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This report was prepared for the Costa Rican government in
response to its request for assistance from the joint United Nations
Development Program/World Bank Trade Expansion Program. The report
was directed by John Nash (World Bank) with the participation of Jonathan
Coleman (consultant), Steven Graubart (consultant), Nancy Jesurun-
Clements (consultant), Ramon Lopez (consultant), Julio Nogues (World
Bank), and Claudia Sepulveda (consultant). The mission received much
valuable support from the World Bank country officer for Costa Rica, Mr.
Federico Changanaqui. The main mission visited Costa Rica from August
5-16, 1991, with subsequent trips from August 26-30 by Mr. Nogues, and
October 18-31 by Ms. Jesurun-Clements. Excellent logistical support was
provided by the resident UNDP mission, under the direction of Mr. Bruno
Guandalini, as well as by counterparts in the Ministry of Foreign Trade,
particularly Minister Roberto Rojas, Vice-minister Bernardo Kopper, and
Ms. Teresita Quesada.

The views and recommendations of the report are those of the
authors and do not necessarily reflect those of the United Nations
Development Program or the World Bank.
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Executive Summary

Macroeconomic policy issues and trade policy reform

The public deficit-and the expectation that it will increase substantially in the next few years-is

one of the largest obstacles to achieving macroeconomic stability and realizing the full benefits of

Costa Rica's trade policy reforms. The deficit interferes with potential salutary effects of reforms in

many ways.

Experience in many countries shows that successful integration in the world economy requires

that the real exchange rate be maintained at a stable and sufficiently depreciated level. The large

deficit fuels both inflationary expectations and actual inflation, making this difficult to achieve. The

deficit also keeps real interest rates high; thus it is hard for businesses to adjust to the new trade

policies. To a large extent the failure to achieve a permanent solution to the public sector

disequilibrium has made monetary and exchange rate policies less effective in reducing inflation and

the current account deficit. The high level of the current account deficit-now running at an

unsustainably high 7.5 percent of GDP-makes the trade reforms less credible, since in the past

import surcharges or prior import deposits have been used to control such deficits. In addition to

these effects of the deficit, public sector spending generates a significant appreciation of the real

exchange rate, further interfering with trade reforms.

Although the consolidated public sector deficit fell in 1991, almost all of the improvement came

from increased revenues (temporary import and sales tax surcharges and increased charges for public

sector goods and services) and a precipitous decline in capital spending. Real current spending

continued to increase rapidly. Surcharges have now expired and capital spending is urgendy needed

on trade infrastructure (ports, roads, airports). Therefore, sustainable reduction in the fiscal deficit

will require a major contraction in current public expenditures. This, in turn, will require a large

reduction in public sector employment (a conservative estimate would be 15-20 percent of the public



sector labor force) within the next two years and further compression of public sector wages. The

tight monetary and domestic credit policies will also need to continue, to permit a significant

deceleration of inflation and a further depreciation of the real exchange rate as the trade liberalization

measures take effect. This should further reduce the current account deficit, bringing it below 5

percent of GDP, perhaps a sustainable level in the long run.

This new fiscal and monetary tightening will require greater price and wage flexibility to avoid a

slowdown in economic growth and a substantial increase in unemployment. For the private sector,

absorbing the labor force released from the public sector and adapting to the structural changes

implied by trade liberalization will require a recovery of private investment in both physical and

human capital. The large number of minimum wages and the high social security and other wage

taxes (the highest among developing countries) prevent wages and prices from adjusting to maintain

growth rates and employment levels. Minimum wages have been shown to reduce the demand for

labor overall, as well as discouraging businesses from providing the kind of on-the-job training for

employees that would facilitate adjustment. Minimum wage adjustments should be kept substantially

below expected inflation rates, and the 80 or so different rates need to be consolidated into a single

minimum wage. At the same time, reform of the social security system and other wage taxes should

be given high priority. It is estimated that labor costs overall need to fall by 7-8 percent a year in the

short run to avoid increased unemployment. In the longer run, of course, increased productivity

growth will set wages on a sustainable high growth path.

Interest rates also need to fall to assist the recovery of private investment. Reduced inflationary

expectations and sustained lower public sector deficits (that reduce govermnent borrowing in domestic

capital markets) will be important in lowering these rates, as will allowing private financial

institutions to compete on an equal basis with state banks. By decreasing the large gap between
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