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IMF Executive Board Concludes Article IV Consultation with Costa Rica

On May 16, 2016, the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation! with Costa Rica.

Background

Costa Rica bounced back quickly from the 2008-09 global crisis, but growth, despite picking up
in the last two years to 3.75 percent, has stayed below trend, while macro vulnerabilities, mainly
from the weak fiscal position, have risen. Failure to reverse the counter-cyclical budgetary
stimulus imparted in 2009, and a rising interest bill since then have pushed the deficit to about 6
percent of GDP in 2015-16. This has placed the public-debt-to-GDP ratio on an unsustainable
path, which is fast approaching levels shown to increase risks of disorderly adjustment for
emerging economies. Inflation, on the other hand, has been on a trend decline, and has turned
negative in 2015, owing largely to lower oil prices. The current account, benefiting from the
positive terms-of trade shock, has shrunk to about 4 percent of GDP and is entirely financed by
Foreign Direct Investment. Continuing fast expansion of dollar-denominated credit, facilitated by
a stable exchange rate, has exacerbated vulnerabilities in the financial sector, rendering further
improvements in regulation and supervision even more important.

Growth is expected to accelerate to 4.25 percent in 2016 supported by the dissipation of the one-
off effects arising from a withdrawal of Intel’s manufacturing operations, further terms-of-trade
improvement, and current accommodative monetary policy stance. The output gap is anticipated
to stabilize in 2016, and then close over the medium term. The baseline scenario contemplates
fiscal consolidation measures of 2.25 percent of GDP over the medium term. The central

L Under Atrticle IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually
every year. A staff team visits the country, collects economic and financial information, and discusses with officials
the country's economic developments and policies. On return to headquarters, the staff prepares a report, which
forms the basis for discussion by the Executive Board.
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government overall deficit would decline moderately to 5.25 percent of GDP and the public debt
ratio would reach almost 55 percent of GDP by 2021. Inflation is expected to return to the center
of the new 2—4 percent target range by end-2016 and hover around that value through 2021,
buttressed by continued prudent monetary policy. The current account deficit should widen
slightly to 4.25 percent of GDP over the medium-term, amid gradual recovery of international
commodity prices.

Risks to the outlook are tilted to the downside. Concerning external factors, in the case of faster
US monetary policy normalization, slightly upside risks prevail, with a positive impact of higher
US growth more than offsetting the negative influence of tighter global financial conditions in
the short run. However, extreme bouts of market volatility could inflict serious damage.
Continued real exchange rate appreciation can negatively affect external competitiveness.
Deeper-than-expected slowdowns in the rest of the world could also hamper Costa Rica’s
growth. On the domestic side, the persistent large fiscal deficits could render the economy
vulnerable to sudden changes in financial market conditions, necessitating an increase of
domestic interest rates, which would weigh on private investment and growth. Financial stability
could be jeopardized by substantial currency depreciation, mainly through higher non-
performing loans.

Executive Board Assessment?

Executive Directors commended Costa Rica’s rapid recovery from the global financial crisis.
However, Directors noted that recent growth rates, while increasing over the last two years, have
moderated below trend and macroeconomic vulnerabilities have increased arising mainly from
the large fiscal deficits and high dollarization. They stressed the importance of a well-calibrated
policy mix and broad political consensus to ensure macroeconomic and financial stability and
support inclusive growth.

Directors welcomed the authorities’ fiscal consolidation strategy focusing both on revenue and
expenditure measures. They took positive note of the plans to increase tax collections, impose
tougher sanctions against evasion, and implement the income tax reform as well as the VAT
reform with targeted support to offset the impact on lower-income households. The planned
reduction in the growth of current expenditures will also be important. Directors supported

2 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of
Executive Directors, and this summary is transmitted to the country's authorities. An explanation of any qualifiers
used in summings up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.
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phased adjustment over the medium term with significant frontloading to balance the objectives
of maintaining growth and lending credibility to the adjustment effort. They emphasized that full
implementation of the planned fiscal reforms will be critical to reducing the large budget deficit
and stabilize the level of public debt over the medium term.

Directors viewed the current expansionary monetary policy stance to be appropriate and
commended the progress made toward the inflation targeting regime. Welcoming the removal of
the exchange rate band, they highlighted that gradual steps towards greater exchange rate
flexibility would strengthen the credibility of the inflation-targeting framework and protect
against shocks. Directors also saw merit in deepening of the foreign exchange market, thereby
facilitating greater exchange rate flexibility.

Directors noted that while the financial system is sound, regulatory upgrades aimed at reducing
dollarization and strengthening supervision will be important going forward. They encouraged
the authorities to fully implement the 2008 FSAP recommendations, gradually adopt Basel 111
standards, and improve cross-border supervision. Directors observed that greater competition
between public and private banks would help lower interest rate spreads and foster further
financial deepening.

Directors called for stronger emphasis on structural reforms to boost Costa Rica’s growth
potential and competitiveness. They encouraged greater private sector participation in the energy
sector, along with a review of the tariff-setting framework, and infrastructure upgrades, notably
to ease transportation bottlenecks. They saw scope for efficiency gains and improvement in
educational outcomes. Directors stressed that more efficient education and social spending would
especially benefit the most vulnerable segments of the population and foster more inclusive
growth.

INTERNATIONAL MONETARY FUND 3
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Table 1. Costa Rica: Selected Social and Economic Indicators, Baseline Scenario 1/ 2/

Population (2014, millions) 4.8 Human Development Index Rank (2013) 68 (out of 187)
Per capita GDP (2014, U.S. dollars) 10,425 Life expectancy (2013, years) 80.0
Unemployment (2014, percent of labor force) 9.7 Literacy rate (2014, percent of people ages > 15) 98.0
Poverty (2014, percent of population) 22.0 Ratio of girls to boys in primary and secondary
Income share held by highest 10 percent of households 394 education (2013, percent) 103.0
Income share held by lowest 10 percent of households 1.7 Gini coefficient (2012) 48.6
Est. Proj.
2012 2013 2014 2015 2016 2017

(Annual percentage change, unless otherwise indicated)
Output and Prices

Real GDP growth 5.2 18 3.0 37 4.2 43
Output gap (percent of potential GDP) 2.8 04 -0.8 -11 -0.9 -0.6
GDP deflator 39 42 4.7 22 34 32
Consumer prices (end of period) 4.6 37 5.1 -0.8 30 30
Money and Credit

Monetary base 16.9 10.2 104 9.2 9.1 9.0
Broad money 10.7 77 154 6.6 8.6 83
Credit to private sector 134 12.2 175 118 12.1 12.0
Monetary policy rate (percent; end of period) 5.0 38 53 23

(In percent of GDP, unless otherwise indicated)
Savings and Investment

Gross domestic investment 20.5 18.8 19.6 19.1 19.1 193
Gross domestic savings 153 138 149 151 14.9 15.0
External Sector
Current account balance -5.2 -5.0 -4.7 -4.0 -4.2 -4.3
Of which: Trade balance -116 -113 -10.5 -10.2 -10.2 -104
Financial and capital account balance 95 6.4 46 6.2 51 51
Of which: Foreign direct investment 41 48 4.0 41 43 43
Change in net international reserves (increase -) -2,110 -461 113 -622 -500 -500
Net international reserves (millions of U.S. dollars) 6,857 7,331 7,211 7,834 8,334 8,834
Public Finances
Central government primary balance -23 -2.8 -31 -3.0 -24 -15
Central government overall balance -4.5 -5.6 -6.0 -5.8 -5.8 -54
Central government debt 343 36.0 393 424 45.0 473
Consolidated public sector overall balance 3/ -4.5 -54 -5.6 -6.0 -6.2 -5.7
Consolidated public sector debt 4/ 376 42.0 432 46.0 479 49.6
Of which: External public debt 73 89 10.5 117 12.2 12.7

Memorandum Item:
GDP (US$ billions) 46.5 496 49.6 529 56.9 60.8

Sources: Central Bank of Costa Rica, Ministry of Finance, and Fund staff estimates.

1/ Includes cuts in transfers of about 0.4 percent of GDP, another 0.2 percent of GDP of expenditure cuts in a 2016 supplementary budget,
broadening of the VAT base and higher taxes on sales of vehicles and real estate from the last quarter of 2016, increase in marginal income tax
rates on higher-income brackets from 2017, as well as further amendments to the corporate income tax and moderate gains from improved tax
administration.

2/ Data for 2012-15 reflect new nominal and real GDP data released by the authorities under new statistical standards and new base year 2012.
The methodological changes resulted in an upward revision in nominal GDP of about 2Y2 percent in the base year, as a result mainly of a higher
share of the rapidly growing services sector. Pending the release of the full new historical GDP series, nominal and real GDP prior to 2012 are
staff estimates using new 2012 GDP data by component, and available past growth rates of components under the old standards.

3/ The consolidated public sector balance comprises the central government, decentralized government entities, public enterprises, and the
central bank, but excludes the Instituto Costarricense de Electricidad (ICE).

4/ The consolidated public debt nets out central government and central bank debt held by the Caja Costarricense del Seguro Social (social
security agency) and other entities of the nonfinancial public sector.
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COSTA RICA

STAFF REPORT FOR THE 2016 ARTICLE IV CONSULTATION

KEY ISSUES

Context. Growth moderated to below trend in 2013-15. In 2015, the output gap
widened notwithstanding the modest pick-up in growth to 3% percent. GDP is expected
to return to potential over the medium-term. Inflation dove into negative territory
following the sharp decline in imported oil prices, but is projected to return to the 2-

4 percent target range by end-2016. The exchange rate (XR) remained stable despite the
removal of the band, and reserve accumulation resumed strongly. Risks to the outlook
are tilted to the downside, notably from large fiscal deficits and high dollarization.

The short-term policy mix should be characterized by the start of fiscal tightening
and continuation of a supportive monetary policy. The authorities appropriately
intend to begin gradual fiscal adjustment in 2016 to reduce the sustainability gap,
though most of the measures require approval by the opposition-controlled Congress.
The tighter fiscal stance and cyclical conditions call for a continued accommodative
monetary policy, consistent with bringing inflation back to the target range.

Steady fiscal consolidation is required over the medium term. The authorities’ fiscal
plan, which contemplates somewhat front-loaded consolidation followed by more
gradual adjustment, is appropriate to bring public debt on a sustainable footing, while
maintaining robust growth. Swift adoption of fiscal reforms submitted to Congress and
administratively-determined spending cuts is critical to achieve these objectives.

It is important to strengthen the monetary policy framework. Higher XR flexibility is
useful to complete the transition to inflation targeting. It would be facilitated by FX
market deepening. Fostering the secondary government bond market would also help.

Further improvements in financial system regulation and supervision, as well as
structural reforms to stimulate inclusive long-term growth, are also needed.
Additional regulatory upgrades may be necessary if recently adopted measures do not
succeed in reversing the trend toward increased credit dollarization. Efforts should be
undertaken to bolster consolidated and cross-border supervision, strengthen
creditworthiness assessments, implement pending 2008 FSAP recommendations, and
gradually adopt Basel IIl standards. Steps to boost potential growth include easing
infrastructure and regulatory bottlenecks, increasing efficiency of education and social
spending, and improving the financial architecture.
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OVERVIEW

1. Having bounced back quickly from the global crisis, growth has moderated below
trend and macro vulnerabilities, mainly from the weak fiscal position, are rising. After falling
modestly in 2009, real GDP surged in 2010-12. Since then, however, growth has remained below
potential, with the latter also declining. Hence, structural impediments must be removed to maintain
sustained rates of economic expansion. The counter-cyclical budgetary stimulus imparted in 2009
pushed the deficit above 5 percent of GDP in 2010 (mainly through a rise in wages and transfers).
The deficit has crept up further to 6 percent since then, placing the public-debt-to-GDP ratio on an
unsustainable upward trajectory and fast approaching levels associated with higher risks of
disorderly adjustment in emerging economies. Continuing fast expansion of dollar-denominated
credit, facilitated by a stable XR, exacerbates vulnerabilities in the financial sector, rendering further
improvements in regulation and supervision even more important.

2. Policy actions have been broadly consistent with past Fund advice. The authorities
submitted to Congress a fiscal reform package that is in line with staff advice, though its approval
will require cooperation of opposition parties (122). Other measures consistent with past Fund
advice include: (i) the removal of the XR band in early 2015 and continued reserve accumulation (15),
(i) the reduction in the inflation target range in 2016 to 2—4 percent, in line with the average
inflation of trading partners (14), and (iii) tightening of prudential requirements to discourage
dollarization (128). The large easing of monetary policy was an appropriate response to the
unexpectedly sharp decline in headline and core inflation amid low international oil prices (14).
Additional progress is needed to implement the 2008 FSAP recommendations (129).

RECENT ECONOMIC DEVELOPMENTS AND OUTLOOK
A. Recent Developments

3. A third year of growth below potential has resulted in a moderate output gap. Having
expanded by almost 5 percent annually in 2010-2012, growth slowed to 2%z percent in 2013-14.
This reflected both gradual weakening of

domestic demand following the rebound from GDP growth, Potential and Output Gap

.. . (Percent)
the 2008-09 crisis as well as sluggish export 9
growth, the latter mirroring the pace of the U.S. ? _g::g:g;i
recovery. Growth picked up to 3% percent in Y |\ — Potential growth
2015, as the boost to domestic demand from 5
improved terms of trade, associated with lower 4 W TN T
commodity prices, and higher investment more ;
than offset the drag from Intel manufacturing’s 1
closure, adverse weather conditions for the 0 I |
main agricultural export crops, and slightly ;
contractionary financial conditions—the latter 2007 2008 2009 2010 2011 2012 2013 2014 2015
reflecting higher real lending rates and real Sources: National authorities, and IMF staff estimates
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appreciation (19). Nevertheless, both private and public investment recovered significantly, the latter
supported by construction of a new port terminal and public water systems. Overall, with growth
below its trend rate of 4 percent during 2013-15, a negative output gap of about 1 percent of GDP
has opened up (Analytical Note (AN) VIII).! The unemployment rate has been elevated since the
crisis; its slight decline in 2015 was mainly due to lower participation from discouraged workers.

4. The central bank took advantage of the favorable shock from lower oil prices to
reduce its inflation target range. Inflation increased sharply and breached its upper limit in 2014,
owing mostly to the pass-through to domestic prices from XR depreciation in early 2014. The breach
was short-lived, though, as the sharp decline in imported oil prices, tight monetary policy, and a
widening output gap drove inflation into negative territory by the second half of 2015. The central
bank reacted by cutting the policy rate by 350 basis points to 1% percent. It also availed itself of the
propitious circumstances—with inflation projected to stay below the 3-5 target range until the end
of 2016 and inflation expectations falling for the first time below the center of the range—to lower
the target to 2—-4 percent, in line with average inflation of trading partners.

24 25
Headline Inflation Costa Rica: Inflation Decomposition

20 (Percent, y-0-y) 50 | (Contribution to growth y/y, in percent)
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Sources: Haver, BCCR and Fund staff calculations. Sources: Haver analytics and Fund staff estimates.
5. The exchange rate has been stable despite abandonment of the band regime, and

reserve accumulation has resumed strongly. After a short period of heightened volatility in early
2014, amid increased prospects for U.S. monetary policy normalization, the XR quickly stabilized
again about 6-7 percent above the floor of the XR band, and remained there despite the early-2015
removal of the band, in line with Fund advice to strengthen the inflation targeting framework. A
lower current account deficit—4 percent of GDP in 2015, driven by lower oil prices—as well as
continued government Eurobond issuance, resilient FDI flows, and increased net foreign bank
liabilities to meet renewed demand for credit in FX resulted in continued strong foreign reserve
accumulation, in line with the authorities FX purchase program, to $7.8 bn at end-2015, above the

Y Intel's closure resulted in both lower real GDP and lower potential output of ¥% percent of GDP in 2014-15, without
any effect on the output gap in the short run.
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IMF adequacy metrics.2 Nonetheless, in December 2015 and early 2016, reserves declined
somewhat, as FX demand, including by financial intermediaries, increased and the central bank
accommodated it, resulting in a flat XR.

6. The external position is close to equilibrium, with competitiveness largely unchanged
in 2014-15. In the first half of 2014, a third of the 30 percent real effective exchange rate (REER)
appreciation accumulated over the last decade was undone, as nominal colén depreciation
outpaced a growing inflation differential. Since then, however, the REER rose steadily until stabilizing
about 5 percent above its end-2013 level. At the same time, this increase is consistent with the
change in the REER equilibrium value and, as a result, competitiveness has not deteriorated (Box 1).
In particular, multilaterally consistent estimates under the EBA and other regression-based
approaches support this view. Nevertheless, productivity-enhancing reforms (132) and wage
restraint are needed to maintain Costa Rica's competitiveness in world markets. Fiscal consolidation
(118-23) would also buttress long-term external stability.

External Sustainability Assessment
Costa Rica: Implied Undervaluation ("+" = Overvaluation)

CA jected
projected/ REERgap REER gap (2014 REER gap (2012

CA norm cyclically- (updated) AlV) ALV)

Regression-based methods adjusted P

Macroeconomic Balance -3.2 -39 19 -0.8 79
External sustainability (ES) -24 -4.5 6.8 132 8.5
ES (NFA exclud. FDI) 72 -45 71 -59 NA

EBA

Macroeconomic Balance -4.7 -39 -21 -4.7 85

Average -0.1 0.5 9.9

Sources: Fund staff estimates.

7. Failure to reverse the countercyclical fiscal policies implemented during the global

financial crisis put public debt on a rapid Central Government

upward trend. Attempts to curb government s (Percentof GDP) %
i . . : Debt (rhs)

outlays, mainly through capital expenditure cuts in sl orrall baiance

2011, were undermined by the rising transfers (to , | NSy === Primary balance [ 40

decentralized public entities) and interest bill in 0 L 30

2012-2013. Tax collections, after falling from pre-

. - L2
crisis levels that were boosted by GDP growth well 0
above trend, remained stagnant, with a revenue- L 10
enhancing tax reform nullified by the Constitutional o

Court owing to procedural irregularities in 2012. 007 2008 2009 2010 2011 2012 2013 2014 2015
Consequently, the central government (CG) primary Sources: National authorities and Fund staff estimates.
deficit returned to its crisis peak of around 3 percent of GDP in 2013. The new administration that
came into power in mid-2014 maintained a broadly unchanged non-interest deficit, as efforts to

2 After a substantial decline in 2014 reflecting in part the end of reinvestment of retained earnings by Intel, FDI
remained steady in 2015, suggesting limited impact of the exit on broader FDI trends.
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restrain spending and reduce tax evasion prevented a budgeted deterioration in the primary
balance of more than %2 percent of GDP in 2014-15. Meanwhile, a rising interest bill has lifted the
overall CG deficit to 6 percent of GDP in 2014-15, with debt exceeding 42 percent of GDP in 2015.
Though the impact on domestic financing costs has been muted by the annual $1 bn external bond
issuance since 2012 and aggressive monetary easing in 2015, spreads on external bonds have
doubled since the 2013 tapering tantrum and the country lost its investment grade in 2014.3

8. The authorities have developed a strategy for fiscal consolidation focused on
strengthening revenue. The new government initially formulated a consolidation proposal focused
on reducing tax evasion and a few exemptions. Since then, a more comprehensive plan, that is
broadly consistent with staff recommendations both in its size and its emphasis on revenue
enhancements through tax base widening and higher rates, has been developed (121).

Potential Output Growth and Output Gap Estimates
(In percent)
Potential GDP growth rate Output Gap 1/
2000-08 2009-14 2015 2014 2015
Production Function 4.60 3.78 3.95 0.25 -0.36
Cycle Extraction Filters
Hodrick-Prescott 4.60 3.74 3.85 0.46 -0.06
Butterworth 4.52 3.66 3.78 0.49 0.03
Christiano-Fitzgerald 4.53 3.52 3.99 0.42 -0.24
Baxter-King 5.23 3.76 3.80 0.16 -0.31
Univariate Kalman Filters
Deterministic Drift 4.11 4.11 4.11 0.43 -0.33
Mean Reversion 4.51 4.60 4.60 -0.40 -1.15
Multivariate Kalman Filter
With inflation 4.78 3.78 3.64 -0.02 -0.34
Average of All Models 4.61 3.87 3.97 0.22 -0.35
Macroframework 2/ 4.79 4.00 4.00 -0.43 -1.11
Source: Fund staff estimates.
1/ Includes level effect on potential output of Intel exit, estimated at 0.2 percent of GDP
in 2014 and 0.8 percent in 2015.
2/ The output gap in the macroeconomic framework is slightly different from model-
based estimates, as the level of potential output for each past year in the historical
series reflects the estimate available at the time.

9. The recent loosening of monetary policy is expected to bring about financial
conditions more supportive of growth. Real lending rates have been edging upwards since mid-

3 Moody's downgraded Costa Rica’s external sovereign debt by one notch in 2014 with a negative outlook on its
current Bal rating. S&P downgraded the sovereign by one notch to BB- in 2016, while Fitch has a negative outlook
on its BB+ rating since 2015.
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2014, as limited transmission of the large policy rate cuts to lending rates thus far has been more
than offset by the fall in inflation expectations. In addition, the REER has resumed its appreciating
trend and credit growth has moderated. A broad-based index (FCI) developed by staff (featuring the
influence on economic activity of credit, deposits, real interest rates, REER, and house prices)
suggests that financial conditions were slightly contractionary in 2015, owing to higher real interest
rates and real appreciation (AN III). However, this is likely to be reversed as the lower policy rates
gradually complete their pass-through. Monetary transmission, though, is hamstrung by high
dollarization, segmentation of the banking system, limited capital market development (133 and

AN V), and anticipation of forthcoming upward pressures on interest rates from large budgetary
financing needs.

10. The financial system appears sound, though profitability is low and dollarization
continues to be a source of vulnerability. Bank capital is well above regulatory requirements and
liquidity indicators are robust. While non-performing loans have remained low, profitability has
declined slightly in recent years, and remains below that of regional peers. Reliance on foreign
funding has continued to increase, although staff analysis suggests that associated rollover risks
remain manageable even under scenarios of extreme shocks in international banking systems.
Moreover, macroeconomic trends are consistent with recent and anticipated credit growth and
there is little evidence of financial sector risk buildup (ANs I and II). Indeed, while the depth of Costa
Rica’'s financial system improved considerably in the past decade, it continues to lag those of
comparable emerging markets as well as the degree of development implied by its macroeconomic
fundamentals. In particular, credit to the private sector is still well below the estimated level
consistent with fundamentals (ANs IV and V). Amid renewed exchange rate stability since late 2014,
however, credit growth has again tilted toward FX, including to sectors without natural FX hedges,
despite already high levels of bank loan dollarization.

8 INTERNATIONAL MONETARY FUND
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Distribution of Macro Outcomes Conditional on Private Sector Credit Growth by Currency
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Costa Rica. Financial Soundness Indicator Heat Map

Costa Rica 2013Q2 2013Q3 201304 2014Q1 2014Q2 2014Q3 2014Q4 2015Q1 2015Q2 2015
Overall Financial Sector Rating _ M M M M _
Credit cycle T v v .
Changein credit / GDP ratio (pp, annual) 13 1.6 1.9 5.1 5.2 4.7 4.3 1.5 1.7 2.8
Growth of credit / GDP (%, annual) 2.7 3.3 3.9 10.5 10.6 9.6 8.4 2.7 3.1 5.2
Credit-to-GDP gap (st. dev) 1.2 1.2 1.4 1.7 1.2 0.8 0.6 -0.1 -0.4 0.6
Balance Sheet Soundness .
Balance Sheet Structural Risk M M M M M M M M M M
Deposit-to-loan ratio 113.7 110.8 107.5 105.0 101.7 101.5 100.7 97.2 97.7 95.]
FX liabilities % (of total liabilities) 36.7 35.4 33.2 36.6 36.9 35.9 345 34.6 35.1 339
FX loans % (of total loans) 37.3 37.7 37.9 38.7 38.0 37.5 37.0 36.7 37.0 37.]
Balance Sheet Buffers S
Leverage L L L L L L L L L L
Leverage ratio (%) 10.1 10.0 9.7 9.8 9.7 9.7 9.7 10.0 9.7 9.9
Profitability L L L L L L L L L L
ROA 13 1.1 1.2 15 13 1.2 1.1 1.1 1.0 1.0
ROE 8.6 7.5 7.9 10.7 9.5 8.4 7.6 8.0 7.4 7.4
Asset quality L L L L L L L L L L
NPLratio 1.9 1.9 1.7 1.6 1.6 1.7 1.6 1.6 1.6 1.7
NPL ratio change (%, annual) 1.2 4.3 0.2 -10.6 -14.9 -12.0 -11.2 -2.0 0.7 1.6
Memo items: 201302 2013Q3 2013Q4 2014Q1 2014Q2 201403 2014Q4 2015Q1 2015Q2 2015
Credit-to-GDP (%) 48.7 494 50.8 534 53.8 54.1 55.1 549 55.5 56.]
Credit-to-GDP gap (%; HP filter) -1.9 -1.6 -0.6 15 14 1.1 1.6 0.9 1.0 n.a
Credit growth (%; annual) 111 113 12.2 19.0 19.8 18.7 175 11.8 114 12.]
CAR (in %) 17.2 17.2 16.6 16.0 16.3 16.2 16.6 16.6 16.4 16.4
Tier 1 CAR (in %) 13.7 13.5 13.0 12.9 12.7 12.6 12.7 12.9 12.6 12.4
Sources: BIS; FSIs; IMF IFS; and national authorities.
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B. Macroeconomic Outlook and Risks

11. The joint view of staff and the authorities was that the economy will expand faster and
inflation revert to the target range in 2016, with activity returning to potential over the medium
term. Growth is expected to accelerate to 4% percent Real Effect of a 300bp Policy Rate Cuts with Different PT
in 2016, slightly above potential growth, supported (Percent difference from baseline)

by: (i) dissipation of the one-off effects of Intel's ! s CPI inflation
manufacturing withdrawal, (ii) further terms-of-trade 0.8 mmm CPI inflation - SPPT
improvement from the additional decline in 06 Real GDP
international oil prices, (iii) domestic monetary 04 Real GDP - SPPT
stimulus—model simulations suggest that the o

monetary easing implemented in 2015 would boost ' 'I I I

GDP growth by ¥2—%4 percent of GDP in 2016, 0 ‘ I |

assuming full though gradual transmission from 02

policy to lending rates—and (iv) sustained real credit 04

expansion (estimated by staff to be consistent with 2015 2016 2017 2018 2019 2020 2021

iacted GDP th b d historical Sources: IMF staff calculation based on RES FSGM
projecte grow ased on historica Note: PT=Pass-through to Lending Rates; SPPT=Slower, more

precedent).* The output gap is anticipated to stabilize  persistent PT (1/3)

in 2016, and then mostly close over the medium term. Model simulations also suggest that the monetary
stimulus, together with fading base effects from the oil price decline in 2015, would also bring inflation
back to the center of the new 2-4 percent target range by end-2016. Inflation is then projected to hover
around that value throughout 2017-21, buttressed by continued prudent monetary policy, while still
allowing for continued monetary accommodation during the initial phase of the fiscal adjustment. The
current account deficit will widen slightly to 4% percent of GDP over the medium-term, amid gradual
recovery of international commodity prices, while partial fiscal consolidation—focused on revenue
measures that increase the progressivity of the tax system and with some attendant confidence effects—
is not expected to have a significant negative impact on domestic demand. The staff baseline scenario,
which incorporates the measures already submitted to Congress that have a higher probability of being
approved, contemplates fiscal consolidation measures of 2¥4 percent of GDP over the medium term. The
CG overall deficit would decline slightly to 5¥2 percent of GDP and the public debt ratio would reach 55
percent of GDP by 2021 (118 and AN VI).

12. The authorities also concurred that an alternative scenario incorporating the fiscal
adjustment necessary to restore debt sustainability would yield a more favorable outlook.
According to staff analysis, a total correction of about 334 percent of GDP would stabilize public debt in
the medium term within “safe levels,” with only moderate short-term output costs (119). Growth would
be only slightly lower in initial years and higher in outer years than in the baseline case. This is not only
because of significant confidence effects but also of the more balanced macro policy mix allowed by
tighter budgets consistent with restoring fiscal sustainability and reducing the current account deficit.

4 The effect of Intel's manufacturing closure on the growth rate of potential GDP is estimated to be less than
Y4 percentage points. The withdrawal is not expected to have significant impact on fiscal revenue as Intel operated in
the free trade zone.
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Indeed, a looser monetary stance than in the baseline would be sufficient to achieve the inflation target
over the medium-term, thereby also mitigating increases in market rates associated with the
normalization of U.S. monetary policy.

Costa Rica: Baseline Scenario, Partial Fiscal Adjustment 1/

(In percent of GDP, unless otherwise indicated)
2015 2016 2017 2018 2019 2020 2021

Real GDP growth (percent) 37 4.2 43 4.4 43 40 4.0
Output gap (percent of potential GDP) -11 -0.9 -0.6 -0.3 0.0 0.0 0.0
CPI (percent, end-of-period) -0.8 3.0 30 3.0 3.0 3.0 3.0
Current account balance -40 -4.2 -43 -4.2 -4.3 -43 -4.3
Central government fiscal balance -5.8 -5.8 -54 -5.5 -55 -55 -53
Structural primary balance -29 -23 -14 -11 -1.2 -1.2 -1.2
Structural overall balance -5.7 -5.6 -53 -54 -5.5 -55 -5.2
Central government debt 424 450 473 494 513 529 544

Source: Fund staff estimates.

1/ The baseline scenario includes fiscal consolidation measures of about 24 percent of GDP, partly
offset by a projected underlying deterioration in the primary balance mainly driven by the
constitutionally mandated increase in education expenditure.

Costa Rica: Full Fiscal Adjustment Scenario 1/

(In percent of GDP, unless otherwise indicated)
2015 2016 2017 2018 2019 2020 2021

Real GDP growth (percent) 37 42 4.2 46 4.5 42 43
Output gap (percent of potential GDP) -11 -0.9 -0.7 -0.2 0.2 03 04
CPI (percent, end-of-period) -0.8 3.0 3.0 3.0 3.0 3.0 3.0
Current account balance -4.0 -4.2 -4.2 -4.1 -4.0 -38 -37
Central government fiscal balance -5.8 -5.7 -44 -3.6 -36 -33 -32
Structural primary balance -29 -2.3 -0.8 0.1 01 0.2 0.2
Structural overall balance -5.7 -5.5 -4.2 -3.6 -3.6 -34 -33
Central government debt 424 449 46.2 46.1 46.0 457 45.5

Source: Fund staff estimates.

1/ Includes measures as in the baseline scenario and additional measures of 1% percent of GDP.

13. The authorities agreed that risks to the outlook were tilted to the downside. Downside
risks stem from both global uncertainties and weaknesses in domestic fundamentals (as detailed in
the Risk Assessment Matrix):

o External risks. The normalization of U.S. monetary policy presents moderately upside risks.
Absent pronounced increases in market volatility, faster U.S. growth would have a positive
impact on Costa Rican GDP, given strong trade ties, more than offsetting the negative
influence of tighter global financial conditions. However, extreme bouts of market volatility—
from a disorderly U.S. monetary policy normalization, stresses in emerging markets with high
corporate leverage (including in FX), or heightened global geopolitical risks—could inflict
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serious damage, especially given Costa Rica's weak fiscal position, bank reliance on foreign
funding, and domestic credit dollarization, with associated exposures to interest rate and
exchange rate risks, the latter evident only in the event of a large depreciation (126 and

AN I). Conversely, if the nominal effective exchange rate of the colon continues to
appreciate in line with the U.S. dollar, competitiveness vis-a-vis other trading partners would
be negatively affected. In addition, deeper-than-expected slowdowns in the rest of the world
could hamper Costa Rica’s growth, both in the short term—as the credit cycle matures in key
emerging markets—and in the medium term, r