback. Short-term liabilities include the 
revolving credit and the new money from the 1983 and 1985 commercial 
bank reschedulings; any reductions in these liabilities because of debt 
conversion operations shall not count against the target. The defini- 
tion also includes any arrears on commercial payments and external debt 
service that are to be settled in cash. These targets take into account 
an expected debt rescheduling with Paris Club creditors in 1989. The 
targets will be revised upward by any amount of debt relief granted by 
Paris Club creditors in excess of program assumptions. The targets also 
will be revised upward by any shortfall in interest payments to 
commercial banks from the minimum amount of US$ll million a quarter 
during 1989. 

21 Excludes interest arrears to commercial banks of US$248 million as 
of-December 31, 1988, assumed to be settled in conjunction with the debt 
reduction package. 

J/ Indicative target. 
41 This target will be adjusted downward by up to the equivalent of 

20-percent of access under this stand-by arrangement to the extent that 
Costa Rica’s net international reserves are used to buy back commercial 
bank debt. 
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Table 5. Costa Rica: Limits for the Stock of 
External Payments Arrears l/ - 

(In millions of U.S. dollars) 

Periods Limits 2/ - 

December 31, 1988 (actual) 131 

March 31. 1989 31 131 - 

June 30, 1989 100 

September 30. 1989 72 

December 31, 1989 44 

I! Defined as the stock of arrears on medium- and Long-term external 
pu’dlic debt (excluding those which creditors have expressed a 
willingness to consider refinancing), plus the outstanding balance of 
deposits for foreign exchange requests held by the Central Bank of Costa 
Rica in excess of 15 working days. 

2/ Excludes interest arrears to commercial banks of US$248 million as 
of-December 31, 1988, assumed to be settled in conjunction with the debt 
reduction package. 

J/ Indicative target. 


