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ABSTRACT 

Observers of neo-liberal persuasion claim that a financial system free of 

government regulation can lead to better allocation of resources and if the actual 

process of deregulation is done properly, the results can benefit society as a 

whole. Deregulation requires dismantling those state-based banking structures that 

are perceived as economically inefficient. This approach sets up a dichotomy 

between financial deregulation, which is portrayed as an intrinsic part of 

economic progress, and state regulation, which is seen as a force that interferes 

with entrepreneurial freedom and efficiency. 

This thesis argues that such a dichotomy can only be possible within the dominant 

neo-liberal discourses on the economy that have displaced Keynesian style 

economic management in core and peripheral areas of the world. Following 

Marxist structural approaches I also argue that financial deregulation is a class-

based project that opens up profit sites and reflects the crisis in capitalist 

accumulation occurring in the latter part of the 20th century. 

Unlike neo-liberal followers I contend that the role of the state in maintaining 

and/or transforming capitalist structures in order to achieve certain outcomes 

(whatever they might be) is crucial in nation-building strategies in peripheral 

countries such as Costa Rica. As in many other countries, credit allocation was 

actively used in this country, for some thirty years in order to achieve high levels 

of investment, economic planning and re-distributive policies. However, the once 

fully nationalised banking system, as one of the few mechanisms available to the 

state to regulate savings and offer credit to different socio-economic groups, has 

gone through dramatic changes in the period from 1980-2000.  

Using a modified version of Hirschman’s exit/voice framework for financial 

systems and available institutional data, I suggest that Costa Rica has moved from 

having a financial system that was predominantly owned by the state (public) and 

whose institutional arrangements were elite-led to one whose ownership is mixed 
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but still led by elites. However if the trend persists I anticipate that it will become 

a predominantly privately owned system with an equal mixture of elite-voice and 

exit institutions.  
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ON SERENDIPITY 

Factors such as lack of translation of major works, the rising and declining 

‘popularity’ of authors/works/ideas amongst academics and the intellectual 

division of labour are determinant in the flow of ideas. This is especially true 

when reporting on two or more sets of literature whose origins are very diverse. 

Throughout the thesis I have used a number of similar arguments that were found 

in both English and Spanish. Despite efforts to locate the source of the original 

ideas it seems that they have different origins. Given the theoretical hybridity that 

exists within academic disciplines and in area studies through intellectual 

exchanges between Latin America and core countries and the dependent 

relationship that exists between metropolitan based funding sources and 

researchers located in the periphery (Castaneda 1993: 181), I can only put this 

down to serendipity. Therefore in order to avoid not representing the diversity and 

origin of ideas present in the thesis, I cite those authors whose ideas were 

published first regardless of language. If the concepts are the same in the English 

language literature and the Spanish language literature and published at the same 

time I cite both authors. 
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INTRODUCTION 

I. Arguments 

This thesis argues that the global economic changes experienced in the last 

20 years have effectively challenged the dominance of Keynesian style economic 

management. Furthermore, the ascendancy of neo-liberalism has accompanied 

and informed these changes in both core and peripheral countries. Some of the 

measures inspired by neo-liberalism include deregulation of industries and 

economic sectors, opening up of markets to foreign competition and the 

application of tight monetary policy. The results of these measures vary within 

and between countries depending on factors like the initial state of the economy, 

government management of structural adjustment policies and resistance to these 

policies by non-state actors. 

However, I argue that a generalisable pattern inherent in these transformations is 

the re-deployment of state capacities. State capacities such as mobilisation of 

resources, enactment of legislation, the writing of policy, and the protection of 

industry in support of the goals of building the nation have shifted toward 

supporting the goals of the market in the hope that a strong market will foster a 

strong nation. Most observers of a neo-liberal persuasion believe this to be the 

case and claim that deregulation of the financial sector is an important factor, if 

not a precursor, to the process of building a strong nation. From their perspective, 

deregulation requires dismantling state-based banking structures that are 

invariably perceived as economically inefficient. This normative approach 

perceives deregulation as an intrinsic part of economic progress and portrays 

(implicitly) the state and its capacities as interfering with entrepreneurial freedom.  

Marxist structural approaches, on the other hand, interpret the shift to economic 

deregulation as a political project that opens up profit sites and reflects the 

technological and economic changes occurring in the latter part of the 20th 
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century. The kind of economic order that emerged in Costa Rica, however, did not 

result in a homogeneous and integrated society as neo-liberal proponents argue. 

My argument is that despite claims to the contrary, the emerging order creates 

more social unevenness, economic concentration and marginalisation.  

Unlike neo-liberal observers, I contend that the various attempts made by the state 

to accommodate itself and society to the latest economic transformations are of 

critical importance. These attempts include the deregulation of finance and 

banking and this is why I concentrate on its study. An analysis of the reforms 

involving the control and organisation of national savings, investment and debt 

will provide an indication of the way the state carried out the project of 

deregulation and how state capacities have been transformed over a period of 20 

years. From this evidence, I argue that claims that financial deregulation is 

beneficial to all and that these reforms led to sustainable growth, redistribution 

and nation building are misleading. For instance, attempts at maintaining the 

state-owned banks’ social obligations have failed to guarantee credit access to all. 

Following from this, I also argue that despite failing to achieve all of its desired 

objectives the project of financial deregulation has, nevertheless, transformed the 

way credit is controlled in Costa Rica.  

II. Contribution 

Even though the number of critical accounts of the project of financial 

deregulation in Costa Rica has grown in the last few years, most of the literature 

remains marginal to the dominant economic discourse of neo-liberalism. Within 

the radical literature one finds assessments of the financial situation in Costa Rica 

in relation to the 1980s Debt Crisis and in relation to US intervention and support 

for banking deregulation. None of these works examine the re-deployment of state 

control over credit activities in the context of the restructuring of global capital 

and the ideological background in which these reforms were taking place. Given 

this situation, the contribution that this thesis will make is twofold. The thesis will 

go some length in bridging the research gap that exists about the study of credit 
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allocation in Costa Rica in its various contexts and will further current debates on 

the problems associated with financial deregulation in small peripheral 

economies. 

III. Approach 

I use a dialectical Marxist approach in analysing the transformation of the role of 

credit and financial deregulation in a semi-peripheral society. This approach 

assumes that in the last 30 years capitalist accumulation has experienced a long 

downturn and that this can be explained in terms of restructuring of capital. 

Because of the tendency of the rate of profit to fall, capitalists resort to 

restructuring their productive base. Restructuring, however, is not carried out by 

capitalists alone but is mediated by socio-historical factors such as state 

intervention, patterns of international trade, technological innovations, labour 

strength and through mechanisms such as credit and finance. I have opted to 

analyse credit because it plays a vital mediating role between production and 

circulation but is itself influenced by state intervention.  

In the context of the dominant trends in capital accumulation and restructuring, an 

understanding of the transformation of the credit system and the way the state 

controls it, is important because it helps ascertain the role of various social forces 

in investment decisions, economic planning and re-distributive policies. This 

analysis will be carried out by looking at how the state uses policies on credit 

allocation and control, rolling over of debts, preferential interest rates and terms of 

debt repayment as mechanisms for economic restructuring. It will also examine 

loan portfolio data to determine the amount of credit allocated to different sectors 

in the last 20 years and the outcomes of these practices. In short, the approach 

adopted here examines how the state mobilises finance and credit to achieve some 

desired developmental outcomes.  
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IV. Methodology  

The methodology used in this study borrows from the Exit, Voice and Ownership 

matrix developed by Pollin (1995: 61). The matrix is particularly useful in that it 

allows for the identification of features within each financial system that 

determine whether they are moving closer to economic democracy or further 

away. The matrix, a combination of Hirschman’s (1970) exit/voice framework for 

financial systems1 and the various forms of ownership observed in banking 

systems, from publicly owned to privately owned, goes beyond the simple bank-

based/capital markets-based dichotomy of much of the finance literature. In the 

matrix, bank-based systems are categorised as voice-led because they are likely to 

be influenced by political and/or bureaucratic (public and private) decision 

making processes. In capital market systems on the other hand the voice 

component is insignificant and when dissatisfied, individuals and organisations 

are more likely to exercise their exit option, which in practice, means to sell their 

shares if their company is not performing well. 

Because Pollin recognises that the voice component in bank-based systems is 

currently represented by elite interests (public or private) but has the potential to 

be represented by more diverse interests, he divides this component into ‘Elite 

Voice’ and ‘Democratic Voice’. The Matrix is illustrated below in Table A. 

                                                           
1 Exit in an economic relationship is the equivalent to divorce in a marital relationship, ie. 

withdrawing from a partnership when dissatisfaction occurs in the relationship. Voice on 
the other hand refers to the ability of expressing one’s concerns to the individual or 
organisation with whom one is involved.  
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Table A: Pollin’s framework for financial systems and forms of 
property 

Predominant Ownership Form Predominant Financial 
Institutional Framework Private Mixed Public 
Exit U.S., UK in the 1980s UK in the 60s and 70s* --------- 
Elite Voice Japan, Germany France, South Korea** 

Costa Rica from 1950 to 
1980*** 

Former USSR 

Democratic Voice Proposals for US on community 
reinvestment, pension funds, 
Federal Reserve, security 
transaction taxes. 

Coakley/Harris/Lipietz 
proposals for bank-based 
systems 
 

Bardhan/Roemer 
Proposal 

Source: Pollin (1995: 61). 
* Primarily public ownership of non-financial firms. 
** Primarily public ownership of financial firms. 
*** Primarily public ownership of financial firms as well as a large percentage of non-
financial firms, especially during the 1970s.  

The ‘democratic voice’ component of the matrix is composed of a number of 

proposals whose recommendations depend on the predominant ownership 

structure currently in place. In other words the democratic voice row within the 

matrix does not represent actual financial structures. The proposals, however, are 

based on empirical evidence found in other industries. Pollin recognises that the 

Bardhan/Roemer (1992) proposal is the most comprehensive as it includes public 

ownership of enterprises beyond the financial sector. Those outlined for the US 

(and countries where exit is dominant and whose predominant ownership structure 

is private) are summarised by Dymsky at al. (1993) and Pollin (1995). They 

include, among others, changes to the Community Reinvestment Act, the US 

pension fund system, the Federal Reserve and reform of corporate governance 

structures (Block, 1992). The Coakley/Harris (1988) and Lipietz (1988) proposals 

correspond to mixed ownership systems such as those operating in France and 

Italy where the main aim is to improve the democratic voice component within 

the system. In the case of Costa Rica, Chapter 6 examines a number of proposals 

that correspond to the ‘democratic voice’ component of the matrix.  

The matrix will also be used as a way of identifying the institutional and 

ownership changes that occurred in Costa Rica from 1980 to 2000 to determine 

whether it has changed fundamentally or not. The information required for 

classification within the matrix comes primarily from the government’s credit 
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portfolio data and from a number of regulatory changes made during the period in 

question.  

V. Limits of the study 

This study covers the project of financial deregulation from 1980 through to 2000 

that took place in Costa Rica. Even though credit is a major concern in this study, 

the problem of indebtedness to world financial institutions is not the main focus. 

Here credit is treated as a state capacity whilst the Debt Crisis (or the Balance of 

Payment Crisis as it is sometimes referred to) is treated as a factor that impacted 

on the way that various Costa Rican administrations managed the project of 

financial deregulation. Financial deregulation includes the changes to the structure 

and policies effecting the financial system as a whole. Despite providing some 

examples of how deregulation has changed individual banks, the main focus will 

be in identifying general trends in the banking industry that demonstrate how 

credit allocation has been transformed. As such, this study does not provide a case 

study of a particular bank or financial institution. Instead it uses a number of cases 

to show particular behaviours in a given regulatory regime.  

VII. Why Costa Rica? 

This study will examine Costa Rica because this nation is said to have 

successfully integrated its economy into world markets with the minimum of 

social disruption. Whether this is the case or not, an analysis of the way in which 

the state handled the process of deregulation should shed some light on the neo-

liberal claim that the state is increasingly obsolete in the presence of globalisation 

and that social concerns should not interfere with economic ones. Also Costa Rica 

is an interesting case because its financial system is one of the few in the region 

that maintained high levels of social participation. The effects of financial 

deregulation should give an indication of the robustness of those features that 

make the Costa Rica financial stand out from those in the region. 
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VIII. Objectives 

This research has a number of objectives that are related to the arguments made in 

the thesis. The most important objective is to identify the trajectory of the project 

of financial deregulation in Costa Rica. This trajectory marks the shift from state-

based banking to private sector/market-based banking. This shift provides 

empirical evidence of the way that state capacities have been re-deployed in 

support of market based initiatives for nation building. 

Another important objective of the thesis is to examine the role of finance and 

banking systems in fostering or retarding particular forms of egalitarianism and 

democracy. This is to show that financial structures have a large impact on efforts 

to facilitate access to economic resources and political participation. Costa Rica 

offers a good case because it possessed a banking system that was more 

egalitarian in outreach than others in Latin America, even if largely controlled by 

bureaucratic elites. Any changes to that system will show whether the egalitarian 

aspects of the system are still in place.  
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IX. Chapter Outline 

The following is an outline of each chapter. 

Chapter 1 The state, capitalist accumulation and crisis 

This chapter provides the broad theoretical context of the study. It examines a 

number of diverging explanations of capitalist change and the way it affects state 

capacities. There are three basic arguments in this chapter: that the state is crucial 

in capitalist development, that from a Marxist perspective, capitalism goes 

through restructuring in order to overcome crisis, and that the way the state 

manages capitalism depends on the legitimating ideology and practices 

appropriate to capitalist needs. 

Chapter 2 The significance of fictitious capital and its regulation by 
the state 

This chapter focuses on two sets of literature that relate to the case study: the first 

one deals with the importance of credit in capitalist development. The main 

argument in this section is that credit, and the role the state plays in its allocation 

are crucial factors in the development of capitalist economies. The second set of 

literature includes the contrasting explanations for the need to deregulate financial 

systems. The argument here is that powerful financial states use their hegemonic 

position to determine the designs of the global financial system. If these states go 

through a process of economic restructuring their respective designs and those of 

the periphery will also change. A subsidiary argument in this chapter is that, in 

relation to credit allocation, there is a lack of Marxist analysis available for Costa 

Rica. 
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Chapter 3 The historical background of Costa Rica’s development 
strategies 

This chapter analyses the social and institutional trends that characterised banking 

in Costa Rica from colonial times to the present. The chapter borrows some of the 

concepts developed in the previous chapters to explain the role of the state in 

shifting Costa Rica from subsistence farming to cash crop dependent to industrial 

economy by manipulating access to credit. It examines the nation-building 

strategies of the early 1950s which cemented the social democratic model in Costa 

Rica, the impact of banking nationalisation, and the growth of civil society-run 

financial institutions. The last section of this chapter examines the responses to 

the economic crisis and subsequent restructuring that Costa Rica endured in the 

early 1980s. 

Chapter 4 Successes of the financial deregulation project in Costa 
Rica 

This chapter analyses the actual content of restructuring of the financial sector. 

The analysis is divided in two parts: the broad objectives of financial deregulation 

and the more specific objectives. The main argument is that despite achieving the 

narrow objectives of deregulation, the broad objectives are far from becoming 

reality. This is because the intent of the deregulation project, it seems, was driven 

by a desire to move to market-based models of the economy. These models do not 

take into account the role that financial systems have on fostering or retarding 

particular forms of egalitarianism and democracy. What is evident from the 

changes analysed in the chapter is that as a result of financial deregulation a 

profound shift occurred in Costa Rica’s economic and social landscape. 
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Chapter 5 Failures of financial sector reforms 

This chapter examines the failures of the project of deregulation. This is done in 

two parts: the first analyses the failure of achieving the broad objectives I refer to 

in Chapter 4 and the second analyses the problems associated with the new, 

deregulated financial environment. The main argument here is that the way 

financial reforms were carried out led to the development of practices that 

undermine the stability of the whole financial system and did not change the 

dependent nature of Costa Rica’s economy. Also I contend that financial reforms 

exacerbated some of Costa Rica’s social problems.  

Chapter 6 Recent challenges to the neo-liberal project of financial 
deregulation  

This chapter examines some of the challenges to the project of financial 

deregulation. The chapter looks at the social and political forces behind these 

challenges and analyses some of the proposals for financial democratisation. I 

argue that these proposals represent defined and coherent responses to the 

dominant economic order and reflect the needs of those neglected by the neo-

liberal model currently in operation in Costa Rica. I also argue that these 

challenges are different to spontaneous and reactive methods such as marches and 

strikes but share the same intent.  

 



 

CHAPTER 1 
THE STATE, CAPITALIST ACCUMULATION 
AND CRISIS 

After the fall of the Soviet Union, United States president George Bush began to 

resell the idea that free market economics, liberal democracy and US military 

‘protection’ were the undisputed pillars of the post-Cold War ‘New World Order’. 

In terms of market economics, the collapse of the Soviet Union became a symbol 

of the victory of the brand of neo-liberalism that the Reagan and Thatcher 

administrations had began in the early 1980s and validated Fukuyama’s ‘end of 

history’ thesis written in 1988. After the Republican party’s 1992 election 

campaign failed, the Right’s triumphalism waned and as international 

developments unfolded the much touted ‘New World Order’ turned to nothing 

more than a ‘New-Old World Order’ (Petras and Morley 1995: 1-2).  

Implicitly the message from Bush was that capitalism is here to stay, but the 

explicit language he used is that of neo-liberalism. This discourse, which, as we 

shall see in this chapter is based on recycled ideas, had by the 1990s, replaced 

Keynesianism and its practices (along with other regional variants) as a 

legitimating state tool in core and peripheral capitalist countries. The shift in 

discourse, according to neo-liberals, was the result of an inefficient state 

apparatus; for Marxists it was a reflection of the crisis in capitalist accumulation 

during the 1970s. This chapter examines these diverging explanations of capitalist 

change and the way it affects state capacities. The argument is that Keynesian 

style management of capitalist economies failed to prevent the crisis of the 1970s 

and subsequently lost its class-diffusing lustre (even if only temporarily). 

Development practices in Latin America that relied on Keynes suffered the same 

fate, with development policies now indistinguishable from those offered by neo-

liberalism. The last part of the chapter will examine the Marxist explanations for 

the capitalist downturns and their limitations.  

12 
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1.1 A word on cause and consequence 

It is generally agreed that capitalism has experienced profound changes in the last 

30 years. There is less agreement, however, on the causes of these changes, as 

perceptions are heavily influenced by assumptions of at least two factors: the links 

made between what is considered significant processes or events (a task that is 

often done arbitrarily) and the timing of each event or process. Consider for 

example the following non-exhaustive list in relation to recent socio-economic 

and geo-political factors in the structure of the world system.  

• The technological revolution has been influential in the development of 

ever-faster communication and transport systems that allow capital to 

compress time and space (Harvey, 1989). 

• Ownership of the largest multinational corporations is increasingly 

concentrated despite the rise in the number of shareholders and shareholder 

companies (Barnet and Cavanagh, 1994). 

• Finance capital has risen to a hegemonic position in the past 25 years 

(Wachtel, 1990).  

• Neo-liberalism is not a new ideology but its revival was accompanied by 

new developments in the forces of production. Only a handful of countries 

around the world do not subscribe, adhere or are not under the influence of 

neo-liberal economics. 

• The rise of trading blocks based around the Japanese, European and US 

economies (Dierckxsens, 1994). 

• The rise of the informal economy throughout the world. As the global 

economy becomes more integrated the number of people working outside 

formal boundaries increases. Even though large sections of the Third World 

is now effectively connected to industrial production (for example the 



Re-deploying State Capacities 14 

Newly Industrialised Countries and emerging areas) a new ‘Fourth World’ 

has emerged. The informal economy does not follow traditional national 

boundaries but is demarcated by socio-economic factors such as access to 

health, education, skills and jobs. 

• The decline and eventual fall of the Soviet camp ended the bi-polar world in 

military and ideological terms. This, in turn allowed western leaders to 

create new enemies: illegal drugs, illegal migration and terrorism. 

• The rise of a global consciousness brought about by the colonial liberation 

movements, the revolutions of the 1960s, the Cold War paradigm and the 

environmental and women's movement. 

• The perception that the world is a ‘global village’ of which we are all 

citizens parallels the rise of ideas based on xenophobia, tribalism, 

parochialism and insularity. This is especially true of areas that have been 

marginalised or neglected by capital. 

• The massive explosion in mass tourism. Never before has there been such 

an increase in the number of people who travel for the sole purpose of 

pleasure. This trend creates enormous transient populations whose members 

demand particular products and services. 

• The pervasiveness of TV images. At no time in history has there been such a 

profusion of images from all parts of the world. These images include not 

only news but also the distant lifestyles and cultures very different to those 

of the viewers. These images send powerful inspirational and/or repulsive 

messages that can be acted upon by millions in disparate parts of the world. 

Even though the links and the timing would point to the first four factors as being 

determinant in describing the economic downturn of the last 30 years it is more 

difficult to ascertain which of those factors are cause and which ones are 

consequence. In analysing the relationship between the state and capitalist crisis it 
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is important to adopt a conception of causation that is not reductionist 

(emphasising events) but one that is dialectical (emphasising the contradictions of 

processes within a system or systems). With this in mind I will begin with an 

explanation of the role of the state in the process of capitalist accumulation. 

1.1.1 Managing capitalist accumulation: the role of the state 

Throughout the 20th century the modern state organised its accumulation 

strategies according to two variants: on the one hand the free market model, 

inspired by individualism and liberalism and on the other the administrative 

planning model, inspired by collectivism and socialism (Jessop, 1990). The trend 

at the end of the century away from the ‘plan rational’ to ‘market rational’ 

strategies is very different to the situation that prevailed at the beginning of the 

century when, in Europe at least, the ideals of Owen, Saint Simon, Proudhon, 

Fourier, Fichte, Hertzka, Bellamy and Morris played an important role in how the 

state managed commerce, industry, trade, capital and labour (Blackburn, 1991: 9). 

At no other time was this trend more evident than in Russia after the triumph of 

the Bolshevik Revolution and a few years later during the development of state 

socialism when ‘rational’ planning became a mechanism to manage all aspects of 

economic development. But whereas the plan rational strategies became 

permanent features of the new socialist country, in market rational economies the 

state began to intervene more heavily only after the depression of the 1930s. At 

this time the crisis obliged many governments to adopt measures to reduce the 

strength of market mechanisms, to increase state regulation and control of key 

areas of the economy and to become pro-active in reducing unemployment. As 

Mandel illustrates: 

The boom and bust cycle occurred in 10 years intervals (1825, 1836, 1847, 1856 and 

1866). The periods 1873-1896, 1929-35, 1973-4 have experienced recessions 

sometimes preceded by financial crisis. The long interval from 1945 to 1972 is 

important because it marks a phase of ‘institutionalised inflation’ as a device for 

preventing events like the 1930s recession. This device, along with various 

mechanisms to finance the deficit became part of the ‘Keynesian consensus’, an 
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attempt focused on the short to medium term problems of unemployment and 

stagnant production and not on the long-term prospect of monetary stability 

(Mandel, 1978: 417). 

Even though these measures were clearly aimed at maintaining the political status 

quo, reducing class conflict and extending the capitalist paradigm, the outcomes 

were sometimes different. Thus, while the 'hard' version of capitalist planning that 

took hold in Germany and Italy used corporatism as its organising logic, the 'soft' 

version of planning expressed itself through Keynesian dictums, Fabian socialism 

and the policies of Roosevelt's New Deal (Cockett, 1994: 16-21). It is important to 

note that the difference in labour strength in these countries had a major role to 

play for these divergent outcomes. 

The perception that the economy fell within the state’s realm enjoyed a privileged 

position during this period of time and is due to a number of historically 

significant reasons that began much earlier. The development of industrial 

capitalism in the 18th century entered an imperial phase that required expansion of 

productive processes whose supplies and markets were secured by restrictive 

colonial trade policies (Lenin, 1965). This also regulated the availability of labour 

and capital and subordinated the short-term needs of capitalists to the expansionist 

ambitions of metropolitan states (Sayers, 1973: 161-2). Another important 

element, especially in the late 19th and early 20th centuries, is the development of 

standardisation and systematisation of production processes guided by the 

principles of Taylorism and Fordism (Lipietz, 1992). All of these activities needed 

to be administered by the state, a situation that led not only to the growth of the 

public sector but most importantly to the expansion of information-processing 

activities that later become part of the productive forces (Castells, 1989: 20). In 

other words, state planning and intervention became an integral part of the 

development of the state itself and of capitalist productive forces. Therefore 

despite the swings between laissez-faire and state intervention periods, the state as 

a regulatory entity continued to strengthen, each time building a new layer of 

institutions that regulated, maintained and promoted the affairs of capital and 

controlled those of labour and society in general. The process of an ever-
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expanding regulatory state, however, did not occur smoothly. The world recession 

following the stock market crash in 1928 marks a fundamental break in historic 

terms, because all previous crises lacked the historical challenge that the Soviet 

Union represented to the capitalist West. What confronted capitalist states in the 

1930s was a fundamental threat to their very existence because an ‘alternative’ 

existed.  

Following the interventionist trend of the 1930-1945 period and as a response to 

the post-WWII reconstruction efforts and the relative strength of the labour 

movement, strong state regulatory regimes were aimed at controlling savings, 

credit and investment mechanisms. Some of these regulations were rooted in the 

New Deal measures introduced by the Roosevelt administration to arrest the 

effects of the great depression of the 1930s and Keynes’ ideas that became 

prevalent after publication of his General Theory of Employment, Interest and 

Money in 1936 (Gold, 1977:130). The regulatory regimes included exchange 

controls to minimise capital flows, restrictive lending policies to minimise bad 

loans, obligatory savings schemes to secure state access to investment, interest 

rate ceilings, the provision of affordable credit and reserve requirements 

(Oxelheim, 1996: 45). The regulatory measures administered from the first half of 

the 1930s and the application of the Marshall Plan to reconstruct war-torn Europe 

influenced what came to be known as development theory.  

1.2 Keynes in the periphery: development theory in Latin 
America 

The concept of development as it is traditionally understood in political economy 

emerged in the context of colonial decline at the end of WWII and the Keynesian-

derived Bretton Woods institutions. At the instigation of figures such as US 

president Truman (the ‘fair deal’ doctrine) and State Department economist W.W. 

Rostow with his Stages of Economic Growth: a Non-Communist Manifesto 

(1960), development theory became a tool for growth and national security. The 

importance of development ideas in economic policy making intensified as the 
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Cold War gathered momentum, and in the case of Latin America, after the 

triumph of the Cuban revolution (Berger 1995: 67-69). In the US the official aim 

of these ideas was simple but ambitious: to achieve rapid material well being for 

the majority of the world’s population so as to prevent the spread of Soviet-led 

communism (Goss, 2002: 27). The underlying assumption that states can plan 

their way out of poverty was firmly embedded in these aims. Poverty was no 

longer viewed as a moral problem but an economic one and as such it received the 

appropriate support in official and academic circles. As Said argues: 

A truly conceptual arsenal–theories of economic phases, social types, traditional 

societies, systems transfers, pacification, social mobilization, and so on–was 

deployed throughout the world; universities and think tanks received huge 

government subsidies to pursue these ideas, many of which commanded the 

attention of strategic planners and policy experts in (or close to) the United States 

government (1994: 290).  

The ‘arsenal’ of ideas that originated in the US, however, sought to align its 

interests with those of the ‘free’ world, that in practical terms, meant the 

replication of the US experience and vision to other parts of the world 

(McMichael, 1996). According to this vision, the features of ‘modern’ societies 

were synonymous with the most advanced ones. Because the intent of 

development ideals was to replicate those features, scholars, especially in the US, 

began to group all concepts relating to the advancement of the ‘underdeveloped’ 

areas of the world under the title of ‘modernisation’, hence the name for the 

theory. For political and historic reasons, elites around the world soon became 

sympathetic to the aims of modernisation and quickly followed the trend (Escobar 

1995: 4).  

In Latin America, the seeds of so-called modernisation fell on fertile ground 

thanks to the privileged position of modernity (Bosch, 1993: 240). The project of 

modernity which assumes, among other things, that human action based on 

rationality can overcome the chaos that is nature, and that scientific discoveries 

represent progress, was firmly entrenched in the minds of the local intelligentsia 

from both the Right and Left of the political spectrum. The aspirations for 
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modernity are evident in post-independence debates involving the mercantilists, 

who opposed any attempts at self-sufficiency and the protectionists, who sought to 

find ways to achieve European levels of material prosperity. As Grosfoguel 

argues: 

[t]he modern idea that treated each individual as a centred subject with rational 

control over his/her destiny and as politically free was extended to the nation-state 

level. Each nation-state was considered to be sovereign and free rationally to control 

its progressive development. The further elaboration of these ideas in classical 

political economy produced the grounds for the emergence of a developmentalist 

ideology (1996: 134). 

Even though modernists’ assumptions within the developmentalist ideology of the 

post-WWII period were invariably couched in terms of state-led intervention and 

Keynesian economic management, some of the most overt political and social 

assumptions began to be questioned by scholars from the Left. And so, in the 

1950s, Echeverria and Prebish at the United Nation’s Economic Commission for 

Latin America (CEPAL) consolidated the policy of Import Substitution 

Industrialisation (ISI) as a response to the declining terms of trade implicit in the 

then dominant import-export model.  

In view of the inability of the concept of competitive advantage to explain Latin 

America’s underdevelopment for over a century after independence, Cardoso and 

Faletto, drawing on the works of Mariategui, Nabuco, Prado and Facundo began 

proposing the main tenets of their version of Dependency Theory (Cardoso, 

1996: 1). By the late 1960s these theories were not only influencing policy-

making at government and party levels but also attracting revision and criticism 

from a number of quarters. Ernesto Laclau for example, in an important debate 

with Andre Gunder Frank, challenged the notion that all modes of production 

within the capitalist world are necessarily capitalist as Dependency Theory 

assumes. He sought to explain Latin America’s development problems by 

analysing the ‘vestiges’ of the old social systems that prevailed in the continent 

before Spanish colonisation, the semi-feudal character of class relations and the 
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way these are maintained by metropolitan powers for their own benefit (Tandelier, 

1976: 7).2

The intellectual debates between dependence theorists, CEPAL followers and 

others taking place at this time is best summarised by Stern:  

[T]he result was a complicated series of dialectics–between CEPAL oriented 

intellectuals and policy makers and the mainstream West; between “moderate” Latin 

American advocates of development, influenced by the CEPAL idea and the 

promise of import substitution, and their more “radical” Latin American critics and 

associates: among CEPAL-oriented colleagues, as part of a healthy process of self-

evaluation; and between the orthodox left, inclined to see the necessity of a 

“bourgeois revolution” to transform a Latin America still encumbered by feudalism, 

and an innovative Left, increasingly convinced that it was the historic spread of 

international capitalism, beginning in the Age of Discovery, that explained Latin 

America’s poverty and apparently anachronistic economic structures (1993: 26-7). 

After the success of export-oriented development policies in the Newly 

Industrialised Economies (NICs) of East Asia in the period from 1960 through to 

the 1980s and the rise of the OPEC cartel in the 1970s, CEPAL’s import 

substitution policies began to lose some of their appeal among academic and 

policy-making circles in Latin America. Simply put, these experiences helped 

build an image of confidence in development efforts that relied on export 

orientation. As Latin America began to witness the emergence of National 

Security states both CEPAL and CEPAL-influenced policy makers in government 

posts began to be discredited as corruption increased within state structures (Bitar 

1984: 134). Meanwhile the 1980s debt crisis proved fatal to dependency theory as 

did the emergence, from within and outside Latin America, of Marxist and non-

Marxist inspired explanations of the region’s continuing crisis (Berger 1995: 114-

5). Amongst the non-Marxists, the neo-structuralist school stood out. It sought to 

synthetise the historical structuralism at the root of CEPAL’s various development 

concepts including the import substitution approach and the declining terms of 

                                                           
2  Laclau in turn influenced works like Enrique Semo’s ‘tributary despotism’ which explains 

the subjugation of some of Mexico’s indigenous populations through the process of 
offering ‘tributes’ to large landowners and government officials (Stern 1993: 32).  
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trade theory. This revised version assumes that socio-economic development in 

highly integrated economies cannot be analysed in terms of simple dichotomies 

such as import versus export, protection versus free trade, the state sector and the 

private sector, planning and the market and so on. This approach emphasises the 

versatile nature of capitalism and examines the best way of accommodating to 

current international economic trends. An intimate relationship exists between 

social democratic parties such as Costa Rica’s Partido Liberacion Nacional and 

the various proponents of neo-structuralism (Castaneda 1993: 136).  

For Marxists the eventual fall of Soviet forms of socialism and the electoral defeat 

of the Sandinista government in Nicaragua in 1990 pointed to a crisis at the 

theoretical and practical levels and major reassessments needed therein. Despite 

the Marxist rhetoric it was clear that both modernist and Keynesian assumptions 

still remained embedded in the economic practices of socialist development. The 

emergence of concepts such as ‘another development’, ‘participatory 

development’, ‘socialist development’ reflected not just the diversity of 

theoretical approaches but also the desire to reject a productivist approach to 

development that had little regard for the environment, gender and ethnicity 

concerns among others (Escobar, 1995: 5; Lipietz, 1992: 6).  

In view of these criticisms and the dire position of development theory, Leys 

(1996: 27) argues that reassessments in regard to radical development theory need 

to take into account the recent capitalist transformations both in the core and the 

periphery. He also argues for advances in theory that reject ‘reductionism, 

teleology, dogmatism and other short-comings of Marxist-influenced development 

theory’. But most importantly, Leys is interested in making development research 

not just theory dependent at the mini-narrative level (something that is currently 

fashionable) but also making it meta-narrative dependent (something that is 

currently frowned upon). According to Leys (1996: 28), the reasons for this 

imperative are:  

• it will show whether the new theory is better at explaining developmental 

problems and; 
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• constructing the new theory will require political choices ‘about whom the 

theory is for, to accomplish what ends and in what contexts’.   

The obvious target of these imperatives is post-modern radicalism. Best 

represented by authors such as Arturo Escobar (1995), post-modern radicalism 

calls for the abandonment of the development project altogether. In his own 

words: 

instead of searching for grand alternative models or strategies, what is needed is the 

investigation of alternative representations and practices in concrete local settings, 

particularly as they exist in contexts of hybridization, collective action, and political 

mobilisation (1995:19). 

Post-modern radicalism assumes that a qualitative break from industrial to post-

industrial capital has occurred. Even though the break itself remains a point of 

contention, followers of this position point to the fragmentative and integrative 

dynamics of the present system and the existence of alternatives forms of 

economic organisation that have the potential to undermine capitalism (Burbach et 

al., 1997: 166).  

Post-development theorists, such as Escobar, argue that the kinds of realities that 

developmental assumptions seek to create carry with them unintended 

consequences that negate the development goals in the last instance. For those 

involved in development practice this can be disconcerting at best. Developmental 

assumptions allow the formulation of questions that can only be answered in 

terms that make reference to rational outcomes. For many in the field this means 

that even in the face of absolute increments in the standard of living in many Latin 

American societies, the preoccupation with totalising solutions do not allow for 

local differences.  

The use of post-modern radicalism has meshed with and informed the rise of the 

so-called New Social Movements (NSMs) and grass roots organisations. After a 

long period of oppression under military dictatorships, the resurgence of social 

movements not only revived hopes for democracy but allowed people to 



Chapter 1 23 

participate in organisations that did not make direct claims to state power. Instead 

their demands borrow directly from post-modern radicalism’s calls to ‘localise’ 

knowledge and experience. It still remains to be seen, however, if these 

approaches are capable of abandoning the use of essentialism and determinism 

that have so far been Marxism’s great strength but also the cause of its 

weaknesses. In addition, we still do not know the ill effects of adopting a 

perspective that problematises modernity in general and economic development in 

particular. Many political and religious groups such as the Shining Path in Peru 

and the Taliban in Afghanistan made use of precisely those methods that many 

post-modern radicals most admire: the use of hybrid identities, local knowledge 

and rejection of the modernist project (Pacheco, 1998: 225). Moreover social 

movements such as peasant, grassroots and non-government organisations, and 

the ecological and women’s movement find it increasingly difficult to operate in 

political climates that are dominated by technocratic elites or become happily 

coopted by state bureaucracies. Despite the move from authoritarian to liberal 

democratic forms of government, many in these movements find themselves 

unable to criticise government policy. Conaghan for example, argues that neo-

liberal economic advisers view social movements as opponents that should either 

be kept outside government decision-making (Conaghan et al., 1990: 27) or be 

coopted, as the recent World Bank embrace of Non-government organisations 

(NGOs) shows (Fine, 1999: 1, 4). Also, it remains to be seen whether NSMs can 

provide viable solutions to the problems associated with the rise of informal 

economies, the establishment of export-oriented industries and the growth of the 

services sector, especially tourism and finance (Portes et al., 1989: 11-15).  

While radical post-modernists discuss the detrimental effects of totalising 

solutions, the economic discourse spawned by neo-liberal ideologues have 

managed to undermine the idea that development is possible. For them, state-

sponsored activities such as economic planning and development have been 

superseded by notions of market discipline and deregulation. 
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1.3 The neo-liberal counter-revolution 

Despite Latin America’s slow incremental growth during the period 1965 to 1986, 

the 2.4 percent per capita yearly figure was enough in absolute terms to integrate 

some of the continent’s economies to those of a rapidly changing West (Castaneda 

1993: 188, 392). This trend was harnessed and forced by the Reagan 

administration through the instigation of policies that emphasised the market 

element in restructuring national, regional and sectoral economies which later 

facilitated their integration into international markets or their eventual 

marginalisation. The introduction of these policies coincided with the collapse of 

the import substitution model prevalent in Latin America until the late 1970s, the 

1980s debt crisis and, for Central America, the onset of revolution. Also the 

transitions from dictatorial regimes to liberal democracies allowed the 

establishment of a technocracy that was sympathetic to neo-liberal policies. The 

welcoming reception was partly due to the strengthening of existing alliances 

between local and foreign bureaucrats that had for a long time looked to neo-

liberalism as a source of inspiration. This was accompanied by the aggressive 

anti-state activity of various business circles that sought new sites of profit 

generation for which a deregulated environment was required (Conaghan et al., 

1990: 5-6). 

Unlike traditional development policies, neo-liberal policies do not attempt 

programmatic or planned management of the economy. Some neo-liberal policies 

do not even take into account the role of government in the way households or 

individuals make sense of economic life. Neo-liberal policies based on rational 

expectations theory, for example, take consumers, not producers, as the economic 

dynamic (Cole 1995: 55). Like traditional development ideas, however, neo-

liberalism relies on modernist ideas of rationality with the exception that these are 

rarely applied to the nation-state as an entity. Instead, it is the company, 

household or person acting as independent agents that are supposed to take full 
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control of their economic decisions and be responsible for whatever outcomes 

eventuate (De Sebastian, 1997: 11-12). 

As a current in economic thought, neo-liberalism rests on the Walrasian principle 

that markets tend to find a midway point of equilibrium where demand is met by 

supply. This midway point is characterised by the full and rational utilisation of 

resources that result in the maximisation of social dividends (Valenzuela, 1996: 

68). To these assumptions one must add those that rely on the propagation of free 

trade, the reduction of the role of the state in the economy and the redistributive 

capacity of the market.  

These assumptions, as will be shown below, are not new and are not the 

monopoly of neo-liberal ideology but play a vital role in the justification of 

structural changes that aim to facilitate the expansion of capital into markets that 

were until very recently the jurisdiction of the state. These recipes are currently 

very well known but there was a time when they were considered at the fringe of 

economic thought. During the 1970s and especially the 1980s, neo-classical 

economists in the English-speaking world popularised their ideas through think 

tanks and then universities, a process that has been brilliantly documented by 

Cockett (1994). Even so, it was easy for governments to distance themselves from 

the 'extremist' monetarist views of some of these economists. Instead, 

governments were seen to provide a ‘moderate and pragmatic’ response to 

economic problems. This allowed them to apply monetary and other measures that 

were, in reality, no less extreme than those offered by the neo-liberal economists. 

The more recent development involves the thorough adoption of neo-liberal 

principles by government officials without the need to distance themselves from 

‘extremist monetarist views’.  

Having examined the neo-liberal explanation of capitalist change and in light of 

the ‘achievements’ of this ideological current, an important question that remains 

unanswered is: in terms of legitimating strategies, where do neo-liberal 

assumptions originate from? The customary answer would point to theorists such 

as von Hayek and Friedman from the Austrian and Chicago Schools respectively 
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(Murray and Pacheco, 2000). A more historical approach, however, would 

examine a neo-classical understanding of the birth of capitalism and the ideas 

emanating from the 15th and 16th century mercantilists and monetarists, the impact 

of Dudley North’s theory of ‘Free Trade’ and Adam Smith’s concept of the 

‘Invisible Hand’.3 Because of their simplicity these older ideas lend themselves to 

justifying projects of economic restructuring and re-deploying state capacities. 

1.3.1 Early understandings of classical economics: from 
mercantilism to Adam Smith 

Even though primitive forms of capitalism appeared in Flanders and Florence in 

the 13th and 14th centuries respectively it was not until a mixture of factors 

coincided (including shortages of labour, the spread of market relations to the 

countryside, and social instability) that what we know as capitalism was 

established in Western Europe (Hunt, 1979:11). Labour scarcity decreased land 

rents that, in turn, increased the feudal lord’s earnings. As a response, the feudal 

lord began the enclosure of communal lands, sending landless peasants to urban 

centres where they worked in factories or remained in poverty. An increase in 

both population and trade helped maintain a system whereby handicrafts and 

manufactured products were made by workers who did not own anything except 

their labour power (Hunt, 1979, 15-16). By this time the feudal order had been 

largely undermined and the new geographical and scientific discoveries, together 

with the increased secularisation of the state contributed to the development of 

capitalism, which philosophers had not recognised as such but tried to understand 

and rationalise.  

The first attempts at rationalising how wealth was produced were made by those 

who sought to systematise their knowledge of commerce, trade and industry into a 

form of science, based on laws, facts and theories, not on religious beliefs and 

morality. As Cole argues:  

                                                           
3  For two Marxist analyses on the origins of capitalism see Woods (1998) and Brenner 

(1977).  
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With the separation of towns from the countryside and the establishment of a market 

economy, new interest groups emerged and economics developed as a ‘science’ of 

valuation, replacing systems of valuation founded on morality and power (1991:19). 

The colonisation of the American continent and the subsequent extraction of 

precious metals from the area somewhat relieved the shortage of gold and silver 

caused by a steady increase in trade experienced in Europe from the early 13th 

century. Most European states regulated the flow of precious metals from their 

frontiers by establishing trade monopolies with their colonies, restricting the 

export of gold and silver and enacting regulations on commerce (Rubin, 

1989: 21). Many of these regulations were inspired by the early mercantilists and 

their view that wealth could only be created by securing ever larger amounts of 

gold and silver. But the mercantilists were also interested in defending and 

rationalising why certain measures taken by the state were detrimental or 

beneficial to particular industries and at the same time to the nation. This process 

of rationalisation produced a vast literature that contains the first elements of 

economic theory and with it discussions on monetary calculation.  

Even though one of the main characteristics in the writings of the mercantilists is 

the importance of trade, most of the debates around this issue stemmed from 

differences in how to do it more efficiently. The English, German and Italian 

mercantilists operated in slightly different environments and their views reflected 

this. In England, where trade practices were most advanced, writers such as 

Gresham, Misselden, Malynes, Mills and Hales turned their attention to the 

circulation of money. They ignored the balance of trade even though its 

unfavourable status caused money to lose its value in the form of currency 

debasement (the minting of coins that are legally of the same value but contain 

less metal - Rubin, 1989: 42). John Hales, in particular, proposed his own brand of 

monetarism by arguing that government should restrict the export of coins and 

money and its debasement because this led to a ‘general rise in the prices of 

foreign commodities which then aggravates England’s negative balance of 

payment’ (Rubin, 1989: 46). 
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At roughly the same time as the English came to dominate the trade routes of 

northern Europe, early mercantilist ideas were replaced by a kind of mercantilism 

that defended not ‘the acquisition of precious metals’ and state regulation but the 

maintenance of a positive balance of trade. According to Rubin, Thomas Mun 

(1571-1641) became the most notable of the later mercantilists because of his 

emphasis on the development of exporting and transforming commodities into 

manufactured goods. In Rubin’s own words: 

Mun did not contest the previous doctrine about the benefits accruing to a nation 

from the acquisition of precious metals or, as he called it, the multiplication of its 

‘treasures’. What he argues, however, is that such ‘treasures’ cannot be multiplied 

by the state taking coercive measures to regulate monetary circulation directly 

(prohibition on the export of money, a fixed exchange rate, changes in the metallic 

content of coins, etc.). Whether there is an influx or outflow of precious metals 

depends exclusively upon whether the balance of trade is positive or negative 

(Rubin, 1989: 49). 

By the end of the 17th century, British money capital had developed to such a 

level that it came to contradict state-sanctioned rules. Subsequently, the critique of 

those mercantilists who supported state intervention came from the defenders of 

merchant and money capital. 

1.3.2 Dudley North’s idea of ‘free trade’ 

Given the development of money capital, writers such as Dudley North set out to 

prove in his Discourses upon Trade (1691) that state intervention is detrimental to 

trade and commerce. But just as important was his argument that foreign trade 

was not simply the exchange of products but the ‘exchange of the produce of one 

nation for that of another for their common benefit’ (Rubin, 1989: 58, emphasis 

mine). Like today’s economic gurus, North argued that the flows of money have 

little relevance to trade or are only an indication of the amount of goods 

exchanged. This means that the circulation of money, follows the circulation of 

products, a cycle that must not be interfered with by anyone because it tends to 

regulate itself by means of prices. Perhaps the big breakthrough for North was the 
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distinction he makes between money as a medium of exchange and capital as real 

wealth. 

In his polemic against mercantilist policy North overcomes the theoretical error that 

the mercantilists had made in confusing money with exchange value in general, with 

capital. By recognising that money is a medium of exchange and a measure of value 

for actual commodities, North comes very close to arriving at a correct 

understanding of the distinction between money and exchange value....For North, 

too, it was a conscious goal that commercial capitals and profits should be built up, 

but the best means to this end was free trade and not the restraining interference of 

the state (Rubin, 1989: 60). 

North’s ideas on free trade became very influential in the latter part of the 18th 

century and paved the way for the development of industrial capitalism. It was 

Adam Smith’s term to explain how wealth was produced. 

1.3.3 Adam Smith’s ‘invisible hand’ 

In trying to explain this new phase of capitalism and at the same time defend the 

interests of the industrial capitalists, Adam Smith was able to theorise on the 

economic organisation of industry and commerce in his book The Wealth of 

Nations. Smith’s most important contributions to economic ideas is the 

classification of income depending on the social classes to which these belong. 

For Smith profits are the income of the capitalists, rents are paid to the landlords 

and wages to labourers (Hunt, 1979: 37). The way each type of income is gained 

assumes a certain degree of antagonism between the classes, which is balanced 

out by a force greater than all the participants involved. This greater force, 

according to Adam Smith, is called the ‘invisible hand’ that guides the seemingly 

selfish actions of people and turns them into welfare for everyone. As Hunt points 

out: 

There was...a persistent theme in [Smith’s theories] that was discussed most 

elaborately in his economic theory; this theme was that even though individuals 

might act selfishly and strictly on their own behalf or on the behalf on the class of 
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which they were part, and even though individual conflict and class conflict seemed 

at first sight to be the result of these actions, there was operative in the “laws of 

nature” or in the “divine providence” what Smith called an “invisible hand” that 

guided these seemingly conflict-creating actions into a benevolent harmony. (Hunt, 

1979: 37). 

This examination of the classical economists is not exhaustive but from it one can 

derive that Smith’s concept of the ‘invisible hand’ and North’s idea of ‘free trade’ 

seem to appeal to modern day neo-liberal economists and apologists. For them, 

the so-called “invisible hand” concept offers a convenient explanation for 

legitimating such practices as financial deregulation and privatisation. Another 

widely accepted concept that is obvious in neo-classical writings is that the state is 

likely to interfere with market processes and therefore its actions should be 

curtailed. I argue below that instead of curtailing state functions, neo-liberalism 

re-deploys them for the benefit of capital. 

1.4 The state in the neo-liberal world-view  

The revival of neo-classical ideas came at a time of relative labour weakness, the 

1970s world recession, and the incipient 1980s debt crisis. This provided the US 

and Western European-dominated International Monetary Fund (IMF) and World 

Bank a favourable context in which to recommend and impose the policies of 

deregulation and privatisation (Berger, 1994: 266). The neo-liberal response to the 

1970s economic crises called for the re-deployment of state capacities and 

economic policies. State intervention, according to them, only distorts market 

mechanisms and the new role of the state should be limited to facilitating a level 

playing field. Even though these ideas are in direct conflict with the Keynesian 

principles so prevalent in the three decades after WWII, they captured the 

imagination of bureaucrats, politicians and academics because they offer 

simplistic market-based solutions to complex problems.  

The subsequent reliance on free trade and market mechanisms resulted in the 

relocation of labour-intensive industries to regions outside Western Europe, Japan 
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and North America. The deregulation of labour markets, the establishment of the 

World Trade Organisation, the Multilateral Agreement on Investment (Griffin, 

1998: 1), the formation of various trading blocks and deregulation of finance are 

part of state efforts to facilitate the movement of capital. This brings us to the re-

deployment of state capacities. The neo-liberal argument is that as the world 

economy becomes more integrated the state experiences a decline in its capacity 

to manage the national economy. Left-liberal scholars such as Hirst and 

Thompson challenged this particular claim. They contend that cooperation 

between state and the private sector has been instrumental in 'integrating' the 

global economy (Hirst and Thompson, 1996: 7). They are careful, however, when 

referring to the term 'global integration' by qualifying its extent. In their view the 

most integrated economies are those of the USA, Japan and the European Union 

with the rest of the world connected to this 'triad' in varying degrees.  

A number of observers agree with Hirst and Thompson on the primacy of the state 

in strengthening trade between triad members (Holloway, 1994; Weiss, 1998). 

Others, such as Clairmont (1996) and Harman (1996) argue that despite state 

collaboration, capital is still in control. They contend that deregulation of finance 

and subsequent ascendancy of finance capital are the main reasons why in the last 

twenty years various economies around the world have become subject to ‘free 

trade’ policy prescriptions, supply side economics and monetarism. According to 

the Marxist perspective, to which both Clairmont and Herman subscribe, the 

process of globalisation promotes the subordination of weaker economies, the 

people working within them and the integration of elites on a global scale. In 

addition, the role of welfare measures as the main state strategy for mediating 

between national capital and labour has also been curtailed (Dierckxsens, 1997). 

The new measures accommodate national labour to the needs of a capital that is 

increasingly borderless. This is, according to Castells, the result of changes in the 

productive forces.  

... previously [capital] had called for the expansion of information processing 

activities: but information itself becomes a productive force, so the social 

characteristics of labour reproduction (and thus of collective consumption: health, 
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education, housing, etc) became key elements in the development of productive 

forces, embodied in the cultural capacity of labour to process information. Thus the 

old, redistributive welfare state becomes obsolete, not so much because it is too 

expensive (this is the capitalist critique not the informational challenge), as because 

it has to be restructured to connect its redistributive goals with its new role as a 

source of productivity by means of the investment in human capital (Castells, 

1989: 20). 

The state, according to Castells, is in the process of acquiring a new role, one that, 

given the changes in the forces of production is more relevant to the needs of 

capital. In order to understand these underlying changes, a number of Marxist 

observers, Castells included, are turning to the theory of the tendency of the profit 

to fall as an explanation for the most recent capitalist crisis and as the basis for 

responses to the crisis.  

1.5 Capitalist crisis: Marxist explanations and their limits 

As shown earlier in this chapter Keynesians believed that preventing a recurrence 

of the great depression of the 1930s required a strong interventionist state that 

would, amongst other things, control savings, credit, investment, and ‘fine-tune’ 

inflation and the supply of money. The lack of success of these policies in 

preventing economic downturns since the 1970s opened the way for 

recommendations from neo-liberals. The sternest amongst them argue for a 

minimal state and for the amount of money in the economy to be determined by 

something akin to the gold standard (Brett, 1983: 16).  

Marxists, have consistently challenged both of these interpretations and their 

responses. These interpretations, however, are not uniform. Harvey (1999) 

identifies two distinct positions based on the tendency of the rate of profit to fall 

(TROPF). Dialectical Marxists argue that the major capitalist downturn of the 

1930s and 1970s can be explained in terms of restructuring of capital. Their 

understanding of the TROPF is different to that of analytical Marxists such as 

G.A. Cohen (1978), Robert Brenner (1998), Glyn and Sutcliffe (1972), Bowles, 
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Gordon and Weisskopf (1985), Jon Elster (1978) and Erik Olin Wright (1978). 

The latter group’s interpretation of the TROPF is based on the assumption that a 

crisis in accumulation is caused by a profit squeeze from rising international 

competition amongst firms and upward wage pressures from well-organised 

unions resulting in a slowdown of productivity. In these circumstances new 

capital, despite its higher productivity, fails to replace old capital and if it does it 

finds itself competing with other forms of capital for diminishing returns. The 

reason why new capital cannot easily replace old capital is because, over time, old 

capital invests large amounts in fixed capital that does not require high rates of 

profit to remain competitive. This ‘sunk’ capital is adverse to capital restructuring 

because it relies on economies of scale to derive profit. In the long run this 

strategy leads to decreasing levels of investment in labour and production, profits 

and wages as demand growth declines (Brenner, 1998: 17). To successfully beat 

the incumbent, new entrants invest in new, more efficient technology. If they 

succeed then the market becomes saturated as over-production and over-capacity 

materialise. If they fail, demand growth declines. In any case intra-capitalist 

competition results in decreased demand growth because of over-production. 

Dialectical Marxists such as Mandel (1978), Carchedi (1991), Fine et al. (1999), 

Webber and Rigby (1996) and Harvey (1999), argue that this interpretation of the 

TROPF assumes that if all other variables are constant any increase in fixed 

capital investment will automatically result in increases in market demand. Any 

mediating role by the state or the finance system, the changes to labour processes 

and the way the economy is structured is reduced to a simple relationship between 

capital investment and market demand (Fine et al., 1999: 52). As argued earlier 

the profit squeeze/over-production approach to the TROPF does not take into 

account spatial and geographical factors in the circulation of capital. Nor does it 

include the mediating role of credit in investment cycles and the spatial-temporal 

effects that this has on the TROPF. As Harvey says: 

Capital accumulation moved sectorally and regionally according to disparate 

rhythms throughout the whole post-war period, thus calling into question any simple 

cross-national periodisation (such as the break in capital accumulation patterns that 
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supposedly occurred in the early 1970s)...late-twentieth-century capitalism has 

crucially depended upon a particular dynamics of uneven geographical development. 

Impelled by multinational capital, aided, abetted and occasionally cut across by the 

powers of credit and finance, these shifts have kept capital accumulation in a 

perpetual state of dynamic uncertainty. Investment strategies (in most cases backed 

by state power) have, they argue, played a crucial role in generating geographical 

shifts relative to the more usual explanations of ‘globalization’ through lower labour 

costs, technological advantages, and the like (Harvey, 1999: xxv-xxvi). 

The dialectical version of the TROPF assumes that capitalist expansion is based 

on the increasing amount of production and the replication of economies of scale 

and scope in newly-found markets at home and abroad. Because of the TROPF, 

capitalism resorts to restructuring of the productive base, not to over-production. 

Economic restructuring and rationalisation are strategies that prolong capitalist 

accumulation but are not processes that are carried out by capitalists alone. 

Because of its long-term nature, capitalist restructuring is mediated by socio-

historical factors such as state intervention, patterns of international trade, 

technological innovations, labour strength and through mechanisms such as credit 

and finance. Of all of the above factors, credit plays a vital mediating role 

between production and circulation at times of restructuring, but is itself 

influenced by state intervention. A generalised pattern of capitalist restructuring 

can be conceptualised as proceeding through the following phases: 

• After a recovery, profits increase, followed by a rise in capital turnover that 

leads to an expansion of trade credit and is independent of bank credit. This 

expansion increases the opportunities for speculative operations by 

commercial capital.  

• In the late phase of the boom, constrained profitability leads to shortening of 

the chains of trade credit. Trade credit then turns to banking credit for 

support. This is especially the case of commercial capital because of its 

reliance on speculation in the earlier stages of the cycle. At this stage banks 

cannot expand money held in deposits or other liabilities as easily as before 
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because of falling profits. Interest rates rise due to commercial and 

industrial companies’ dependence on banking credit. 

• A crisis ensues when the interest rate is higher than the rate of profit and 

profits from speculation decline. Underlying all this is the interconnected 

nature of credit obligations, the subsequent failure of firms to make 

repayments and finally bankruptcy. Flight of capital to money spreads 

resulting in a ‘credit crunch’. However since the cause of crisis is collapse 

of credit chains and most trade and banking credit is usually for relatively 

short periods of time, a crisis is unlikely to last for a long period of time. 

• Recession sets in. New technology and fixed capital replacement is required 

to slow down the falling rate of profit. Competition by companies increases 

while demand for labour decreases. Survival at this stage depends on access 

to banking and other long-term credit (After Itoh and Lapavitsas, 1998). 

Clearly one of the most important ways of explaining how the relationship 

between falling profits and economic crisis results not in over-production but in 

capitalist restructuring is through the mediating role of credit and the state–a point 

that will be examined below in more detail in Chapter 2. Suffice to say here that 

the US recession of the early 1970s and the 1990 depression of the Japanese 

economy provide examples of crisis-led capitalist restructuring.  

Despite the strengths of the TROPF in explaining capitalist downturns, we must 

note that the whole concept has been revised a number of times. Castells, one of 

first revisionists, argues that the available empirical evidence and causal 

relationships that prove/disprove the TROPF is ‘partly irrelevant, partly 

contradictory and partly supportive of the main propositions of the theory’ 

(Castells, 1980: 39). Castell’s remarks are more than 20 years old but they still 

ring true to this day partly because, as Webber and Rigby argue: 

…the technical apparatus of theory is inadequate to permit a good characterization 

of the problem, for despite all the effort that has been put into the theory of the 
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falling rate of profit, formal dynamic models do not relate all these variables. There 

simply does not exist a formal, dynamic, macro-economic model in which all these 

variables are internally related to each other and to the rate of accumulation 

(1996: 81).   

But limitations of the TROPF and interpretations of capitalist crisis based on it go 

beyond mere lack of suitable econometric models. Contributions by the French 

Regulation School based on the work of Lipietz (1979) and Aglietta (1979) and 

those based on Mandel (1978) have done little to fill the ‘analytical vacuum in 

political economy that has persisted for twenty years or more’ (Fine et al., 

1999: 47). This is not because of a lack of interpretations either. Webber and 

Rigby (1996) analyse eight influential authors4 who use the TROPF as cause of 

the 1970s crisis while Carchedi in his Frontiers of Political Economy (1991) lists 

nine.5 In a recent debate on the transformations of contemporary capitalism 

sparked by Robert Brenner’s article ‘The Economics of Global Turbulence’ 

(1998) in the May/June issue of the New Left Review, Fine et al., (1999: 47-49) 

and Harvey (1999: xxiv-xxv) complain that Brenner6 omits from his analysis: 

• The significance of credit and finance for capitalist crisis. 

• The temporal aspects of accumulation as found in the circulation of 

fictitious capital. 

                                                           
4  These are Lash and Urry (1987), Lipietz (1979), Gibson and Horvath (1983), Freeman and 

Perez (1988) and Mandel (1978). 
5  These are Hilferding  (1981[1910]), Sweezy (1942), Lipietz (1986), Glyn and Sutcliff 

(1972), Bowles, Gordon and Weisskopf (1985) and Mandel (1980). 
6  Brenner’s critics argue not only about the content of his article but also about the form it 

takes: it occupied an entire issue of the New Left Review, a practice that the journal has 
only done twice in its publication history, at a time when his contribution is just one of 
many in an on-going debate. But what incensed the critics most was this comment in the 
Review’s foreword:  

In New York, the most fashionable magazine of the hour has called for the 
award of a Nobel Prize to the first thinker able to explain the laws of motion 
of the global economy in which we now live. Given the complexion of the 
Prize committee, there is little danger of that. But Marx’s enterprise has 
certainly found its successor (NLR, 1998: v). 

 To which Fine et al. (1999) reply ‘this claim is particularly disturbing for those engaged in 
the increasingly difficult struggle to sustain Marxist political economy in the face of 
hegemonic and conservative mainstream economics’ (86). To this Harvey (1999) adds ‘The 
celebration of Brenner’s account is odd, given the fact that several other far more 
sophisticated and far reaching accounts of capitalist dynamics are readily available’ (xxv).   
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• The spatial factors of capitalist development as experienced in the 

internationalisation of production and finance.    

Following in the footsteps of Mandel and Lipietz, theorists such as Harvey (1989, 

1999), Webber and Rigby (1996), Soja (1989) and Carchedi (1991) have 

addressed the areas that Brenner ignores. Others including Corbridge, Martin and 

Thrift (1994) and Wachtel (1990) have done work on the relationship between the 

power of the state and that of capital and the links between those two and space. 

As such this body of literature contributes greatly to filling the ‘analytical 

vacuum’ in Marxist understandings of capitalist restructuring.  

Conclusion 

This chapter examined three divergent explanations of capitalist change and their 

respective responses to it. These include the Keynesian, neo-liberal and Marxist 

perspectives. I argued that ‘plan rational’ model of managing capitalist 

accumulation gained momentum at the beginning of the 20th century and was at its 

apex from the period after the 1930s world recession until the 1970s. During this 

time the state became intricately connected with the growth of capital through a 

number of interventions that ensured political stability at the national level. The 

pact between labour and capital that the state mediated gave rise to a higher 

standard of living and an expansion of social services.  

After WWII attempts were made to transform the economies of the developing 

world along the lines of Keynesian economic management. I showed that a 

number of practices emanated from Latin America that sought to find the best 

way of catching up with industrial countries. The crisis of the 1970s gave rise to a 

shift in economic ideology that affected these practices. The shift was the result of 

economic transformations that since the 1970s led to the dismantling of 

Keynesian style economics in core and peripheral countries.  
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The problems, according to neo-classical economists were largely the result of 

expanding state expenditures and the solutions involved, among other things, the 

opening up of markets around the world, the deregulation of different industries, 

and the reduction in tariffs and barriers for imports and exports. In other words the 

very policies that were anathema prior to 1970s became essential steps for states 

around the world to come out of recession.  

The ideas that emanated from the periphery such as import substitution and 

declining terms of trade were subsumed by the dominance of neo-liberal concepts 

of free trade and the ‘invisible hand’. I argued in this chapter that these key 

concepts in the language of neo-liberalism date back to classical understandings 

of the economy. These concepts form part of a legitimating state strategy that 

seeks to accommodate changes occurring in capitalist accumulation.  

Marxists, on the other hand, see capitalist crisis not as the result of state 

interference but as the logical outcome of capitalist need. For Marxists, 

restructuring enhances the capacity of capital to grow but the process is inherently 

painful because it involves the destruction or complete overhaul of the old 

regulatory structure. I analysed the explanation put forward by Marxists that 

explains the capitalist downturn and found that the TROFP is best suited to the 

present study because (in its dialectical version) it takes into account the 

significance of credit and finance in capitalist crisis. This particular aspect of 

capitalist restructuring will be taken up in Chapter 2.  



 

CHAPTER 2 
THE SIGNIFICANCE OF FICTITIOUS CAPITAL 
AND ITS REGULATION BY THE STATE 

As shown in Chapter 1, interventionist policies began to take hold of the 

imagination of bureaucrats, academics and political and economic leaders who 

initially applied them as anti-recession measures during the 1930s and then as 

blueprints for post-WWII reconstruction efforts. During this period a political 

climate of collectivism and corporatism supported Keynes’ ideas and their 

variants that were rapidly implemented in most industrialised nations as recipes 

for managing economic growth. Immediately after WWII, and in an attempt to 

‘modernise’, many newly independent states in the developing world also adopted 

some of these ideas and practices. These goals were greatly facilitated by state 

access and control of credit, investment and savings. The capacity to control or 

redirect credit flows allowed states to support or abandon industries depending on 

economic priorities. The state also used credit as a tool of national wealth 

redistribution because it allowed particular income groups easier access to credit 

thereby increasing their chances of integrating them into productive activities. 

In this chapter I argue that under these circumstances, the control of credit became 

a crucial aspect of monetary and industrial policy making. However, this 

particular way of managing capitalism was dependent on an expansive phase in 

capitalist development that was bound to change when economic conditions in 

core countries deteriorated. Hence the need for financial deregulation in the 1970s 

and 1980s.  

This chapter surveys two kinds of distinct but related sets of literature. The first 

type analyses, in abstract terms, the significance of fictitious capital in the 

expansive phase of capitalist development and the role that the state plays as 

debtor, and as allocator of credit. I will also provide a brief discussion on research 

carried out in the area of credit allocation. I will demonstrate the lack of Marxist 

analysis available for Costa Rica and hence the need for the present study. The 

39 
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other type of literature analyses the two predominant types of finance and credit 

provision found in capitalist economies and the rationale for deregulation of 

financial systems occurring in the last 30 years.  

2.1 The significance of fictitious capital 

The role that credit plays in capitalist development requires an explanation of the 

roles of money, rent and the state in capitalist societies. The importance of credit 

in capitalist societies is bound to the role of money and rent. During certain 

periods, capitalists find it more profitable to trade in money (in the form of 

interest-bearing capital such as shares and bonds) than invest in production (new 

plant and equipment). The interest accruing from trading in money is obtained by 

doing little more than waiting. However, despite the illusion of autonomy, 

interest-bearing capital is intricately connected to productive capital. The social 

relations embodied in this form of profit are as coercive as other forms of 

production and this is reflected in the way that the organisation of industrial 

production has been transformed over the last 25 years. After all, making paper 

claims on the labour of workers is just as exploitative as wage labour itself.  

The move from industrial to rentier hegemony has shifted capitalist production 

from an extensive phase to an intensive phase. In this phase, credit and interest not 

only become mechanisms of capital accumulation just like production did in the 

industrial phase but also become mechanisms of industry subordination. As 

Henwood argues: 

…the needs of money seem increasingly to take precedence over those of 

production. This is seen most visibly in the shift of policy–making in the rich 

countries from the stimulation of growth to its suppression in the name of holding 

down inflation. Instead of acting as a stimulus to production, the credit system–the 

preservation of paper values- looks increasingly like a barrier (1998: 238).  

In other words, industrial countries' concerns shifted from short-term concerns 

such as the lack of employment and under-used productive capacities to long-term 
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ones such as keeping inflation down and maintaining currency values. This shift 

was inspired by the owners of capital who were convinced that market discipline 

should pervade economic life and that inflation undermines the value of money. 

From a purely quantitative and neo-liberal approach to money, the expansion of 

credit then requires control of money stocks and inflation. As Mandel argues:  

Inflation as a mechanism to extend credit facilities within the framework of the 

actual process of the production and circulation of commodities was rejected as 

irresponsible by both bourgeois political economists and capitalist politicians. The 

reasoning behind this view was that only the immanent laws of the market economy 

could restore normal equilibrium and any attempt to intervene in this process 

‘artificially’ would in the long-run endanger the recovery of the economy and 

multiply the contradictions and causes of crisis (Mandel, 1978: 413). 

According to Aglietta (1979: 328), the idea that the monetary authorities can 

control inflation by controlling the amount of money is an illusion. This is 

because, he argues, the state is not the producer of surplus value (labour is, the 

state being just a mediator) and can therefore only modify the effects of 

commodity exchange (expressed in money) not substitute surplus value. In other 

words, money and credit are not the same but the latter is the dematerialised form 

of the former. This is how Aglietta explains it:   

Something vital is therefore at issue in any analysis of the monetary system, in other 

words of how the general equivalent is formed. It is all the more important in that 

the complete dematerialization of money within nation states since the First World 

War, or at least since the Great Depression, has strengthened the illusion of a money 

completely manipulated by the state... But to understand how the monetary system is 

organized, it is essential to see that money and credit are qualitatively different, even 

though credit arises out of money. The solution to this mystery lies in the fact that 

money is created as a token of credit within the banking system, but acquires its 

attributes of general equivalent outside this system, when these token of credit are 

utilized within commodity production (1979:331).  

Money, in other words is just another form of credit but when used as the 

generalised form of exchange it provides a level of abstraction to the credit system 

that can only be sustained by the state or system of states. Capitalists take 
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advantage of this abstraction when setting up joint stock companies. In fact, the 

growth of credit is also strongly connected with the growth of the joint stock 

company because it allows its owners to use the capital of stockholders for the 

purposes of profit-making and expansion of what would otherwise be private 

companies. As Marx said: 

There is antagonism against the old form in the stock companies, in which social 

means of production appear as private property; but the conversion to the form of 

stock still remains ensnared in the trammels of capitalism; hence instead of 

overcoming the antithesis between the character of wealth as social and as private 

wealth, the stock companies merely develop it in a new form…Without the factory 

system arising out of the capitalist mode of production there could have been no 

cooperative factories. Nor could these have developed without the credit system 

arising out of the same mode of production. The credit system is not only the 

principal basis for the gradual transformation of capitalist private enterprises into 

capitalist stock companies, but equally offers the means for the gradual extension of 

co-operative enterprises on a more or less national scale. The capitalist stock 

companies as much as the co-operative factories should be considered as transitional 

forms from the capitalist mode of production to the associated one, with the only 

distinction that the antagonism is resolved negatively in the one and positively in the 

other (Marx 1967: 440).  

Credit, according to Marx, has the capacity to expand the limits of capital 

accumulation by separating production from ownership. The capitalist who 

provides credit to other companies and individuals uses money obtained from the 

sale of goods and profits from production. In the process more goods and profits 

are made so that in a sense there is a directly proportional relationship between 

credit, production and exchange. Credit, in other words, has the capacity to stretch 

present incomes. Like money, however, it is an instrument of social compulsion: 

most workers cannot afford large cash expenditures so they use credit in the form 

of loans and mortgages that tie them to their employees for long terms of time. 

And the price to be paid for the privilege of being able to draw on potential future 

income is paid in the form of interest. In this manner, money, which was 

originally obtained from the exchange of goods, becomes seemingly an entity 

with a life of its own, capable of replicating itself. This is, however, only an 
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illusion as this circuit of capital begins with production and the profits obtained 

therein. As Henwood argues: 

Besides the needs from the borrowing side, there is also the need of the capitalists 

and rentiers to deploy their money profitably; these surpluses, which emerge from 

production, drive the supply of credit. The credit system makes all forms of capital 

fungible; it lubricates the transition of every form of wealth into its most 

wonderfully liquid form, money…and makes it possible for money, sterile in itself, 

to be transformed into profit-seeking capital. From this point of view, both sides of 

the argument between neo-classicals and Keynesians about whether savings 

precedes investment or vice versa seem reciprocally incomplete: the two activities 

depend on each other (Henwood, 1998: 233).    

The use of money as a token of credit can only happen when commodity 

production and circulation become mature and centralised as a result of state 

guarantees. At this stage, money needs not to be present as cash in commodity 

transactions but can be substituted by credit that in turns expands commodity 

circulation. This process creates chains of credit where money becomes an 

abstraction, unless the chains are broken through defaulting on payments or 

bankruptcy. In these cases, unless the state intervenes, settlement has to be made 

in money. 

2.1.1 The state as creditor and debtor 

The credit system encompasses a great number of institutions such as joint stock 

companies, banks and governments. The instruments vary depending on the 

institution with stocks, bank loans and bonds as debt instruments that correspond 

loosely to joint stock companies, business and individuals and governments 

respectively. As shown later in this chapter, bank loans and mortgages are the 

most widely known form of modern debt but equally important are corporate and 

government debt. The latter is acquired when stocks are sold to the public so that 

the issuing company can use the incoming capital for investment or for profit-

making activities. These stocks represent not only part ownership but also claims 

to future company earnings. Government bonds, on the other hand, do not give the 
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holder a claim of ownership but government income stream is seen as very secure 

and can be easily traded in the market. 

Government debt is managed by a central bank by selling and buying of official 

financial instruments. In theory, central banks have incredible regulatory power 

because they set the interest rates that determine other borrowers’ rates like those 

of households and corporations. Government debt has also a socio-political 

character because it allows wealthy individuals to determine how they are going 

to be repaid which indirectly influences the way the state manages its finances, 

especially if the state is highly indebted. Demands by creditors for austere fiscal 

policy or the introduction of flat tax regimes are usually made at times of budget 

deficits. Moreover, in the process of repaying the interest on government debt, the 

state becomes a re-distributor of wealth from the non-wealthy groups in society to 

the wealthy ones via regressive taxes or higher interest rates. An economy that 

grows and employs more people can quickly be slowed down by calls to reduce 

inflation via increases in interest rates that favour those with enough interest-

bearing capital. Paradoxically, an increase in government debt facilitates other 

forms of debt and assists in the development of contemporary national and 

international capital markets. As Henwood says: 

Government debt not only promotes the development of a central national capital 

market, it promotes the development of a world capital market as well. Short term 

paper like treasury bills-places that investors can park short term cash-is important 

for a currency’s admission to world markets…Central banks also deal in their own 

and other government’s paper in their often vain attempts to manage their 

currencies. Institutions like the World Bank led the way in internationalizing the 

credit markets, raising funds in one currency, transforming them into another for 

temporary storage, and often lending in yet another (Henwood, 1998: 23).  

While states in developed economies find themselves hostage to their creditors, 

the situation in peripheral economies such as those in Latin America is no 

different. This, however, is complemented by multilateral financial institutions 

such as the International Monetary Fund (IMF) whose many tasks include 

surveillance of national economies along neo-liberal principles. When these 
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economies fail or under-perform, the state is required to follow the multilateral 

institutions’ adjustment programs that invariably penalise peasants, workers and 

small businesses. Along these lines, Nef argues that the state in Latin America has 

become ‘the receiver and debt collector of a bankrupt economy on behalf of 

transnational creditors’ (1991: 199). Even though the analysis of the role of the 

state as debtor is important, the literature on the subject is voluminous. My 

concern is with the strengths and limitations of the role of the state as creditor, in 

other words, the way in which the state moderates fictitious capital.  

2.1.2 Credit allocation: research in the Keynesian and Marxist 
literature 

State mediation in the allocation, delivery and access to credit (through its 

institutions and those directly controlled by it) was crucial to economic 

development for most of the 20th century. Yet this area of research only began to 

attract the interest of both Keynesians and Marxists in the last 20 years (Pollin, 

1995: 31 and Harvey, 1999: xiii-xviii). Credit activism or control, as Keynesians 

call it, refers to participation of the state in the design and management of credit 

as an economic planning tool (Loriaux 1997: 2). Marxists, as mentioned earlier, 

see credit in the broader sense: as an intrinsic part of capitalist development in 

which the state plays a mediating role. From this perspective, state attempts at 

controlling credit are a necessary but not sufficient strategy for controlling capital 

itself. The mechanisms for achieving this, however, are very limited and are 

indistinguishable, at times, from Keynesian proposals. 

According to Loriaux, in the English language literature, the importance of credit 

activism has been analysed mainly by those who subscribe to the International 

Political Economy (IPE) school. Despite its long intellectual pedigree 

(Wallerstein’s World Systems Theory, Michael Kalecki’s Institutional Economics 

and Neo-Keynesianism) the school’s research on credit activism is only recent. 

The publication of Peter Katzenstein’s Between Power and Plenty (1978) sparked 

interest in the link between ‘domestic institutional structure and policy response to 
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economic crisis’ and also ‘alerted scholars to the importance of financial policy 

and policy-making institutions in conditioning that response’ (Loriaux 1997: 3). 

Initially the reasons for neglecting this kind of research were due to the 

dominance of Keynesian style management of the economy. At the time, state 

interventionism was rarely questioned and the control of credit was assumed to be 

just one more mechanism for fine-tuning the economy. The financial crisis of the 

early 1970s that I explore more fully below, revealed some of the weaknesses of 

the systems and institutions that supported state interventionism and rendered 

some of them obsolete. Loriaux also recognises John Zysman’s (1983) 

contribution as being crucial in the development of the literature on credit 

activism. Katzenstein and Zysman’s efforts have influenced more recent studies 

on countries with credit-based systems and include works by Calder on Japan 

(1993), Maxfield on Mexico (1993), Woo-Cumings on South Korea (1997) and 

Perez on France and Spain (1998).  

These authors confirm the assertion that credit activism is not the key for 

successful capitalist development, only an important component of the whole 

project of development. Apart from the fact that many variables need to be 

considered to explain the speed of economic growth experienced by countries 

such as Singapore and South Korea, the case studies analysed by the authors show 

that state-led credit allocation was used to ensure agreed national outcomes. It is 

on the basis of the success of these national outcomes that credit allocation should 

be measured.   

2.1.3 Credit in Costa Rica: a gap in Marxist research 

From a radical perspective it is clear that there is a research gap in the study of 

credit in Costa Rica. Strong interest by non-Costa Rican Marxists on financial 

deregulation projects taking place in Chile or in Latin America’s big four 

(Argentina, Brazil, Mexico and Venezuela) has not been matched by interest on 

similar deregulation projects taking place in smaller states like Costa Rica. The 

reasons for the lack of literature on credit activism and financial deregulation from 
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a radical perspective in Costa Rica will be explained more fully below. Suffice to 

say here that, as in the rest of the world, research on state capacities has been 

neglected because the dominant economic discourse is informed by neo-liberalism 

and associated intellectual currents whose interest in state capacities is only 

recent. 

In the Costa Rican context, the most salient financial deregulation projects 

included bolstering the role of private banks, ending the state monopoly on 

deposits from the public, foreign exchange transactions and intermediation of 

foreign direct investment. The introduction of these projects has led to profound 

changes in the control and provision of credit. These reforms were initially 

proposed by Naranjo and Lizano (1980), Hayden (1982) and Adams, Graham and 

Von Pischke (1984) and ratified by a commission set up by the Monge 

administration to evaluate the financial efficiency of the banking system 

(Comision Evaluadora; 1984). The reforms have been documented in the Spanish 

literature by Lizano (1986; 1993), Coto (1987), Gonzalez-Vega and Vargas 

(1993), Camacho (1996)7 and in the English literature by Gonzalez-Vega (1984), 

Griffith-Jones and Rodriguez (1992), Rottenberg (1993), International Monetary 

Fund (1998, 1999, 2002). These reports are written from a neo-liberal perspective. 

As such they tend to privilege the role of market forces and assume that financial 

reforms, no matter how far reaching, always fall short of reaching some kind of 

libertarian teleology.8 Among these reports there are some that are very technical, 

focusing on the strengths and weaknesses of the system from a purely financial 

point of view, but invariably come to the conclusion that state intervention in the 

allocation of credit is inefficient or unprofitable.  

The works of Marten (1977), Facio (1972) and Gonzalez-Viquez (1965) and Gil-

Pacheco (1975) on the other hand, deal in part with the provision of credit but 

were written before the introduction of major financial reforms in the 80s and 90s. 

                                                           
7  Similar works include papers by the Central Bank and the Instituto de Investigaciones 

Economicas (IICE). 
8  The flip side of this tendency is that if the reforms fail, the reports usually criticise the 

authorities in charge of reforms for not carrying them out effectively. In either case the neo-
liberal assumptions are never questioned. See Gil-Diaz (1998: 6). 
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Informed by corporatism, their narrative is based on the ‘big men of history’ that 

reduces nation-building to the efforts of a few elite individuals.  

Literature that focuses on the way the institutions are created and dismantled as 

the result of class tensions, and is critical of the project of financial deregulation, 

is growing but remains marginal to the dominant economic discourse. Within this 

literature one finds some radical assessments of the financial situation in Costa 

Rica in relation to: the debt crisis (Salom: 1992), USAID intervention (Vargas, 

1989, Sojo: 1991, 1992) and structural adjustment (Korten: 1997, Roman: 1992). 

Unfortunately very few of these deal specifically with the abdication of state 

control over credit allocation as part of larger processes of re-deployment of state 

capacities. Brenes, in La Nacionalizacion Bancaria en Costa Rica (1990), 

examines credit allocation in its national political context but she ignores the 

international and ideological contexts of the changes in the financial sector. The 

ideological and historical aspects of banking nationalisation are taken up by 

Raventos (1998) but she does it as a way of demonstrating that the project was 

fragile because it was elite-driven and therefore subject to change according to 

their interests.9 The level of analysis in the English language literature on Costa 

Rican banking deregulation is less than satisfactory, with authors dedicating only 

a few pages to the topic of credit allocation. Compilations such as those of 

Edelman and Kenen (1989) and studies such as those of Clark (1993), Honey 

(1994), Lara (1995), Conroy et al., (1996), Hansen-Kuhn (1993) are more focused 

on the nature of structural adjustment and/or banking deregulation as part of the 

larger process of US intervention in Costa Rican political life. 

This survey suggests that Marxist analysis of credit allocation in Costa Rica is 

scant. As a whole Marxist observers have been more interested in the process of 

financial deregulation but when compared to neo-liberal inspired research, their 

impact has not been as immediate. The nature of this impact is a point I will return 

                                                           
9  The nation’s economic journals appear to touch the subject as a subset of other reforms. A 

search of Costa Rica’s premier economic journals, University of Costa Rica’s Ciencias 
Economicas, and Universidad Nacional’s Economia y Sociedad yields no results in relation 
to credit allocation or control but a few of the articles on financial crisis and banking reform 
mention credit allocation in passing. 
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to in Chapter 6. The context in which the literature on financial deregulation, in 

both the English-speaking world and in Costa Rica, has emerged will be examined 

next.  

2.2 The reasons for and objects of financial deregulation 
projects  

The shift in the capitalist mode of regulation from Keynesian to neo-liberal 

principles has been paralleled by equally important transformations: the 

deregulation of the national and international financial systems. These 

transformations are not the result of market outcomes but of deliberate strategies 

that sought to remove the Post-WWII financial regulatory framework based on the 

Bretton Woods agreement. Behind the facade of political pragmatism and 

technocracy, the language used by governments to rationalise the bulk of these 

projects is the result of a mixture of recycled ideas and geo-political and class 

interests. These are evident in the hegemonic understandings of financial 

deregulation projects that later become models. The post-Bretton Woods 

transformation of international banking, the process of financial integration in the 

European Union and US experience of intra-state deregulation provide models 

that finance capitalists and their apologists adapt to peripheral economies. But 

despite the hegemonic nature of neo-liberal calls for deregulation, the projects of 

financial deregulation that have taken place throughout the world in the last 20 

years vary according to different circumstances. Financial deregulation measures 

are applied to very different financial environments that range from the 

sophisticated to the modest and from the tightly controlled to the nearly 

deregulated. As Maxfield states: 

Countries also begin financial deregulation from different starting points; some 

embark on deregulation with no financial markets to speak of, while others need 

merely to deregulate interest rates or lift minor restrictions on exchange 

convertibility…financial liberalization encompasses exchange convertibility and 

financial institution ownership as well as interest rate regulation and credit controls 

(Maxfield 1997: 92-3). 
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Taking into account the institutional design of each financial deregulation case is 

important because, as we shall see in Chapter 3, it reflects the degree of influence 

that class interests (as mediated by the state) have on the task of transforming 

financial designs. Also, the design of the financial system determines the level and 

nature of state intervention in investment decisions and economic planning. Given 

the importance of analysing financial designs I will now turn our attention to the 

differences between the two major systems as identified by the literature.  

2.2.1 Contrasting financial designs: bank-dominant systems and 
capital market-dominant systems 

Rudolf Hilferding’s assertions that the German bank-based model would 

supersede the Anglo-American capital market-based model, that industrial and 

finance capital would eventually merge, that cartels would destroy competition 

and free trade and that ownership of companies does not have any effect on 

production outcomes have remained untrue (Henwood, 1997: 230). However, his 

work Finance Capital: a Study of the Latest Phase of Capitalist Development 

(1981[1910]) started a line of inquiry that sought to explain the differences 

between financial designs based on universal banks and those based on debt 

equity by joint stock companies. Later Gerschenkron developed this distinction in 

his book Economic Backwardness in Historical Perspective (1962). In it he points 

out that the contrasts between the German and British financial systems stems 

from the latter’s earlier more disorganised development in which companies, 

because of a lack of sufficient sources of external credit, sought to finance 

investment out of their own profits. British companies therefore developed capital 

markets independently of large banks. Germany’s late industrialisation on the 

other hand, meant that efforts at catching up with British industry were supported 

by the state. The creation of large banks to satisfy demand for credit was one such 

form of support and the ties that developed between companies and their 

respective banks was much closer than in the British case (Frankman, 1995: 21).  
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Similar studies by Zysman (1983), Cox (1986) and Mayer (1988) have found that 

these two initial designs were replicated in other countries. The bank-based 

system is dominant in most of continental Europe, Japan and most of the 

developing world, with the exceptions of Malaysia, Singapore, South Africa, 

Chile and the Philippines. The latter is dominant in the UK, USA, the Netherlands 

and Switzerland. The distinction is usually made by measuring the ratio of market 

capitalisation to that of total bank credit. In the former countries market 

capitalisation is more than two times lower than total bank credits, whereas in the 

former it is nearly the same as the banking sector’s aggregate domestic credit 

(Popov, 1999: 6). Zysman’s volume Governments, Markets and Growth (1983) is 

significant because he identified the nature of state intervention in both systems. 

In the bank-based system, governments tend to intervene at the level of individual 

economic sectors or firms, resulting in close connections between the two that 

ensure that credit allocation, rolling over of debts, preferential interest rates and 

terms of debt repayment are used as mechanisms for economic restructuring. 

Moreover credit-based systems create business dependency on lending institutions 

whose lending rates for industries or sectors can be controlled by government 

policy. In the capital market based-system on the other hand, companies rely on 

equity funding and government intervention is carried out indirectly through 

monetary and fiscal policy. Restructuring of capital is determined by stock market 

prices, which means that financial instability will directly affect company 

performance.  

Finally, the relationship between banks and enterprises is more distant than in 

bank-based systems and this makes companies more susceptible to the dangers of 

hostile mergers and acquisitions (M&As) and leveraged buy outs (LBOs) (Popov, 

1999: 5). What Zysman and other studies found is that, despite their similarities, 

the two systems are still different enough to demonstrate that the bank-based 

system is better equipped at avoiding financial instability and short-term 

syndrome common in market based-systems. Another important finding is that, 

despite the recent trends toward financial integration, the bank-based system is 

more favourable to state intervention in the economy (Pollin, 1995: 28). The 
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literature however has not critically analysed bank-based systems’ governance 

structures and the interests they serve within class societies. Studies based on 

Network Theory have found that the close inter-locks between board members of 

banks and enterprises and the alliances between them and state bureaucrats give 

rise to networks ruled by elites who are resistant to calls for economic and 

political democracy (Fitch and Oppenheimer, 1970, Mintz and Schwartz, 1985, 

Glasberg, 1989, Murray, 1989). Despite the problems associated with bank-based 

systems, Roemer et al., (1992), Harris et al., (1988), Lipietz (1992), and Dymsky 

et al., (1993) contend that these systems are more economically efficient and 

stable. They also argue that, given a particular mix of ownership and participation 

requirements, these systems have the potential to facilitate democratic economic 

structures.  

From the above it is evident that recognising the differences in the design of the 

predominant financial systems is important because each design is likely to yield 

different outcomes in terms of credit provision and control of finance. Because the 

differences between the bank-based and capital market-based systems are 

important, the way that deregulation has taken place in each of the systems should 

also be given attention. Some of the theories that explain these processes are 

examined below.  

2.2.2 Theorising financial deregulation 

The literature on financial deregulation is vast (in English at least) but it can be 

grouped into three different categories. The first category focuses on market 

forces’ influence on the process of deregulation and underestimates state 

intervention on this process. The second category is the hegemony argument 

because it contends that financially powerful states are responsible for designing 

the financial order that was to replace the Bretton Wood agreements. The last 

category includes those observers who argue that financial deregulation is the 

product of neglect not design.  
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Most market-based accounts rely on the concepts of McKinnon and Shaw. 

McKinnon (1973) developed the concept of financial repression to describe the 

way that states interfere with financial freedom. Shaw (1973) on the other hand 

developed the concept of financial deepening, which suggests that the most 

efficient financial systems are those that achieve low transaction costs whilst 

providing an optimal risk/reward profile for individuals (Pollin, 1995: 33). Even 

though both Shaw and McKinnon were referring to developing countries’ 

financial markets, their contributions were applied to core countries. Market-

based explanations of deregulation then give a great deal of importance to the 

growth of the Eurocurrency market in the late 1950s and the pressures this 

currency put on regulatory systems, especially after the petrodollar influx from 

OPEC countries in the 1970s.  

Other theoretical explanations, on the other hand, give more weight to policies 

adopted by the U.S. and the U.K. that sought to maintain their hegemonic position 

within the world financial system. The major proponents of the hegemony thesis 

are Gilpin (2001) and Helleiner (1994). Their account reads like this: successive 

balance of payments in favour of Europe and Japan in the 60s and military 

expenditures during the Cold War (especially those of the Vietnam War) drove 

the US into a deficit that the Federal Reserve refused to monetise for fear of 

spiralling inflation. The first major step to deregulation was the Nixon 

administration’s unilateral decision to suspend convertibility of the US dollar 

against gold in 1971 (Hirst and Thompson, 1996: 33). Instead of renewing or re-

negotiating the terms of the Bretton Woods agreement with its allies and trading 

partners, the US sought to: 

[U]tilize its dominant position in the open, liberal, international financial system to 

encourage foreigners both to finance and to bear the burden of adjustment to its 

growing current account and fiscal deficits (Helleiner, 1994: 202).  

Other measures included the floating and subsequent devaluation of the US dollar 

to encourage foreigners to invest in the US. This also required the easing of 

capital controls and deregulation of its stock markets. The New York Stock 
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Exchange (NYSE) was the first one to take up the offer in 1975 by eliminating 

fixed charges to customers. Anticipating capital outflows, the US trading partners 

reacted by deregulating their own markets. Great Britain, for example, abolished 

exchange controls in 1979 thus giving the City of London unprecedented 

manoeuvrability over the growing Eurodollar market. Japan’s initial reply was to 

let inflation rise, hoping it would keep the yen’s value lower than the US dollar. 

The OPEC oil prices made this strategy redundant and it was replaced by deficit 

financing and the internationalisation of Japan’s financial market.  

The deregulatory race amongst the world’s leading economies and the Euro-

currency financial pressure led an increasing number of countries to follow suit to 

prevent further capital flight. Increased liquidity in the financial markets, 

worsening commodity prices and accompanying low interest rates allowed non-oil 

developing countries to borrow heavily to finance their energy requirements. In 

the early 1980s, when interest rates rose, the same countries found themselves in 

trouble for not meeting debt repayments. To get out of the debt trap, the 

multilateral financial institutions such as the IMF and the World Bank’s standard 

recipe for developing countries included deregulation of their financial market 

giving developed countries more access to otherwise restricted markets. A 

manifestation of this was the growth, in the 1980s and 1990s, of cross border 

equity trading done through stock markets. While the higher presence of foreign 

capital in the developed countries’ stock markets came from other developed 

countries, foreign capital in developing countries came from developed countries 

searching to buy cheap companies and stock that resulted from the IMF-sponsored 

privatisation drives.10  

An alternative explanation to the hegemony thesis is given by Susan Strange who 

argues that the whole process was the result of policy negligence by state elites. 

These ‘non-decisions’ as she refers to them include:  

                                                           
10  According to Michie, the growth of share markets during the 1980s has been phenomenal: 

cross border trading of international equities, for example, expanded from a mere  
US $73 billion per annum in 1979 to US $1598 billion in 1989 and those stock exchanges 
which could take advantage of the trend saw their business in that area grow enormously, as 
with London (Michie, 1992: 202). 
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• Failure to substitute the 1971 Smithsonian Agreement on monetary 

stabilisation. 

• Failure to peg major currencies to an equivalent of the gold exchange 

standard after Bretton Woods collapsed. 

• Failure to establish a new set of regulations governing financial transactions 

after 1971. 

• Failure to accommodate the economic power of the OPEC countries and 

subsequent debt crisis. 

• Failure to establish a new lender of last resort to replace or complement the 

World Bank (Barry Jones, 1995: 180). 

The result of these non-decisions has given rise to a disorganised form of 

capitalism that literally gambles with the financial stability of whole nations if not 

the whole world. She calls this ‘casino capitalism’ (Strange, 1986).  

Proponents of hegemony theory agree with the observation that capitalism is more 

unstable now than it has ever been since just before the stock market crash in 

1929. This is due, in part, to the effects of deregulation but they disagree with the 

motives identified by Strange. Cerny, for example, argues that the hegemonic 

position of the US allowed it to influence the design of the financial system with 

or without the cooperation of other major industrial nations. For example, US 

proposals for new international financial regimes such as the Multilateral 

Agreement on Investment (MAI) were designed with the understanding that the 

US dollar will remain the currency of choice for the world economy (Cerny, 1993: 

14). Moreover Strange assumes that the US simply withdrew its regulating 

responsibilities from the international financial system. This notion ignores the 

very ideological drive for deregulation, which was diminishing the regulatory 

power of the state. Henry Nau, an ex-adviser to the Reagan administration 

working at the National Security Council confirms the US intent with assertions 
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that the country used ‘its hegemonic influence to promote the development of free 

markets and forced countries like France to pursue pro-market policies’ (Lorioux, 

1997: 9).  

In view of the above arguments it is clear that the hegemony thesis is much more 

useful at explaining the role of elites and the state in constructing an international 

system that relies on the profits of fictitious capital. This is especially the case 

with peripheral countries. As Chapter 3 will demonstrate, the US government, 

through a number of its agencies, was able to transform the Costa Rican financial 

system.  

The shift to deregulated financial systems has given rise to a discussion on 

whether deregulation has led to further integration of finance around the globe. 

There are many indications that finance capital is indeed becoming global. 

Supporters of this argument such as Strange (1986), Henwood (1998) and 

Holloway (1994) argue that transactions in the finance sector not only far 

outweigh those in other sectors of capital but also subordinate them. This was 

possible partly through the use of technological advances, sophisticated financial 

mechanisms and the inability of state bureaucrats and political leaders to reduce 

the power of the finance sector. However, these claims about global finance have 

come under scrutiny using both financial indicators and historical data. 

2.2.3 Measuring financial integration  

There are a number of indicators commonly used to determine the level of 

integration and deregulation of economies around the world. As with all statistics 

gathered by public and private institutions these indicators are limited in two 

important ways: most figures are the result of aggregate data, which discriminates 

against smaller quantities, and data is sometimes incomplete so discrepancies 

exist that make comparisons impossible due the large margin of error. These two 

factors are important when making generalisations about global trends that might 

not apply to small developing countries. 
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Apart from these limitations it is important to note that any given set of 

measurements will provide a particular image that is time and space specific and 

as such can inhibit efforts at establishing trends and shifts in socio-economic 

phenomena.  

The following are a number of indicators that are used to measure economic 

integration that assume a certain degree of integration. I also list their respective 

shortcomings.  

It is common for students of economic integration to assume that higher degrees 

of deregulation will result in more globalisation or integration.11 However this is 

not entirely correct as deregulation is not a necessary condition for integration into 

the world economy. An analysis of world trade figures for the last 120 years 

shows that despite the restrictive nature of trading blocks based on colonial 

possessions, the ratio of commodity world trade to world output in 1913 was 33 

per cent while the ratio for 1993 was 31.8 per cent refuting claims that a 

liberalised environment like that of the 1990s is more conducive to trade 

(Hoogvelt, 1997: 71).  

Using Foreign Direct Investment (FDI) figures does not help the deregulation 

equals integration case either. As Hirst and Thompson argue, FDI is more 

concentrated on the already highly integrated parts of the world economy, the so 

called North America, Japan and Europe ‘triad’, than in any other trading block 

(1996: 63-72). Other methods like the ratio of imports/exports to GDP used by the 

World Bank are supposed to ascertain the level of interdependence on the 

international economy. The higher the ratio in favour of import/exports the more 

integrated the economy is (World Bank, 1999: 6). But the ratio is really a standard 

for economies whose structures are dedicated to export activities and is of limited 

use if the country in question possesses a small number of export processing 

zones (EPZs) where drawback production systems (maquila) are the norm. The 

                                                           
11  The term ‘globalisation’ is the most recent addition to terms supposed to describe the 

integration of the world economy. The term ‘internationalisation’ was and is still used as a 
substitute. I prefer to use integration because it does not carry many assumptions found in 
the literature on globalisation.   
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drawback system takes advantage of enclave economies with very little linkages 

to local production arrangements. In these instances the ratio is likely to be high 

giving a false impression that the whole economy is well integrated. 

Finally, the study of the relationship between the savings rate of an economy and 

its investment rate is sometimes used as an indicator of integration (Oxelheim, 

1996: 14). However the rising trend of capital flows has made it virtually 

impossible to find a strong correlation between domestic savings and levels of 

investment (Cooper, 1991: 11-13).  

Part of the reason why this and other indicators of economic integration are not 

appropriate in determining the level of deregulation is because of the growth of 

indirect financial flows that cross penetrate national economies. Cross penetration 

makes it difficult to ascertain the level of borrowing and savings under the 

jurisdiction of local fiscal authorities. As Hoogvelt says: 

National balance-of-payment statistics only give us figures for ‘net’ capital inflows 

and outflows but these conceal a huge variety of international transactions, for 

example lending by American banks operating in Britain to American in American 

dollars, or to British residents in American dollars, or to American residents in 

Britain in sterling (Hoogvelt, 1997: 78).  

However the growth of international debt and the apparent omnipresence of 

financial flows are not homogenous in social and geographical terms. The 

following is a list of financial market activities with the most internationalised 

features. 

• Credit markets. These are made up of medium and long term bonds, 

securities and bank loans. Credits figures soared from US $0.5 trillion in 

1988 to US $1.2 trillion in 1997 (Dhareshwar et al., 2000: 114). 

• The Eurodollar market. Initially made up of dollar holdings in jurisdictions 

outside the US. Now it includes Japanese and Euro currency and is growing 

exponentially. In 1970 the market held US $350 billion, mostly made up of 
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oil earning from OPEC, but by the early 1990s estimates put the figure at 

US $2 trillion. The funds are kept in offshore financial centres away from 

regulation of the issuing countries (Wachtel, 1995: 37). 

• The derivatives market. This market has increased from US $7,869 billion 

in 1991 to US $40, 940 billion in 1997 (Dhareshwar et al., 2000: 116). 

Derivatives include a number of instruments whose prices are based (or 

derived from) the prices of sometimes conventional and sometimes 

unorthodox income streams such as interest payments on debt or future sale 

of a commodity.12 Because the price of securities is dependent on many 

variables they are highly susceptible to investor panic, which in turn 

increases systemic risk. The losses of the giant hedge fund Long-Term 

Capital Management (LTCM) after the 1997 Asian crisis are a case in point 

(BIS, 1998a: 23). 

• Policy convergence. The more integrated financial markets dominate not 

just trading but also the policies that govern them. Policy convergence (one 

rule fits all) is on the upswing as exemplified by the IMF’s introduction of a 

financial stability monitoring capability based on the Basel capital adequacy 

accords (Tickell and Clark, 2001: 3). 

• Dirty or furtive money. Funds from illicit activities (such as drug and 

weapons running) and those that arise out of tax evasion form part of an 

ever increasing percentage of global financial flows (Naylor, 1994: 11). 

Estimates for the late 1990s vary from US $100 to US $150 billion 

(Robinson, 1998: 1, 16), which surpasses the US $95 billion in bonds, loans 

and portfolio equity investments to developing countries in 1999 

(Dhareshwar et al., 2000: 116). As with the Eurocurrency, furtive money 

finds itself at home in offshore locales (Roberts, 1994: 97-100). 

                                                           
12  Derivatives include instruments traded on exchanges such as currency and interest rate 

futures and options, stock market index futures and options. They also include Over-the-
Counter (OTC) instruments such as currency and interest rate swaps and interest options. 
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The following is a list of financial market activities that are only partially 

internationalised. 

• Stock markets in the developing world remain small and provincial. 

Emerging markets are more regional in reach but remain highly volatile, 

especially if there is a large influx of funds from New York or London. In 

1987 trading in emerging markets was valued at US $5 billion per annum, 

reaching a high of US $160 billion in 1997. However the Asian meltdown 

brought trading down to just below the US $100 billion mark (The 

Australian, August 20, 1997: 33). 

• Most currencies in the developing world remain non-tradeable. Measured in 

terms of a broad definition of money (M2)13 there are 59 countries whose 

financial system is less than US $1 billion and 118 whose system is less 

than US $10 billion. To put these figures in perspective there were 60 

countries whose entire financial system is no larger than a small bank in a 

developed country (Bossone et al., 2001: 8). 

• Foreign exchange market. This kind of trading finds Central Banks buying 

or selling their respective currencies from speculator attacks. The market 

has increased in daily trading volume from US $200 billion in 1986 to US 

$880 billion in 1992 to US $1.6 trillion in 1995 (BIS, 1998b: 34). More than 

half of the trade is done in the big financial centres of New York, London 

and Tokyo and 83 per cent is done in US dollars. Moreover 64 per cent of 

daily turnover occurs between exchange dealers themselves (Henwood, 

1998: 25).   

• US Treasury Bonds. Despite being the largest financial market in the world, 

trading over US $100 trillion in 1992, 95 per cent of the bonds are traded 
                                                           
13  M2 is a ‘broad’ definition of money because ‘it includes assets that can be used for 

immediate transactions but are frequently held for longer periods’.  M2 includes M1 (assets 
intended for immediate transactions such as currency outside banks, all checking deposits 
and traveller’s cheques) and Eurodollars, overnight repurchase agreements, money market 
mutual fund balances, money market deposit accounts, savings, and small time deposits 
(Brown, 1988: 229).  



Chapter 2 61 

mostly amongst the high fliers in the US, mainly in New York as with the 

share market. Despite the increase of less wealthy individuals being 

represented in the money markets through mutual investment and 

superannuation funds the globalisation of the capital markets however is 

limited to wealthy individuals trading in bonds and equities from only a few 

of the world’s countries (Henwood, 1997: 25). 

If financial flows as part of the most internationalised fraction of capital are 

limited in scope and ownership, what then are the global transformations that can 

be described as new and consistent? Apart from the exponential growth of capital 

flows, two further transformations fulfil the above criteria. The first is the shift in 

the geography of financial flows from core to periphery until the end of the 

colonial period and from periphery to core in the post-colonial period. Whereas 

the developing world received half of the total FDI flows in 1960, the figure 

declined to roughly 33 per cent in 1966 and by 1974 it reached 25 per cent. In 

1989, FDI to developing countries dropped to 16.9 per cent, of which half went to 

the emerging economies of East Asia (Hoogvelt, 1997: 77). The second 

transformation involves the location of investment and labour power. A large 

section of the productive sector that is labour-intensive and does not require large 

amounts of capital investment has shifted to low-wage, low technology countries. 

Most industries, however, have opted to remain producing in industrialised 

countries; especially those that can replace labour with high technology. Other 

industries have entered the high technology field, which requires a highly skilled 

labour force (Harman, 1996: 6-7). 

These shifts have been made possible by developments in the organisation of 

large corporations, new management techniques and the introduction of time and 

space saving technology (Block, 1990: 144). Despite these advances, the higher 

proportion of profits is still being made in the capital markets of the core 

countries. This is because growing joint-stock companies can use increasingly 

larger proportions of their profits in activities other than direct investment. 
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Conclusion 

This chapter analysed the significance of credit in the development of capitalism 

and the role that the state plays in regulating credit. The expansion of capitalist 

relations made it necessary for the state to ensure favourable conditions for money 

to circulate as an abstract form of credit, from which other forms of credit could 

emanate and/or depend. After a period of laissez-faire capitalism and especially 

after the financial crash of 1929 the state began to control not just the conditions 

for credit but credit itself. An examination of the literature on credit allocation 

shows that interest on this topic is relatively new and that its application is limited 

to a few countries. This suggests that a research gap exists because no study of 

this kind has been carried out in relation to Costa Rica’s financial system.  

The literature on financial designs suggests that there is a pattern in the way 

financial systems operate that can be discernible across a number of countries. 

This analysis then lays the foundations on which to begin research on credit 

allocation in Costa Rica, because like many other bank-based systems, it has 

followed the pattern described in the literature. This research, however, will be 

carried out within the parameters of the study on financial deregulation. As such 

this chapter examined some of the theories that explain the reasons for the shift to 

deregulation. The financial hegemony thesis offers the most appropriate 

explanation to recent developments in core countries but it is also applicable to 

peripheral countries because it argues that powerful financial states can force 

countries to adopt financial systems that are similar to their own. As will be 

shown in Chapter 3, this explanation largely fits what occurred in Costa Rica in 

the 1980s and early 1990s.  

The last section of the chapter questioned claims that finance capital is the vehicle 

by which the modern global economy is integrated and that it possesses the ability 

to use national economies without the necessity of rigid ties to any country. The 

interrogation of a number of indicators suggests that finance is a strong economic 

force that affects other sectors but its activities are limited to a number of 
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countries. This also suggests that historically, claims about global integration can 

be exaggerated.  



 

CHAPTER 3 
THE HISTORICAL BACKGROUND OF COSTA 
RICA’S DEVELOPMENT STRATEGIES 

The 1980s debt crisis and the responses to it by multilateral aid organisations, 

powerful finance capitalists and recent neo-liberal administrations have 

transformed the post-civil war Costa Rican class-defusing institutions. The social 

democratic model established after the 1948 revolution inspired these institutions. 

Before then the conservative oligarchic model was firmly entrenched in Costa 

Rica just as in the rest of Latin America. However, unlike other countries in the 

region the relative strength of labour allowed it to negotiate a number of social 

compromises with the oligarchy. This strength arose from the lack of available 

labour during the colonial period and continued in the post-independence period 

when coffee cultivation was introduced in the country. This strength was 

expressed in land-ownership patterns that allowed small holders to survive 

alongside large-scale land-owners. The social democrat ideology of the 1948 civil 

war leaders legitimated this balance of forces and from then on struggles between 

capital and labour became somewhat institutionalised. Working class 

representation in the state apparatus and the legislature ensured that the state 

undertook projects to ameliorate socio-economic disparities so prevalent in the 

rest of Latin America. The introduction of welfare provision, the nationalisation 

of the banking system, the allocation of credit according to socio-economic 

criteria and even the abolition of the army in 1948 were all state-led projects 

aimed at easing class tensions, strengthening democratic voice and redistributing 

wealth.  

Even though it is still too early to determine if the recent changes in ownership 

represent a return to the oligarchic model, it is clear that state capacities in support 

of the democratic voice and wealth redistribution mechanisms are in decline. 

However the re-deployment of state capacities is an on-going process that has 

generated a number of non-state responses to deal with the new deregulated 

environment. These responses depend on how well the new regulatory regime 

64 
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addresses the needs of various social groups. Within banking, the responses that 

the state has to contend with range from the formal to the informal and the 

criminal.  

In order to understand these responses and the reforms that prompted them, the 

present chapter will test the following hypothesis: 

• If capitalism reaches a period of crisis then the capitalist class or 

someone on its behalf will attempt to prolong the economic order by 

transforming its outdated mode of accumulation even if it is 

temporarily against the dominant class’s immediate interests (H-3.1).  

To test this hypothesis this chapter will analyse some of the larger historical, 

social and institutional trends that characterised banking in Costa Rica. To do this, 

the first part of the chapter will look at colonial and oligarchic attempts to develop 

a bank-based credit system during the pre- and post-colonial period. This is done 

within the context of exploring the myth of ‘Costa Rican exceptionalism’ created 

by liberal and conservative observers when explaining the development of 

capitalism in that country. The following section will examine the nation-building 

strategies of the early 1950s that cemented the social democratic model in Costa 

Rica for the following 30 years. This section includes a discussion of the kind of 

state and the elites that the social democratic model engendered during this 

period. The section will also examine the impact of banking nationalisation, the 

growth of civil society-run financial institutions and early private sector-led 

attempts at deregulation of the banking system. The last section will explain the 

crisis that the social democratic model encountered in the 1980s and the context in 

which state, private sector and civil society responded to the crisis.  
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3.1 The basis of the oligarchic model: from merchant to 
agrarian capitalism 

Costa Rica's early history is characterised by isolation from the main centres of 

power in colonial Central America. The province's lack of important resources 

limited the development of a large-scale landed gentry and this in turn justified 

the Crown’s neglect that Costa Ricans experienced during 150 years of colonial 

rule (Molina, 1991: 72). The lack of worthwhile quantities of gold and a small 

indigenous population to extract tribute from kept the province in relative poverty 

in comparison to the colonial provinces of El Salvador, Nicaragua and Guatemala. 

Subsistence agriculture provided a livelihood to those settlers who were willing to 

work with the only resource that the province provided in vast amounts: arable 

land (Seligson, 1980: 3-5). Seligson argues that these factors were crucial in the 

development of a large yeomanry which in turn influenced the availability of 

labour just before agrarian capitalism took off in the latter part of the 19th century 

(Seligson, 1980: 6). This is not to say that large-scale properties did not exist in 

early Costa Rica or that their owners co-operated with small-scale land-owners. 

The yeoman co-existed with the landed oligarchy (composed of large-scale 

merchants, plantation and hacienda owners) and more often than not, came in 

conflict with it over matters such as debt, payment of salaries and land-ownership. 

Gudmundson argues that while subsistence farming supported the yeoman’s life, 

the markedly wealthier oligarchy supported itself through a combination of 

economic activities such as mining, commerce and cattle farming. For the 

oligarchs in this society, land-ownership was both a form of financial security and 

a sign of social respect but was not necessarily the only factor in maintaining and 

generating wealth (Gudmundson, 1989: 30-31). Unlike other provinces in colonial 

Central America and because of the shortage of ‘free labour’, the oligarchy did 

not generally cultivate the land by using slaves or bonded labour. With the 

exception of cocoa plantations in which slaves were widely used, the oligarchs 

rented out small plots of land to landless peasants who would then pay tribute to 

the owners in kind (usually with part of the harvest). As Molina observes: 
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Large land-owners rarely hired labour to work the land because the risks and costs 

of agriculture were too high. It was less difficult and more cost effective to rent out 

the land, buy from producers and trade the produce (Molina, 1991: 23). 

The dominance of merchant capitalism, the resilience of subsistence agriculture, 

the yeomanry’s property relations and the chronic shortages of indentured labour 

were transformed by the introduction of cash crops as part of the colonial 

authorities’ attempts to expand taxable economic activities within the colonies. 

Some of these attempts included the development of large-scale hacienda type 

properties to raise cattle in the dry north west, the introduction of small-scale (but 

unsuccessful) mining of precious metals and the commercialisation of the 

indigenous cocoa plant in the humid Atlantic coast (see Map 3.1). Cocoa not only 

satisfied demand for chocolate in various parts of the Spanish empire but at times 

replaced gold and silver as currency (Melendez, 1989: 17). Apart from cocoa, 

other crops included indigo, to satisfy demand in English looms during the 

Industrial Revolution, and tobacco. The latter’s cultivation, processing and sale 

was under the strict control of colonial authorities and was accompanied by the 

development of transport, an increase in population in the Central Valley and the 

expansion of public and private credit. In all, tobacco cultivation represented the 

first step towards the development of agrarian capitalism that in turn required the 

development of financial institutions that were linked to the state or the private 

sector.  
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Map 3.1: Geographical location of colonial economic activities 

 

Source: Encarta maps, Molina (1991: 127). 

The credit sources prevalent for most of the 18th century included the church and 

the tobacco state monopoly on the one hand and wealthy private individuals on 

the other. The former two sources formed part of the state’s early financial 

infrastructure and were characterised by a cumbersome bureaucracy, slowness and 

the small amounts of money it lent. Wealthy oligarchs, on the other hand, were 

able to disburse large amounts of money quickly but at a higher interest rate than 

the state sector; usually six per cent over one to two years as opposed to five per 

cent over three to four years by state lenders (Molina, 1991: 117). As a result state 

credit was predominantly used to develop infrastructure projects such as bridges 

and roads while private sector credit focused more on such enterprises as trade, 

commerce and agricultural ventures.  
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3.1.1 The introduction of coffee 

The second wave towards the development of a uniform credit system began after 

independence from Spain in 1821 with the proliferation of coffee cultivation and 

the institutionalisation of finance. The Central American post-independence 

liberal regimes instituted reforms expropriating Crown possessions that included 

land given to the Church and indigenous communities during the colonial period. 

In a manner akin to the 1792 Enclosure Act in England, these reforms created a 

market for land for the oligarchs and a landless labour force virtually coerced to 

work in the newly introduced coffee plantations. However, in contrast to other 

Central American republics, Costa Rica’s low labour supply lessened the impact 

of proletarianisation and prevented the dominance of large-scale land-owners or 

latifundistas. The number of landless labourers was therefore low and a large 

disenfranchised rural population failed to develop. This situation led Costa Rica’s 

coffee bourgeoisie to derive its major sources of income not from the growing of 

coffee, but rather from processing and exporting the crop (Winson, 1989: 30). 

Small farmers within Costa Rica’s Central Valley, where most coffee plantations 

began, actually benefited from the income of the new export commodity, but also 

became more dependent on the world economy and world commodity prices 

(Facio, 1972: 48-50). This dependence was especially the case for the landed 

oligarchs whose credit for coffee cultivation was sourced mainly from London-

based import houses that were able to pay for the harvest a few months in advance 

(Hall, 1976: 40-45). The establishment of the nation’s first private bank in 1863 

(the Banco Anglo-Costarricense–BAC) and the first state-owned bank in 1867 

(Banco Nacional–BN) did not replace the oligarchs as sources of credit for small 

coffee farmers because the new banks’ role as institutions for rural credit was 

limited. In any case the BN was privatised in the late 1870s and became, together 

with the BAC, the bastions of oligarchic control of finance. According to Stone, 

these credit-based hierarchies polarised the positions between the oligarchy and 

the small landowner: 
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This accentuated the division of labour between modest coffee farmer from the 

lower social category and the growing export planters from the political class. The 

latter, by negotiating the sale of their own crops as well as coffee purchased from the 

former, soon came to control the situation. A new social category arose when 

partnerships of export planters began offering credit to small producers (Stone, 

1989: 22). 

With a few exceptions such as the 1893 tax on coffee exports designed 

specifically to reduce interest payments on the foreign debt, oligarchic control of 

finance persisted for most of the late 19th century. In fact throughout this period 

the oligarchy maintained control of the economy through military regimes and 

civilian administrations. The liberal ideology prevalent in the late 19th century was 

manifest in the official laissez-faire policies of low taxes, free trade and little or 

no regulations (Clark, 1993: 59). However by the turn of the century, increased 

social differentiation created by rising income levels, new laws broadening 

political representation and the introduction of banana plantations began to 

undermine the oligarchy’s control of the state (Stone, 1989: 23). Increased 

government intervention began with the nationalisation of the BN and the 

introduction of a permanent tax on coffee exports in 1914, and continued when 

short and long-term loans were organised by the state specifically for the coffee 

industry. In the aftermath of the 1930s world recession and years of small-scale 

producers’ discontent with wealthy exporters’ speculating practices, the 

government stepped in and provided affordable loans for the 1933 harvest. 

Lobbying by small and medium-size coffee growers pressured the government 

into establishing an agency to regulate coffee prices (Instituto de Defensa del 

Café) and another to function as a coffee settlement board (Junta De 

Liquidaciones) (Seligson, 1975: 28). Other reforms in this period include the 

introduction of a progressive land tax and minimum wage legislation that included 

coffee workers (Hall, 1976: 45-46; Clark, 1993: 62). However, state attempts at 

uniform regulation of the coffee industry were not followed through until the 

beginning of WWII. For example, the provision of state credit for the industry 

was minimal and directed mainly at building coffee-processing plants rather than 

harvesting. This benefited the large-scale producers as processing was one of their 
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traditional monopolies. Once the traditional reliance on British credit had ceased, 

the government switched to state sources of finance and was able to control the 

interest rates charged by money-lenders to harvesters (Seligson, 1980: 39). The 

war in Europe also contributed to the demise of the other monopoly under the 

oligarchs’ control: coffee marketing. When the US introduced a quota system to 

buy Latin American coffee usually destined for Europe, the Costa Rican 

government established an agency to control exports of the commodity and to 

eliminate price speculation thus limiting the oligarchs’ marketing monopoly and 

one of their sources of profits. These moves not only weakened direct control of 

the coffee industry by the oligarchy but also marked the decline of laissez-faire 

economic management and the beginning of a more interventionist state. As 

Dunkerley argues: 

…the nationalization of the Banco Nacional de Costa Rica in 1914…[provided] 

something of a link between the era of state monopolies under the colony and the 

much more limited intervention witnessed in the 1930s, with the Instituto de 

Defensa del Café, and the 1940s, with the establishment of some provision for social 

welfare and the expropriation of German property (Dunkerley, 1988: 597). 

The provision for social welfare was initiated by the populist leadership of 

President Calderon Guardia whose pre-election years were marked by a decrease 

in the profits of the oligarchy as a result of high inflation, spiralling production 

costs, and dwindling markets in Europe. The oligarchy’s attempts at curbing the 

cost-price squeeze included lowering wages and increasing production (see Graph 

3.1 below). These tactics however were limited as labour was in short supply due 

to higher employment in industrial production while the price of land, because of 

its suitability for coffee production, had historically been high within the Central 

Valley (Winson, 1989: 40). In any case the single most damaging factor was the 

decline in the price of coffee exports. From a high of US $9.78 million in 1929 it 

decreased to US $4.92 million in 1935 reaching a low in 1940 of  

US $3.98 million (Yashar, 1997: 63). The crisis of the coffee industry was crucial 

in the declining strength of the oligarchy when considering that coffee exports 
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alone accounted for 67.2 per cent of total exports in 1929 (Bulmer-Thomas, 

1987: 34).  

Graph 3.1 
Coffee production and value of exports, 1924-1939*
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It was in this climate of crisis that Calderon’s administration established a basic 

social security system, increased the minimum wage and introduced a labour 

code, eight-hour working day and the right to unionise (Rosenberg, 1989: 95). 

The so called ‘social guarantees’ sought to provide all citizens with services 

provided by the state but the paternalistic nature in which the reforms were 

formulated was a reflection of oligarchic attempts at accommodating the demands 

of an increasingly organised working class. As Winson puts it: 

The regime of Calderon Guardia, which came to power in 1940, illustrated the 

extreme pressures that were then being placed on the State, and by extension on the 

oligarchy’s ability to rule. Initially a regime as favourable to the cafetaleros interests 

as any other, within two years Calderon had alienated much of the propertied class, 

and many professionals and intellectuals as well (Winson, 1989: 42). 

The loss of oligarchic support forced Calderon to seek an uneasy alliance between 

the Communist Party (CP) whose strength was derived from the highly 

proletarianised labour force within the banana plantations and a Catholic Church 



Chapter 3 73 

under the guidance of social reformist Archbishop Sanabria.14 The alliance was in 

keeping with the CP’s strategy of the popular front against fascism and the 

Church’s interpretation of the progressive encyclicals Rerum Novarum and 

Quadragesimo Anno (Rosenberg, 1989: 92). The alliance remained active 

throughout Calderon’s administration and gave him a great deal of popularity 

amongst the working classes. However, despite Calderon’s manoeuvres it is clear 

that he could not administer what was essentially still an oligarchic system albeit a 

fragmented one, debilitated by the crisis of its regime of accumulation.  

In summary, whilst state intervention helped the oligarchy survive the worst 

effects of the decline of coffee prices it also undermined its command over the 

industry. The political alliances that developed in response to this crisis sought to 

satisfy the needs of the emerging social forces with projects that included the 

modernisation of the state and the economy. These desires were expressed to their 

full extent after the civil war of 1948 that marked the beginning of Costa Rica’s 

transition from an agrarian-based liberal oligarchic regime to a welfare state social 

democracy sustained by an increasingly industrial economy. 

3.2 Post-1948 nation-building strategies  

This section will examine the post-1948 civil war period in some detail. The first 

part will look at the ideological basis of the reforms that were instituted during 

this period. The next part analyses some of the economic and social changes that 

occurred in the 30-year period after the civil war including the development of the 

interventionist state, the diversification of the economy and the rise of civil 

society and institutions such as banking cooperatives. The final part will examine 

some of the criticism levelled against the interventionist state from both the 

financial elite and civil society. The whole of this section serves to test the second 

part of the hypothesis that ‘after a period of crisis, the capitalist class or someone 

on their behalf will attempt to prolong capitalism by transforming the outdated 
                                                           
14 The Communist Party was known before 1943 as the Bloque de Obreros y Campesinos. 

After that date it became the Partido Vanguardia Popular (PVP) until 1992 when it 



Re-deploying State Capacities 74 

mode of accumulation even if it is against the dominant class’s immediate 

interests’.  

3.2.1 Cementing the ideological basis of the social democratic 
model 

Liberal and conservative Costa Rica observers view this country’s relative 

autonomy within Central America as a kind of exceptionalism. According to 

historian Ivan Molina, one of the main reasons for this exceptionalism has been 

Costa Rica’s reliance on institutionalised forms of politics for the formulation of 

foreign as well as domestic policy (Molina and Palmer, 1997: 17). However, some 

of the institutions from where such policies emanate were founded only after the 

1948 civil war when a coalition of petit bourgeois nationalists and the fragmented 

coffee oligarchy defeated the ruling left-of-centre populist Calderon 

administration. Others have a longer pedigree. The ideological environment in 

which some of the most durable class-diffusing institutions developed in Costa 

Rica dates from the post-depression corporatist tendencies of a state that relied 

heavily on Keynesian economic management and the provision of welfare along 

the lines of Roosevelt’s New Deal. While Calderon was unable to implement his 

reform program in an ideologically coherent manner those at the Centre for the 

Study of National Problems (Centro para Estudios de Problemas Nacionales, 

otherwise referred to as ‘el Centro’) were aware of the implications of Keynesian 

economics and prepared to implement a consistent reform program. A think tank 

critical of Calderon’s administration, el Centro was inhabited by social democrat 

intellectuals who did not support class struggle but instead favoured state 

intervention in the economy and welfare for disadvantaged groups in society. 

These ideas are expressed in the following excerpt: 

The society of tomorrow will have to be cemented…by an interventionism on the 

part of the state that expands on a national scale, and guarantees ‘the free citizen 

within a strong state’, or, in other words, which understands how to conciliate in an 

efficient form the two concepts of authority and liberty…this should not involve the 

                                                                                                                                                               
disbanded (Yashar, 1997: 78). 
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elimination of private economic initiative, but state intervention should rather act to 

guarantee that this initiative has a truly social productivity by means of an intelligent 

system of checks and balances (Ideario Costarricense, 1943: 118, 120 quoted in 

Dunkerley, 1988: 604). 

It is evident el Centro intellectuals were left wing reformers that sought to control 

the worst excesses of capitalism but were not prepared to do away with the system 

itself. They later formed an alliance with Accion Democrata, a political group led 

by the self-proclaimed anti-imperialist land-owner Jose Figueres. The alliance 

produced the Partido Social Democrata (PSD) whose ideological program was, as 

the name indicates, social democrat and whose political platform included, among 

other reforms: 

• The introduction of a coordinated approach to economic planning  

• Establishment of a professional, independent and merit-based Civil Service 

• The promotion of education, health care and public works  

• Control of foreign capital, especially in regard to its use of local natural 

resources 

• Support for agricultural production based on cooperatives  

• The development of autonomous institutions to provide technical assistance 

to civil society  

• The establishment of non-partisan unions to protect workers’ interests 

• Support for small rural property and small industry (Winson, 1989: 45).  

Figueres was able to introduce some of these reforms and expand on Calderon's 

‘Social Guarantees' during the 18 months as leader of the junta that replaced 

Calderon’s forces. During this short time the junta nationalised the banks and the 
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insurance sector, abolished the already insignificant armed forces and introduced a 

tax on wealth (Schifter, 1989: 110). After the junta handed power to an elected 

government, Figueres formed the Partido de Liberacion Nacional (PLN) based on 

the PSD structure and ideology. After winning the 1953 elections Figueres and his 

allies initiated the PSD program of reforms that allowed the state to break from 

the past without experiencing a complete breakdown in the economic and social 

order. The reforms began enlarging a state apparatus that replaced private interests 

as the main organising force in society and helped it attain a certain degree of 

autonomy from the dominant classes for their own long-term benefit. The shift 

from the oligarchic to an interventionist state was the result of the inability of the 

former to accommodate an array of new social forces that competed for political 

power within an outdated monoculture agro-export regime of accumulation. 

The post-1948 social democratic state sought to accommodate new forces and 

reform the agro-export model. As Winson contends, the new strategy of 

controlled economic reform “does not seek to get rid of the agro-export economy, 

nor the class interest it supports, but only to make it serve the demands of other 

sectors in society” (Winson, 1989: 58). It is necessary then to examine how the 

basic principles of social democracy and Keynesian economics were carried out 

by the new architects of Costa Rican politics. 

3.2.2 The birth of the interventionist state 

Following social democratic principles and Keynesian approaches to economic 

management, the years after the civil war were characterised by the dramatic 

growth of the state apparatus and nationalisation of key sectors of the economy 

such as electricity, telecommunication, hospitals and the country’s only petroleum 

refinery. As a result more than 50 state agencies were created between 1950-1970, 

the number of state employees grew from 32,000 in 1960 to 130,000 in 1978 and 

state expenditure increased from US $36,567 million in 1950 to US $545,512 

million in 1977 (Seligson, 1980: 47; Dunkerley, 1988: 605; Garita, 1989: 139). A 

political consensus that privileged the institutionalisation of social conflict and 
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applied technocratic approaches to economic problems guided state policy 

(Molina and Palmer, 1997: 16). Increasing bureaucratisation of the state 

underpinned this consensus, as did the phenomenal growth of autonomous 

institutions whose numbers swelled from eight in 1955 to over 180 in 1979 

(Dunkerley, 1988: 606). Romero has actually identified two distinct phases in the 

development of the bureaucracy. The first period from 1949 to 1969 followed a 

fragmented pattern of growth with new institutions facing problems of lack of 

coordination and articulation. However this fragmentation also marked a period of 

declining central government control and autonomous institutions’ closer 

relationships to their constituencies. In the second phase of development from 

1970 to 1980, the central government attempted to regain control by appointing 

the heads of autonomous institutions and setting up the basis for state capitalism. 

The establishment of the CODESA15 industrial conglomerate and the acquisition 

of the nation’s only oil refinery (RECOPE)16 were part of this centralising trend 

(Romero, 1983: 2).  

The rise of state bureaucracy took place in the context of a CEPAL oriented 

import substitution approach to industrialisation that consisted of protecting local 

industry and agriculture with tariffs and providing them with incentives to export. 

The emphasis on import substitution from the early 1950s accompanied the 

economic recovery of Europe and expanded consumption levels in the US. This 

provided the opportunity for the value of coffee exports to more than double in the 

period 1950 to 1955 from US $18 million to US $40 million (Hall, 1976: 156-7). 

The combination of high world prices for Costa Rica’s commodities and state 

subsidies to industry paved the way to economic diversification. During the 1960s 

and 1970s, economic diversification began to make an impact on the economic 

structure of the country with coffee and banana exports declining from 83 per cent 

of total exports in 1960 to 49 per cent in 1975 (Clark, 1993: 70). More than 100 

industrial companies were established between 1963 and 1975, the annual profit 
                                                           
15  CODESA stands for Corporacion Costarricense de Desarrollo, Sociedad Anonima which 

literally means Costa Rican Development Corporation, Inc. Created in 1972 as a joint 
venture between the state and private investors CODESA’s mandate was to ‘act as an 
investor by assuming the risks inherent in the early stages of enterprise development’ 
(Vega, 1989: 143).  



Re-deploying State Capacities 78 

rate grew by 19 per cent between 1962 and 1973 and the Central American 

Common Market (CACM)17 established in 1963 ensured greater expansion and 

regional links (Molina and Palmer, 1997: 23). The economic upswing during this 

period was facilitated by the state through various tax incentives and most 

importantly by the planned allocation of credit to infant industries. As will be 

shown below, the efficient use of credit allocation would not have been possible 

without the nationalisation of the banking system. 

3.2.3 The impact of banking nationalisation and the significance of 
credit in nation-building efforts 

The 1948 bank nationalisation transformed two aspects of finance: ownership 

shifted from private to state hands and this in turn created state monopolies on 

deposits from the public, foreign exchange transactions and intermediation of 

foreign direct investment. The move away from private control was designed to 

undermine the oligarchic grip over the banking sector and establish state-

controlled monopolies that would be crucial for industrialisation in the post-1948 

period. In short, one of the most important objectives of banking nationalisation 

was the creation of endogenous sources of credit. Even though this objective was 

never fully achieved as multilateral financial institutions continue to provide large 

amounts of credit, nationalisation diminished over-dependence on foreign credit 

in the initial stages of industrialisation. An increasing amount of state revenues 

originated from endogenous sources such as export taxes, part of which were 

destined for enlarging the Nationalised Banking System (SBN) credit base. The 

Bretton-Woods agreement of 1944 and post-war increases in world prices for 

Costa Rica’s main exports, bananas and coffee, created a stable environment for a 

tightly controlled credit monopoly (Bulmer-Thomas, 1987: 123). In fact, by using 

interventionist credit policies, Costa Rica, like other countries at the time, was 

ensuring:  

                                                                                                                                                               
16  Refinadora Costarricense de Petroleo. 
17  The CACM members were Costa Rica, El Salvador, Guatemala, Honduras and Nicaragua.  
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[T]he success of economic planning; [as] it allowed the government to subject 

certain sectors to a market-induced process of decline while assuring investment 

funds to sectors whose expansion was essential for development (Loriaux 1997: 3).  

In Costa Rica’s case, credits were directed at industrial production because the 

political leadership of the country viewed the development of industry as an 

essential element of overall economic development. Thus, from 1970 to 1974, 

during the Figueres administration only 16 per cent of available credit was 

allocated to agriculture, while livestock and industry received 23 and 21 per cent 

respectively. During the same period, the service and commerce sectors were 

allocated no more than five per cent of total credits while housing received an 

average seven per cent of the total (Brenes 1990: 114). 

Active credit policies attempted to make rational use of financial resources but the 

influence of the wealthy was never ignored. Despite the PLN’s emphasis on 

supporting the industrial sector, the coffee and banana sectors were subject to 

injections of funds to improve their productivity. The examples below illustrate 

the continued support of traditional agriculture:  

• Despite a decrease in the proportion of coffee as a percentage of total 

exports, the volume of this commodity continued to increase. In order to 

sustain this growth the SBN provided loans to the industry to plant new high 

yielding varieties. Credit figures rose from C51.2 million in 1950 to C271.6 

million in 1971 (Winson, 1989: 105).  

• Even as late as 1980 and as a response to the decline of transnational 

companies’ investment in the banana sector, the state began a planting 

promotion program for local banana producers with loans valued at over US 

$106 million (Lopez, 1988: 123).  

The amount of available credit and the interest rate at which these loans were 

provided were essential factors in establishing development goals. For the most 

part during the 1960s and 1970s the government intervened in the operation of 
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banks by setting specific interest rates for different sectors. The banks, attracted 

by the privileged rates, ensured that sectors earmarked as high priority for 

development got easier access to cheap credit. Other forms of credit control by 

government included setting the Central Bank’s (BCCR) interest rate to other 

banks (the discount rate) significantly lower than short-term rates offered by the 

nation’s commercial banks. This allowed the banks to make a profit when lending 

to their clients while giving the BCCR considerable control over the whole 

process. Liquid funds, especially those from export earnings, were converted into 

short-term loans (180 days or more) by requiring exporters to deposit and 

exchange foreign currency with the BCCR thus easing the demand for short-to 

medium-term loans.  

The state intervened by insulating the national financial market from international 

competition, by controlling the flow of capital into the country and by allocating 

increasing amounts of credit to state-owned enterprises. Various credit institutions 

were created to ensure financial support for specific sectors such as agriculture 

(Banco Agricola y de Colonizacion), public works (Banco Hipotecario y de Obras 

Publicas), and housing (Banco de Vivienda–BANVI). The BN supported the 

agricultural sector by maintaining most of its branches (Juntas Rurales de Credito 

Agricola) in the countryside and allowing local residents’ input into credit 

decisions. In 1984 out of 100 BN branches, 60 were located in rural areas and 

their specific task was to provide peasants and medium-sized farmers with 

accessible credit (Vogel, 1984: 134). This final point is significant because it 

shows that the effect of banking nationalisation reached beyond abetting large-

scale economic agents. The SBN’s attempts at making credit more accessible to 

small-scale farmers also complemented the PLN’s strategy to ‘support agricultural 

production based on cooperatives’. By helping cooperatives it can be said that the 

state did not rely solely on its own banks but also on civil society incentives to 

provide credit to small farmers. The result was a more diversified and inclusive 

financial system. An account of the ways in which both civil society and the state 

negotiated to create a viable cooperative sector will be given later in the chapter. 

In the meantime it is necessary to explain how the diversification of the economy 
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has paralleled both the development of a very centralised state and the rise of new 

social forces.  

3.2.4 Diversification of the economy, fragmentation of capitalist 
interests and strengthening of civil society  

The nationalisation of the banking system not only strengthened the 

interventionist policies of the state but also assisted in shifting the country out of 

its agrarian dependence and into an ever increasing process of industrialisation 

that engendered new economic elites. During the 1960s and 1970s the most 

important sectoral growth was in manufacturing including food products, 

beverages, textiles, clothing, wood, paper and chemicals. The share of 

manufacturing output in Gross National Product (GNP) increased from 17.1 per 

cent in 1960 to 20.4 per cent in 1975 and of the total Central American 

manufacturing output, Costa Rica’s grew fastest from 22.9 per cent in 1965 to 

28.1 per cent in 1975 (Weeks, 1985: 133). Apart from the state sector, other areas 

of the economy that expanded over this period included commerce, construction, 

transportation and tourism. In terms of their contribution to Costa Rica’s Gross 

Domestic Product (GDP), these sectors increased their combined share from 

21 per cent in 1950 to 33.5 per cent in 1992 (Lara, 1997: 38). The agricultural 

sector also diversified with bananas and coffee’s share of the total slowly yielding 

to commodities such as sugar, grains, beef and dairy products.  

The diversification of the economy gave rise to elites that were not associated 

with the old oligarchy. These groups benefited from the new state direction and 

began to protect their interests in an organised manner. Perhaps the most active of 

these was the one representing the interests of local industry: the Costa Rican 

Chamber of Industries (CIC). The CIC was very influential at the height of the 

import-substitution period from the late 1950s to the early 1970s not only in terms 

of lobbying the government but also openly supporting the PLN’s dirigiste 

policies. In the early 1970s for example, 70 per cent of the CIC membership 

supported the PLN (Dunkerley, 1988: 611). This is not surprising considering that 
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during the 1960s and 1970s, industry was one major beneficiary of tariff 

protection and tax rebates, such as the Tax Credit Certificates (CAT) and the 

Certificates for Export Promotion (CIEX)18 (Franco and Sojo, 1992:35-38).  

The rise of the industrial elite was symptomatic of the fragmentation of the 

capitalist class. The coffee oligarchy still exerted its power over the state but was 

no longer hegemonic. In fact all the economic sectors that rose to prominence 

because of protectionist policies were led by elites that did not share the oligarchic 

demands for free trade. As Dunkerley suggests ‘the coffee growers who formed 

the core of the conservative bloc retained considerable suspicion of any strategy 

that encroached upon free trade and the hegemony of the export sector 

(Dunkerley, 1988: 611). This is not to say that as a class, the oligarchy weakened. 

On the contrary, the reorganisation of the economy renewed its power, this time 

however, subject to the state’s developmental prerogatives and the need to 

manage diverse economic interests. As Fallas puts it: 

This model was based on a social pact that especially favoured the emerging 

industrial class, sectors of the old agro-export oligarchy, and the middle and 

bureaucratic strata. The state assured that the weakest groups in society would 

participate to some degree in the growth of production through the application of 

labor laws and the provision of greater basic services. Although few workers had 

opportunities to accumulate capital, many of them enjoyed acceptable living 

conditions (Fallas, 1989: 196). 

If the successful reorganisation of the economy, its subsequent diversification and 

the growth of the state apparatus and autonomous institutions contributed to the 

fragmentation and strengthening of capitalist forces, it also facilitated the 

conditions for the rise of new social forces. The growth of the state expanded the 

bureaucracy and the middle class that had already emerged in the 1940s. State 

employees began organising in public sector labour unions that, along with the 

older banana plantation trade unions, became the most militant sector of the 

labour movement in Costa Rica. The impressive growth of the union movement 
                                                           
18  The CAT (Certificado de Abono Tributario) and CIEX (Certificado de Incremento a las 

Exportaciones) were introduced in 1972 but the latter’s lifespan was short because 
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from 2.6 per cent of the labour force in 1963 to 15.7 per cent in 1983 was due 

mainly to the expansion of the public sector employee’s union FENATRAP 

(Federacion Nacional de Trabajadores Publicos) (Lara, 1995: 82-83). By the mid 

1970s FENATRAP’s membership accounted for more than 30 per cent of the 

unionised labour force (Dunkerley, 1988: 611). 

Along with labour unions, other civil society organisations developed quite 

rapidly in the period after the 1948 civil war. Of special interest are banking 

cooperatives whose development was greatly facilitated by the nationalisation of 

the banking system. 

3.2.5 The growth of civil society-run financial institutions 

Apart from supporting sectoral interests, the architects of banking nationalisation 

gave the banking system a social role that attempted to fulfil objectives oriented 

toward creating a savings infrastructure and the provision of credit for groups of 

low socio-economic status, especially peasants and the urban poor. These 

objectives were fulfilled through support of savings and credit cooperatives that 

became viable alternatives to state-sponsored finance. State support began with 

the creation of a section within the BN dedicated to providing credits solely for 

cooperatives (Espinosa, 1996: 16-17). Support continued with the establishment 

of an autonomous agency (the Institute for the Promotion of Cooperatives–

INFOCOOP) to promote their activities and to provide them with technical 

support to enable members to run the cooperatives efficiently. The legal 

infrastructure protecting and encouraging them was established in 1968 through 

the Cooperatives Associations Act. The Act allowed cooperatives access to 

preferential electricity rates and gave them a 10-year reprieve on the payment of 

the land tax. It also exonerated them from payment of custom duties on imported 

items necessary for their operations such as tools, machinery, materials and agro-

chemicals (Winson, 1989: 108). This support was in line with PLN’s principles 

that took advantage of the potential within civil society-based organisations. 

                                                                                                                                                               
authorities found it ineffective (Clark, 1993: 259-260; Lara, 1995: 46). 
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These began operating amongst the upper classes at the turn of the 20th century 

but as a more inclusive political climate developed so did institutions that 

reflected other class interests. It is in this context that organisations such as labour 

unions and cooperatives began to emerge in the 1930s and 1940s (Yashar, 1997: 

32-33). The cooperative movement itself was weak in the pre-civil war period but 

strengthened thanks to state intervention. The number of cooperatives increased 

and diversified into producer, consumer and credit cooperatives. The 

establishment of the National Council of Cooperatives (CONACOOP) in 1973 

ensured the sector’s lobbying capacity with the government and coordination 

amongst its members (Jimenez, 1997: 195). The sector continues to grow as a 

response to the state’s move to privatisation and deregulation of the economy. 

Between 1983 and 1994 the number of cooperatives increased from 407 with over 

200,000 members to 452 cooperatives with over 326,000 members, accounting for 

11 per cent of Costa Rica’s GNP (CEPAS, 1989: 28, 67). These numbers are 

unevenly distributed depending on the type of cooperative. Productive 

cooperatives tend to have a high capital per member ratio and compete in the 

market with private producers in the open market. In terms of volume, they 

sometimes dominate the market as Graph 3.2 illustrates. Consumer cooperatives 

on the other hand tend to have a low capital per member ratio. Credit or ‘banking’ 

cooperatives as they are officially called lie somewhere in between. According to 

Lara ‘eighty per cent of members [of the national total] join for greater access to 

consumer and credit facilities’ (Lara, 1995: 78). These members own 26 banking 

cooperatives and, until 1999, one joint state-cooperative sponsored bank that 

bankrupted, creditors being able to recoup only 60 per cent of their savings 

(Delgado, 1999: 2).  
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Graph 3.2
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Source: Lara (1995: 160, footnote 6). 

Banking cooperatives are supervised by the Superintendent of Financial 

Institutions (SUGEF) and form an integral part of the SBN.  

From the foregoing it is clear that civil society has run organisations that 

(including cooperative banks) developed in a symbiotic relationship with the state. 

The state has relied on them to carry out part of its developmental program and 

these organisations have relied on the state for all kinds of support. Later in the 

chapter it will become evident how, through development at grass root level, the 

state ensured the inclusion of a large portion of the population in the formal 

economy.  

3.2.6 Dissent amongst civil society voices 

In terms of social welfare, the nationalisation of the banking system, the growth of 

autonomous institutions to deal specifically with the problems of marginal 

populations and active state participation in civil society organisations are all 

factors whose positive contributions cannot be ignored. A cursory look at United 

Nation’s Human Development Index (HDI) values for the period 1960 to 1992 

amongst Central American countries reveals significant differences in their 
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approaches to development. According to Torras, the higher the index, the more 

likely it is for the state to translate economic development into higher standards of 

living for the majority of the population (Torras, 1999: 1199, footnote 5). From 

HDI data in Graph 3.3, it is evident that during the period 1960 to 1991 the 

governments of Guatemala, El Salvador, Honduras and Nicaragua were not able 

to achieve the same HDI levels as those of Costa Rica. This occurred, as shown in 

Table 3.1 below, in part because Costa Rica achieved slightly higher levels of real 

GDP per capita than the rest of the countries in Central America.   

Graph 3.3
 HDI indeces in Central America, 
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Table 3.1: Real GDP per capita (Purchasing Power Parity US $) 
 Costa Rica 

 
Nicaragua Guatemala El Salvador Honduras 

1960 
 

2,160 1,756 1,667 1,305 901 

1991 
 

5,100 2,550 3,100 2,110 1,820 

Source: United Nations (1994: 136-7).  
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Even though active state intervention and marked improvements in the living 

standard of most Costa Ricans are socially exemplary, it is important to note that 

from 1950 onwards no attempts were ever made to achieve a radical redistribution 

of wealth. As was previously mentioned, credit allocation, despite its egalitarian 

emphasis, benefited both large-scale and traditional export producers as much as 

the small-scale farmer (Raventos, 1998: 8). In terms of democratic participation, 

Garita argues that the institutionalisation of social problems was achieved through 

an ever-expanding bureaucracy that required large amounts of state funds. This 

approach coopted popular mobilisation and was effective as long as economic 

growth allowed for the expansion of the welfare state (Garita, 1989: 140). Along 

the same lines, Palma suggests that autonomous institutions have attempted to 

satisfy popular demands by ‘domesticating’ the political influence of a revitalised 

civil society without resolving the underlying causes of social problems and the 

reasons that mobilised the popular sectors in the first place (Palma, 1989: 134). In 

his study of the autonomous institution charged with community development, 

DINADECO (Direccion Nacional de Desarrollo Comunal), Palma found that 

despite having trained over 18,600 community leaders and established 270 

community associations in a three year period, most of the effort produced very 

top down, isolated, easy-to-influence structures. For example 63.5 per cent of the 

groups had no links to other groups doing similar work and 66.9 per cent had not 

jointly collaborated with other groups. Community leaders complained that only 

41.6 per cent of the funds disbursed by DINADECO were spent on local 

infrastructure projects destined for what they identified as the most pressing social 

problems. As many as 28.7 per cent of the members in over 35 per cent of the 

community associations participated only in a nominal capacity. In other words 

they paid fees or donated labour and materials but were not interested in 

participating in decision making which was left to the association’s directors 

(Palma, 1989: 135).  

Even with such an effective system of cooption there are groups within Costa 

Rica that refuse to accept control of the dominant classes. In such cases the state is 

prepared to use coercion to suppress their interests as the examples of continued 
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incarceration of rural landless peasants and over surveillance of community 

organisations show (Lara, 1995: 29; Edelman, 1999: 215-241). 

3.2.7 Dissent amongst elite voices 

While civil society organisations have either cooperated with or subverted 

hegemonic control, elements within the capitalist classes have not been entirely 

satisfied with the status quo. This is most evident in the banking sector 

monopolies. In the past twenty years gaining control of these monopolies became 

the main objective of the capitalist classes. Critics of the system argued the state 

financial monopoly hindered private sector use of capital for development 

purposes, and state bureaucracies, more often than not, were the main 

beneficiaries of publicly controlled funds (Raventos, 1998: 14). 

According to Brenes attempts at privatising the sector since the banks were 

nationalised range from failed coup d’etats to publicity campaigns financed by 

different sections of capital. In the early 1950s for instance, changes to the 

legislation that governed deposit taking did not gain enough support in the 

legislative assembly and alternatives were offered by the anti-nationalisation 

lobby to ‘liberalise’ the financial market. Some of these alternatives, as the two 

examples below show, later become the basis for financial deregulation.  

• In 1964, the Orlich administration introduced the Commerce Act allowing 

companies to issue titles to finance their own operations. This act also 

eliminated the Central Bank’s 12 per cent limit on interest rates (Brenes, 

1990: 70).  

• The introduction of Law No 5044 in 1972 represented another blow to 

nationalisation. The law regulated investment banks and non-banking 

financial institutions. It also allowed private banks to build their own 

capital, trade in stocks and bonds, acquire loans from foreign sources and 



Chapter 3 89 

granted them state guarantee. Article 14 of the same law allowed private 

banks to issue certificates that, in effect, can be used as deposits.  

This decree, according to staunch supporters of banking nationalisation such as 

Gil-Pacheco, violated the state monopoly on deposits. He argues that the 

Commerce Act and successive legislation, was interpreted by shrewd lawyers at 

private banks, financial institutions and other companies as a mechanism to allow 

them receipt of funds and transform them into investment certificates, which were 

in fact, term deposits (Brenes, 1990: 73). Several foreign multinational banks 

established operations in Costa Rica soon after the introduction of the 1964 

legislation. Among them: the Bank of America and Citicorp (both in 1968), 

Boston International Corp (1969) and First Pennsylvania (1972) (Brenes, 

1990: 68-70).  

These earlier reforms were followed by changes to the interest rate structure. This 

occurred in 1978 when, according to Central Bank authorities, there was a need to 

‘align domestic interest rates with international ones in order to lower the costs of 

financial intermediation’ (Banco Central de Costa Rica, 1978: 45). The changes 

were aimed at simplifying the interest rate structure and portfolio limits imposed 

by the Central Bank through the introduction of a dual interest rate system. Non-

banking financial institutions and state bank’s finance departments were allowed 

to set their own interest rates according to market prices at the same time that a 

new interest rate, linked to LIBOR rates, was introduced for commercial banking 

activities. This was thought to better reflect the prevalent interest rate in the most 

competitive and important international capital markets (Banco Central de Costa 

Rica, 1979: 73).19 Despite the changes the economy experienced only negative 

real interest rates. The Central Bank responded by introducing domestic inflation 

rates, demand and supply mechanisms for state bank financial resources and an 

international interest rate set by fixed term deposits of between US $50,000 and 

US $250,000 held in US and Panama accounts.  

                                                           
19  The Central Bank called the former the ‘active interest rate’ while the latter was called 

‘passive interest rate’. 
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Even though the above measures partly liberalised the state bank’s lending 

resources, most of the credit was destined for private and state industrial 

production that relied on imports. The local economic situation, following 

international trends, worsened at the end of 1979 forcing the state to redirect 

resources to finance its deficit. By the late 1970s foreign debt repayments had 

effectively crippled the country and the import substitution and allocated credit 

approaches came under scrutiny by multilateral aid organisations. 

The policy framework in which the early 1980s rescue packages were 

implemented assumed the primacy of state intervention. IMF assistance was, 

accordingly, directed to financial stabilisation programs and Costa Rican 

authorities made no attempt at changing state structures. After 1985, however, 

after receiving US $80 million as part of the first IMF Structural Adjustment 

Program (SAP), the government went beyond mere stabilisation of public 

finances. The Monge administration began to introduce reforms that transformed 

the structure of the banking system. These reforms will be examined in greater 

detail in the following chapter but it is important to note that they were significant 

enough to draw opposition from influential individuals and the general 

population. The main reasons for opposing banking and other reforms will be 

examined in more detail below but suffice to say here that the new model depends 

on a more austere social contract than the one that operated in Costa Rica from 

1950 to 1980.  

3.3 The model in crisis  

The economic crisis of the early 1980s revealed weaknesses in the Costa Rican 

development model. First, the ideological basis of social democratic thought was 

under constant criticism from the now dominant neo-liberal thought. Social 

democratic ideas about creating a more humane capitalism through wealth 

redistribution, a strong welfare state, Keynesian economic management and state 

intervention were strained as the economy went deeper into crisis. Costa Rica’s 

experience is not unique. As explained in the previous chapter the economic 



Chapter 3 91 

downturn was the result of a crisis in the Fordist regime of accumulation and the 

stock answer given by capitalists was economic restructuring.  

Second, the geo-political juncture dictated the pace and the form of the reforms 

that took place. The project of financial deregulation was one of a number of 

projects that were designed specifically to showcase Costa Rica as a successful 

alternative to the revolutionary experiment taking place in neighbouring 

Nicaragua. As will be shown in Chapters 4 and 5, the support that the United 

States was willing to provide for these projects created a situation where the 

budding Costa Rican private banks were highly dependent on foreign subsidies in 

order to prove that state banking was inefficient.  

Third, the crisis highlighted the dependence of the import substitution model on a 

stable financial environment. As the state expanded, so did its expenses without 

an equivalent growth in revenue. The government funded this deficit by 

borrowing from US banks and other international banks. The result was 

predictable: by 1980 the nation’s foreign debt reached US $2.7 billion or 56.8 per 

cent of GDP, giving Costa Rica the unenviable record of attaining the highest per 

capita debt in Latin America (World Bank, 1997: 237, 147; Herrera, 1995: 84). 

Compounding the debt crisis were three other factors: rising international interest 

rates and oil prices and plummeting coffee prices. The increases seriously 

undermined the government's ability to fulfil its international obligations. The 

third factor slowed revenue growth and programs dependent on state funds. In an 

effort to prevent the looming economic crisis, the state leadership sought to 

stabilise the economy through advice from the IMF, Inter-American Development 

Bank (IDB),20 and the US government.  

                                                           
20  The IDB is part of the World Bank Group and is its representative for the American 

continent. 
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3.3.1 State and private sector responses to the crisis 

The provision of financial assistance by the United States Agency for 

International Development (USAID), the IMF and the IBD was conditional on the 

implementation of harsh structural adjustment programs designed to lower Costa 

Rica's foreign debt and reduce trade and fiscal deficits. Beyond these goals, 

USAID assistance also contained an ideological element that sought to allay 

Washington’s fears of regional insurgency. Because of the armed conflicts in the 

rest of Central America and widespread popular protests over falling standards of 

living, USAID made serious moves at tampering with Costa Rica’s 

institutionalised approach to class conflict and foreign policy. As mentioned 

earlier, throughout the Cold War, a mixture of cooption of popular mobilisation, 

successful introduction of welfare provisions and use of credit allocation formed 

the state’s main strategy for diffusing class conflict. This approach also helped the 

country portray itself as friendly to US regional interests without sharing the 

latter’s willingness to use military means. The US administration ignored the 

institutional approach and virtually turned Costa Rica into a training camp for its 

operatives against Nicaragua. In one of the few episodes of the Cold War in which 

Costa Rica directly took part, the country received US $849 million from the 

USAID during the period 1982-1990 in return for allowing covert US supported 

contra bases in its territory (Sojo, 1991: 35).21 It must be added that the social 

democrat Monge administration bargained down Reagan’s full militarisation plan. 

After witnessing the establishment of US military bases in Honduras, stiff popular 

opposition forced Monge not to accept the same in Costa Rican territory.  

Despite blatant breaches to the nation’s sovereignty such as the contra bases it 

cannot be said that Costa Rica’s deregulation and parallel privatisation drive was 

imposed entirely from the outside. There were powerful vested interests within the 

country whose intentions colluded with those of USAID, the IMF and the IDB. 

                                                           
21  ‘Contra’ is the short form in Spanish for contra-revolucionario or counter-revolutionary. 

The term was given to ex-Somoza national guards who had taken up arms against the left of 
centre nationalist Sandinista government in neighbouring Nicaragua. 
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Some of these interests belonged to financial capitalists who saw in Costa Rica’s 

critical economic situation the opportunity to introduce legislation that would 

expand their operations. In addition there were industrialists who initially 

benefited from protectionist policies but whose industries were ready for 

expansion into international markets. Both groups were represented by the major 

political parties and suggested to US representatives to “use the resources [the 

US] government is going to send us, tie them to the privatisation of some services 

and apply pressure to the passing of deregulation legislation” (Brenes, 1990: 74). 

This was certainly the view within the Transitory Investment Trust (FINTRA), an 

entity formed by USAID in 1985 to administer CODESA’s sale to foreign 

investors in 1985 (Brenes, 1990: 87).  

It is obvious that these groups sought to regain direct control of the country’s 

financial sphere and claim their rightful place as economic policy-making elites 

with the help of USAID and the other multilateral aid organisations. However, the 

IMF and the World Bank support for these elites was more subdued and their 

advice limited to orthodox neo-liberal policies. The IMF’s SAP I, for example, 

included the following measures: reduction in social service expenditure, 

privatisation of the banking system and the creation and support of export-

oriented entities. The new state direction offered financial incentives to the export 

sector; encouragement for Costa Rica’s participation in free trade agreements with 

Mexico, the US and the rest of Central America and the growth of non-traditional 

exports and services (Blanco, 1994: 73-78). In an effort to stimulate development 

and reduce the impact of commodity price volatility on the Costa Rican economy, 

the growth of the non-traditional agro-export sector (NTAEs) was encouraged 

through tax breaks and the reduction of export and import tariffs (Franco and 

Sojo, 1992: 60-67; Altenburg, 1990: 103-105). The export-orientated industrial 

sector was also given many of the same benefits in the form of free-trade zones 

(FTZs) and export processing zones (EPZs).  

The government actively supported both agricultural and industrial exporters 

through direct financial incentives. A revamped export subsidy program based on 

the CAT, despite its high cost to the state, was the primary example of such 
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efforts. The CAT is a fiscal instrument negotiable in the stock market. It is granted 

to companies capable of producing goods whose domestic value added is greater 

than 35 per cent. Moreover at least 15 per cent of the company’s total production 

must be in the non-traditional export category (any commodity that does not 

include coffee, bananas, sugar, beef, cotton and cocoa). In addition the market 

must lie outside Central America and the company must have a contract with the 

overseas buyer to ensure continuity. The company receives a government bonus 

equal to 15 to 20 per cent of the value of the exports (Honey, 1994: 173).  

Clark notes that USAID support made Costa Rica, “one of the Third World’s most 

successful cases of transition toward an export-led growth strategy in the 1980s” 

(Clark, 1993: 279). These successes and the domestic and foreign alliances 

created between the state and big business are part of the formal responses to the 

crisis. However, as will be evident in the following chapter, other responses, 

partly inspired by the laissez-faire climate of the period also engendered illicit 

responses. This is best manifested in the proliferation of money-laundering 

schemes directly connected to either drug or weapons trafficking in the area. The 

infrastructure used by both criminals and ‘clean’ businesses is the same: the 

offshore banking centres and tax evasion schemes. In the meantime an overview 

must be made of the ways in which civil society accommodates and resists the 

new economic reality.  

3.3.2 Civil society responses to the crisis 

The seemingly smooth stride of the finance capitalists was interrupted by sporadic 

criticisms levelled at successive administrations for colluding with foreign and 

local vested interests. Outspoken politicians and executive members broke with 

the Monge government ranks as early as 1984 when a small group of PLN 

politicians and three members of left wing Pueblo Unido condemned USAID’s 

pressure to amend the Central Bank Act (Sojo, 1992: 23). During the Arias 

administration, the most prominent PLN politician to censure the privatisation of 

the banks was economist Otton Solis. The then Planning Minister resigned from 
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the post arguing that USAID strategies by-passed local authority by promoting 

private sector initiatives designed to compete against government entities. 

However, it was another Arias administration economist, John Biehl, who best 

expressed the concept of the ‘parallel state’. In his own words: 

…the existence of a parallel structure of bureaucratic organizations to drive Costa 

Rican development is a fact. U.S. economic aid has been conditioned upon the 

creation of several institutions and upon the modification of the laws of Costa Rica, 

all to facilitate a particular model of development… It is possible–and I make no 

judgement here–that these entities are good for the country. But I do contend that 

they are financed with public funds. I contend that their creation implies duplication, 

and that therefore they may be wasting national resources. I contend that they are 

not subject to control by the National Assembly, nor by the Executive Branch, nor 

by the Comptroller of the Republic, and that is probably not good…(Biehl, 

1988: 16A). 

After the publication of his ideas, the US embassy managed to stop Biehl’s 

involvement in the local UN Development Program. The Chamber of Commerce 

and the right wing Movimiento Costa Rica Libre regarded Biehl’s comments as 

offensive and demanded his expulsion from the country. Biehl subsequently 

returned to his native Chile (Shallat, 1989: 224).  

Disapproval by these prominent individuals working within the state was 

accompanied by a number of protests led by civil society organisations against the 

government’s economic program. In the period between 1982 and 1987 alone the 

number of anti-adjustment protests from various organisations reported by one of 

Central America’s press agencies, INFOPRESS, amounted to 72 (Lindberg, 

1991: 31). Some of the largest protests occurred in October 1988 when the 

government sought to rush legislation leading to further bank deregulation. In that 

instance, labour unions, peasant organisations, community and church groups held 

large demonstrations against the new legislation (Reuters, 20 October 1988: 20). 

Other demonstrations were directed at multilateral aid organisations’ austerity 

programs. The first such large-scale demonstration occurred in April 1983 when 

the IMF demanded electricity rate increases. The proposal was met with sporadic 
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protests in San Jose’s poorest suburbs but after a month of government 

intransigence the spontaneous nature of the protests transformed into well-

organised nation-wide ‘struggle committees’ whose main strategy was to erect 

barricades in the country’s main thoroughfares. By June of that year, the 

government, fearing major economic disruption reached a compromise with the 

protestors (APORTES, 1989: 205). The second demonstration occurred in July 

1995 when the government attempted to implement the IMF’s SAP III. It began 

with a small teachers’ strike that was later supported by other public sector 

workers concerned with government plans to dismiss up to 8,000 state employees. 

The demonstration was one of the biggest in Costa Rica’s history with 100,000 

people involved (Hansen-Kuhn, 1998: 25). Other equally large demonstrations 

included the telecommunications workers’ strike against government plans to sell 

the state monopoly in charge of electricity generation and telecommunications 

(ICE)22 and the hospital worker’s strike against the privatisation of the Costa 

Rican Agency for Social Security (CCSS).23  

But formal means of protesting by civil society organisations were accompanied 

by both formal and informal means of accommodating to the new economic 

reality. Formal means of survival are best illustrated by the growth of the 

cooperative movement referred to earlier. Informal means are evident in the 

growth of the informal sector. Even though the informal sector encompasses many 

industries the discussion in the following chapter will focus on the use of the 

underground market in US dollars by low income groups for the purposes of 

insuring against local currency devaluation, paying debts and purchasing non-

durable items such as food. 

                                                           
22  ICE stands for Instituto Costarricense de Electricidad, literally, the Costa Rican Electricity 

Institute. 
23  CCSS stands for Caja Costarricense del Seguro Social. 
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Conclusion 

A historical overview of the kind presented in this chapter confirms hypothesis  

H-3.1. If capitalism reaches a period of crisis then the capitalist class or someone 

on their behalf will attempt to prolong the economic order by transforming its 

outdated mode of accumulation even if it is temporarily against the dominant 

class’s immediate interests. This is evident in Costa Rica’s case on at least three 

occasions: during the shift to agrarian capitalism, then during the development of 

the interventionist state after a period of capitalist crisis and then again during the 

1980s with the restoration of the agro-export model. The kind of interventionist 

state that developed in Costa Rica from the 1950s onwards stands out in Costa 

Rica’s history because it was able to achieve three different goals:  

• The strategies of economic planning and state intervention transformed the 

country from a monoculture-dependent economy to one that is diversified.  

• Industrial economic development translated into widespread improvements 

in the welfare of all of its citizens thanks in no small part to intervention of a 

number of state agencies, specially those that allocated credit.  

• Despite the inherent social problems present in its development trajectory, 

Costa Rica’s experience shows that economic growth was achieved without 

neglecting the democratic voice component within civil society. 

The consensus however was fragile and to some extent, dependent on factors 

outside Costa Rica’s control. The import substitution approach to development 

became seriously imperilled when international conditions deteriorated. Similarly, 

the growth of state institutions as a means of defusing class tensions and 

promoting economic well being also showed its limitations when economic and 

political conditions could no longer sustain state expansion. Finally, these policies 

were limited by the constraints of the Cold War, a suffocating technocratic 
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approach to social democracy and dependence on a strong political and economic 

relationship with the United States.  

The neo-liberal reforms of the 1980s succeeded in pulling the country out of the 

crisis by turning it into an export-oriented economy (albeit with the assistance of 

the US government) but also managed to debilitate the social democrat consensus. 

Moreover, as will be shown in Chapter 5 the new economic orientation 

exacerbates existing social problems and has compromised the means by which 

non-capitalist groups are able to negotiate with the dominant sectors of society 

over matters of national importance. In other words, as economic life and the 

capitalists that command it are outside the reach of state control, the need for 

negotiation with civil society interests is seriously undermined. The curtailment of 

civil society voices within state circles leaves them with few options either formal 

or informal.  



 

CHAPTER 4  
SUCCESSES OF THE FINANCIAL 
DEREGULATION PROJECT IN COSTA RICA 

This chapter will examine the results of 20 years of neo-liberal inspired economic 

reforms in Costa Rica. While the broad objectives will be analysed in Chapter 5, 

the following will examine the reformers’ achievements in terms of the more 

specific objectives of the bank deregulation project. This chapter will also 

demonstrate how the outcomes of financial deregulation create synergies that 

legitimate further changes.  

The chapter examines these reforms chronologically, beginning with those 

instituted between 1984-1988. The reforms included the end of state 

intermediation of FDI, increasing the role of private banking, and ending Central 

Bank determination of interest rates. The second and third round of reforms 

commenced shortly after the IMF’s Structural Adjustment Programs (SAP II and 

III) and were introduced in 1989 and 1995 respectively. The reforms included 

termination of Central Bank determination of currency exchange and state banks’ 

monopoly on public deposits. Reforms such as the end of state control of credit 

and the development of local capital markets evolved in conjunction with other 

reforms over the 20-year period since deregulation began and as such will be 

analysed at the end of this chapter. 

The evidence used in this chapter draws from historical accounts of external 

interference with Costa Rica’s internal affairs, changes to currency exchange and 

interest rate determination policies, structural transformations to the banking 

sector, and local banks’ credit portfolio figures. The evidence suggests that a 

profound shift has occurred in Costa Rica’s economic development as a result of 

financial deregulation. 

99 
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4.1 The specific and broad objectives of the project of 
financial deregulation 

In the early 1980s proponents of financial deregulation argued that Costa Rica's 

economic problems stemmed from the size of the state and the nature of state 

intervention in the economy. This argument is based on a number of assumptions 

that are clearly informed by neo-liberal ideologues such as Friedrich von Hayek, 

Ludwig von Mises, and Milton Friedman. In most of their literary treatise Costa 

Rican reformers make explicit and implicit reference to neo-liberal mantras. 

Reformers such as Corrales (1981) and Jimenez and Cespedes (1983, 1994a, 

1994b, 1995), invariably argue that state-directed wealth redistribution schemes 

hinder economic efficiency. They maintain that the most effective way of 

assisting the lower strata of society is through market mechanisms. However, for 

wealth to ‘trickle down’ the state needs to cultivate conditions conducive to high 

economic growth. Two of these conditions are macroeconomic and financial 

stability. Naranjo and Lizano (1980) perceive financial stability as a ‘broad 

objective’ that can only be achieved if a number of specific objectives are carried 

out first. Some of their suggestions include terminating both the state monopoly 

on currency exchange determination and Central Bank determination of interest 

rates. 

At the microeconomic level, reformers such as Banking Association (ABC) 

president Gerardo Corrales (2000a, 2000b) and Central Bank president Eduardo 

Lizano (1980, 1986, 1993, 1994), argue that the state-owned banking system is 

highly inefficient. They suggest that the broad objective of improving the 

efficiency of the state-owned institutions can only be achieved through private 

sector competition. According to another reformer, Camacho (1996), competition 

reduces credit costs, improves quality, and increases the variety of financial 

products available. Camacho maintains that deregulating the banking sector also 

encourages the use of enhanced technology and skills, and develops the required 

supervisory and legal banking framework. Higher private sector participation 

requires specific reforms that terminate state intermediation of FDI (Conroy et al., 
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1996: 75-79), increase the overall role of private banks, and abolish the state 

monopoly on deposits (Mendez, 1995: 5). 

Other reformers such as Gonzales-Vega (1976, 1984), Vargas (1983, 1993), 

Guardia (1992) and Vogel (1984) suggest that another broad objective is to 

achieve economic growth first in order to redistribute the benefits later. They 

concur that one major impediment to attaining higher levels of growth is the lack 

of easier access to credit by all. Gonzales-Vega (1984) argues that cheap credit 

supplied by the state does not make its way to poor peasants who need it the most. 

According to Guardia (1992) equitable access to credit can only be achieved by 

halting state control of credit. Espinoza (2000), on the other hand, recognises the 

value of developing non-bank sources of credit such as local capital markets.  

4.2 Abolishing the state monopoly on FDI intermediation 

Until the balance of payment crisis of 1980, the process of deregulation had not 

been carried out systematically. Pro-deregulation lobbyists complained that the 

reforms were only partial, fragmented the market even more, and did not improve 

the effectiveness of monetary control mechanisms. They argued that so far the 

process had not followed certain ‘basic steps’ applied elsewhere to ensure a 

smooth transition to a fully deregulated financial environment. Lobbyists 

demanded the introduction of gradual and incremental changes, the stabilisation of 

the currency, and greater fiscal control (Salom, 1992: 43). The Costa Rican 

government found it increasingly difficult to ignore the neo-liberal demands, 

when the OPEC oil crisis, crippling foreign debt, and a looming public deficit 

drastically diminished the government's capacity to regulate its finances. The 

crisis escalated in 1982 when the Central Bank’s losses comprised 5.6 per cent of 

GDP. Such losses were caused by the devaluation of the Colon and inflation, 

which leapt from 7.8 per cent in 1979 to 81.8 per cent in 1982 (Cerdas, 

1991: 321).
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4.2.1 USAID comes to the rescue 

At the same time, the Reagan Administration, through the Kissinger Plan for 

Central America and the Carribbean Basin Initiative (CBI), introduced a strategy 

that sought to transform the nature of the banking system and the Costa Rican 

state (Sojo, 1991: 28-9). Washington believed that the threats posed by the 

Nicaraguan Sandinista government could destabilise the Costa Rican state and 

jeopardise US interests in the country and the region. This prompted the re-

deployment of USAID’s activities from development aid to the provision of funds 

that were tied to national security. USAID began to play an influential role in 

transforming both the laws and the environment in which the Costa Rican banking 

system operated. For example, according to Sojo from 1946 to 1981 the United 

States provided Costa Rica with a mere US $220.3 million in aid–85 per cent of 

which was destined for development projects (Sojo, 1992: 23). Once the Reagan 

administration focused on the Central American conflict, the nature of aid 

changed dramatically. In 1983 alone, Costa Rica received a total of  

US $212 million, US $20 million of which was dedicated to Economic Support 

Funds (ESF).24 These funds are disbursed for US national security purposes only, 

but do not necessarily include military aid (Honey, 1994: 62). The following table 

shows the total amount of assistance granted for the period 1980 to 1992. 

Table 4.1: USAID funds to Costa Rica, 1980-1992 (in US $ million) 
 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 
Aid 14 13 50 212 168 207 157 181 102 115 75 n.a. n.a. 
Donation n.a. n.a 5 37.7 95 160 120.6 119.7 85 85 60 24 20 

Source: Honey (1994: 62); Sojo (1992: 99). 

Reflecting Washington’s security concerns was the ideological shift to an 

economy that privileged market mechanisms over state intervention. In Costa Rica 

these policies crystallised in efforts to privatise the banks–considered crucial to 

                                                           
24  The rest of the funds consist of Development Assistance and PL-480 (food aid). The 1983 

figure does not include military aid. 
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the deregulation of the economy and to rendering funds accessible to the private 

sector.  

In 1982, USAID began to pour funds into Costa Rica to encourage financial 

reforms that would allow private banks access to favourable exchange rates. 

Initially the funds were channelled through the Central Bank which acted as a 

‘surrogate’ rediscount facility normally only available to state-owned banks and 

the CODESA conglomerate of state-owned enterprises. Two years later, the 

Monge administration, ignoring complaints from state owned banks and 

CODESA, legitimised this process by introducing two pieces of legislation that 

allowed local private banks access to multilateral and foreign aid agencies’ funds 

directly through the Central Bank.25 USAID, who supported this legislation, gave 

the following justification: 

Credit quotas and differential interest rates, which favor some economic sectors (or 

people) over others, make financial intermediation in the National Banking System 

inefficient…These inefficiencies reduce the flexibility of the system to channel 

adequate credit to new and more productive sectors of the economy…The private 

banking sector, which could provide a healthy degree of competition to the state 

banks, suffers from unequal access to financial resources [and] there are indications 

that some of the private sector Financieras (finance companies), especially 

COFISA, may be in a position to use additional credit resources…We propose to 

explore this situation and accord the problem a high priority (USAID/LAC, 1984: 

10, 34 quoted in Conroy et al., 1996: 75).  

This action not only broke the monopoly on FDI intermediation, but also 

undermined the power of CODESA and inflated the importance of the hitherto 

insignificant private banking sector. Soon after this piece of legislation came into 

effect, private financial institutions of local and foreign origin threw open their 

doors. In the scramble for business as much as ten per cent of the sector’s total 

bankrupted by 1988 (Carvajal, 1987: 3).  

                                                           
25  These two pieces of legislation are Law No. 6950 of May 2, 1984 and Law No. 6965 of 

August 24, 1984.   
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Despite the slump in business, private banking interests benefited directly and 

indirectly from the shift in government policy and from USAID’s ‘generosity’, in 

that they were being subsidised by aid funnelled through their institutions at 

rediscounted rates. As is evident in the growth of their credit portfolio the 

rediscounted rates available to private banks’ strengthened their position in 

relation to state-owned banks. From 1986 to 1994 credit offerings in the private 

sector banks grew at an average annual rate of 91 percent and in 1996, the year 

USAID left the country, Costa Rica boasted 21 private banks–double the number 

for the previous 15 years (Lara, 1995: 54). Some examples of the subsidies 

received by the private sector banks are as follows: under USAID’s economic 

recuperation and stabilisation program, private banks received US $60 million for 

non-traditional export financing in the period 1981 to 1987; in 1981, the agency 

channelled US $10 million through the Banex bank, in 1982 US $10 million 

through COFISA, and in 1984, US $20 million through the CPI finance 

company26 and, in the 1986-87 financial year, USAID dedicated a total of  

US $20 million to an agro-industrial reactivation program (ARP) through the 

Federado bank (Sojo, 1992: 26). These figures are illustrated in Graph 4.1.  

Graph 4.1 
USAID direct contribution

 to private banks, 1983-1990 
(in million US $)
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Source: Sojo (1992: 27, 29).  
Notes: Central Bank’s loans directed to private bank rediscount facility.  
Costa Rica’s Banking Association (ABC) received a loan to establish an insurance fund in 
case of bankruptcy.  

                                                           
26  CPI stands for Corporacion Privada de Inversiones. 
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USAID’s requirement that its aid funds be channelled only through private banks 

created, on the one hand, an oversupply of cheap credit for wealthy individuals 

and, on the other hand, a tightening of credit for small and medium sized 

borrowers at state banks. The credit squeeze was the result of a US $150 million 

deficit maintained by the Central Bank in the period 1983 to 1987 (Consejo 

Monetario Centroamericano, 1988: 44). However almost one third of that deficit 

comprised interest payments made to USAID’s account in the Central Bank. As 

Shallat explains:  

The Central Bank was to pay market interest rates–averaging 21 per cent–on funds 

transferred into AID’s account but not yet disbursed. As ESF transfers multiplied 

36-fold over the five-year period [1983-1987], AID collected a total of  

US $100 million in interest payments (Shallat, 1988 quoted in Conroy, 1996: 81).  

From the above it is clear that supporters of deregulation achieved the stated aim 

of abolishing the state monopoly on FDI intermediation and at the same time 

developed the country’s private banks. However it is also clear that this was 

achieved with the support of subsidies and expertise provided by US and Costa 

Rican state agencies. Neo-liberal literature often overlooks this facet of the early 

history of banking deregulation and instead focuses on the recent history of the 

sector (Cubero, 1998: 14). This is done to diminish the role of the state in the 

economy but as the following section shows, the state continues to shape the 

trajectory of the banking sector. 
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4.3 Increasing the role of private banks: mission 
accomplished  

As demonstrated in the previous section, aid agencies such as USAID were 

pivotal to the development of private banking. Since then, private institutions 

have played an increasingly important role in Costa Rica’s banking sector. With 

the intervention of the state the development of the sector has followed a 

particular trajectory, the phases of which are outlined below : 

Expansion: from 1984 to 1986 there was a rapid increase in the number of private 

financial institutions.  

Reduction: from 1987 to 1989 there was a slight contraction of the sector due 

mainly to bankruptcies of non-registered financial institutions. 

Consolidation: from 1990 to 2000, the sector built up strength through several 

mergers and acquisitions.  

As illustrated in Graph 4.2, the number of state banks decreased from four to three 

in the period 1980 to 2001. During the same period, private banks (including 

foreign-owned) increased from eight in 1980-81 to 21 in 1996-97, and then 

diminished to 19 in 2000-01. Of significance is the steady rise in the number of 

foreign-owned banks from three in 1981 to 12 in 2001. The number of locally-

owned banks increased from five to 11 in 1993, but declined to seven in 2001. 

From 1990 onwards, some of the largest private banks experienced expansion 

through the acquisition of non-financial companies that offered similar services to 

the banks (Mendez, 2000). 
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Data sourced from SUGEF (2002); Sojo (1992: 28). 

In late 1996, following reports that some banks engaged in cross subsidisation 

in order to hide losses, the SUGEF required the banks to prepare consolidated 

financial statements for all companies in the same group except for those 

registered offshore (Noguera, 2001a: 21). According to SUGEF's rules, 

financial groups should be controlled by a holding company owning at least 

25 per cent of its subsidiaries’ capital. Each group must comprise at least one 

local bank and one other financial services company. The minimum capital 

for local banks increased from US $1.2 million to US $4 million in 1997 and 

offshore institutions required at least US $3 million (Estado de la Nacion, 

1998: 115). The regulations aimed to enhance the competitiveness and 

profitability of private banks. From SUGEF’s perspective, it was also 

preferable to supervise a few large institutions rather than a multitude of 

small ones. The two case studies below show two resulting configurations 

from this legislation: a bank-based group and a financial services-based group 

where companies offering financial products are the backbone of the group.  
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Table 4.2: Two examples of consolidation in the banking sector 

Financial services-based group Bank-based group  

Corporacion BFA was established in 1984 as one 
of the first private banks in Costa Rica. The 
corporation owns the Banco de Fomento Agricola 
based in Costa Rica and an offshore affiliate, the 
Commercial International Bank & Trust Co. based in 
the Bahamas. Corporacion BFA also owns BFA 
Valores, a share market broker/dealer based in 
Costa Rica and an equivalent one, BFA 
Internacional, based in Panama. The group owns 
Tarjetas Intercard, a local credit card issuer, a 
leasing company and has a 33 per cent stake in 
Almacenes Unidos Bancarios which is a deposit 
warehouse (Leiton, 1997:18/A). 

The Mercantil Group owns Banco Mercantil (BM), 
a commercial and consumer bank whose largest 
business is lending for automobile purchases. 
Ignacio Aizenman whose family owns the local 
dealership of Mazda, Nissan and Mitsubishi 
established Banco Mercantil in 1987. The offshore 
entity within the group is the Caribbean Mercantile 
Bank, incorporated in the Cayman Islands. BM 
specialises in US dollars lending to commercial and 
retail customers. The other company in the group is 
Mercantil Valores, a brokerage/dealership in the 
local stock market (Richard Blackwell Financial 
Services Reporter, 1995; Caribbean Update, 1996). 

Therefore, what began as a market-driven process of cross-subsidisation amongst 

related companies was transformed into a process of consolidation by state rules. 

Moreover, the process of mergers was partly fuelled by foreign capital, attracted 

to Costa Rica’s political stability, and its highly educated labour force–factors that 

are not controlled by the market. 

4.3.1 Banks established with foreign capital 

In contrast to the rest of Central America and the Caribbean, only three 

(Scotiabank, Citibank, and Cathay) of the 11 banks established with foreign 

capital in Costa Rica in the last 20 years hail from outside the region. The two 

reasons for this phenomenon are that, according to nationalisation legislation, 

foreign banks are only allowed to establish subsidiaries incorporated in Costa 

Rica and, until 1996, these subsidiaries were only allowed to do business in 

import and export operations. These requirements did not make banking in Costa 

Rica attractive to multinational banks. Therefore, prior to deregulation in the early 

1980s, there were four foreign-owned banks, but only two originated from outside 

Central America. These foreign-owned banks included Banco de Santander (BS) 

and Banco Agroindustrial de Exportaciones from Panama and Bank of America 

(BA) and Citibank from the US. BS went bankrupt in the early 1987, BE became 

Banex, currently one of the largest private institutions, while BA closed in 1984 

due to increased local competition (see Appendix 2). The minor presence of large 
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multinational banks is also the result of Costa Rica’s proximity to Panama–home 

to nearly 250 banks from around the world. Hence, large companies handle their 

businesses for the region from Panama or any of the other Caribbean financial 

centres. Another explanation is that, of the remaining eight foreign banks in Costa 

Rica, four of them were established with capital from wealthy Nicaraguans fleeing 

the Sandinista nationalisation drive in the 1980s increasing the competition with 

multinational banks (Latin American Weekly Report, June 6, 1996: 1). Table 4.3 

shows the source of capital and the size of private banks. 

Table 4.3: Financial groups according to source of capital and 
comparison between local bank and group assets, 2000 (in 
US $ million) 

Source of capital Financial group Group assets (a) Local bank 
assets (b) 

Ratio of a/b 

 
 
 
 
Costa Rica 

Interfin 
BICSA 
BCT 

Bancomer 
Metropolitano 

Finadesa 
Bantec 

Coocique* 
ACOBO* 
Improsa 

616 
581 
253 
230 
99 
68 
68 
33 
4 
n.a. 

298 
80 
57 
82 
91 
50 
24 
33 
4 

n.a. 

2.1 
7.3 
4.4 
2.8 
1.1 
1.4 
2.8 
1.0 
1.0 

n.a. 
El Salvador Cuscatlan 279 90 3.1 
Guatemala Elca 59 66 -0.9 
 
 
Nicaragua 

San Jose 
Promerica 
Bancentro 
Pacifico 
Lafise 

400 
55 
n.a 
38 
46 

307 
55 
n.a. 
24 
20 

1.3 
1.0 

n.a. 
-1.6 
2.3 

Panama Banex 628 335 1.9 
Mexico Bancrecen 48 48 1.0 
Canada Scotia Bank 227 74 3.1 
U.S.A. Citibank 250 58 4.3 
RoC (Taiwan) Cathay 60 22 2.7 

Elaborated with figures from SUGEF (2002); Corrales (2000a: 11).  
*Finance companies with offshore licenses. 

According to the nation’s ombudsman, 46.1 per cent of all the financial groups’ 

assets remain in the hands of three dominant groups (Banex, Interfin and San 

Jose) and of these, 52 per cent are owned by foreign capital (Vanegas, 1999; 
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Estado de la Nacion, 2000: 156). Table 4.3 also shows that in most instances, 

banking operations are only a small component of a group’s business. In a private 

banking survey conducted in 2000, Corrales estimates that 122 per cent of the 

groups’ financial activity is carried outside their respective banks and may include 

burse and stock market operations, investment trusts, and non-banking finance 

companies (Corrales, 2000a: 11).  

What is clear from the table above, is that the smaller the group’s assets, the 

higher the dependence on the bank within the group. As previously noted, the 

process of mergers and acquisitions in the late 1990s did not affect these bank-

dependent groups. One reason for this is that medium foreign-owned banks 

representing large international banks expanded by acquiring local assets and 

were not likely to be the target of mergers. The Costa Rican representative of 

Bank of Nova Scotia (Scotiabank) is one such example.  

Table 4.4: Three examples of niche markets serviced by different banks 

1. Car financing, leasing, and business in the Caribbean region. 

Scotiabank, Canada’s fourth largest bank, entered the Costa Rican market in February 1996. 
Scotiabank bought 80 per cent of Banco Mercantil, which soon change its name to Scotiabank of Costa 
Rica. In 1996, Scotiabank was Costa Rica’s eight largest with assets valued at C6.2 billion. Because of 
Scotiabank’s association with Banco Mercantil, its main line of business has remained car financing and 
leasing. However, Scotiabank has a very strong presence in the Caribbean with offices in the Cayman 
Islands and the Bahamas, so opening a bank in Costa Rica is part of its expansion strategy in the 
region (Caribbean Update, January 1, 1996: 5). 

2. Business in the Central American region. 

The Cuscatlan financial group, the second largest private bank in Central America is based in El 
Salvador. In the first quarter of 1997 the group had assets valued at US$ 1 billion and in March of the 
same year it formed an alliance with the Costa Rican Corporacion BFA by investing US$ 9 million in 
that company’s bank (Banco de Fomento Agricola) thus obtaining majority shareholding. BFA changed 
names to Banco Cuscatlan. Its offshore affiliate, the Commercial and International Bank & Trust based 
in the Bahamas, changed to Cuscatlan Bank & Trust, also based in the Bahamas (Leiton, 1997:18/A). 

3. Retail and small business banking. 

Bancrecen was established in 1995 with capital from one of Mexico’s largest commercial banks, 
Bancrecer. The bank has 70 branches throughout Costa Rica, making it the largest privately operated 
network in the country. Bancrecen specialises in retail banking and small businesses and its 9 am to 9 
pm operating schedule is aimed at facilitating access by self-employed individuals with irregular working 
hours. Bancrecen has no offshore affiliates, however it is part of a network that Bancrecer is using to 
expand its operations throughout Central America. By early 1998 Bancrecen captured C798 million in 
deposit accounts or 35 per cent of the private banks' share (El Financiero, July 27- August 2, 1998: 28). 
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In addition, the majority of banks–both foreign and local–are privately owned so 

their shares are not publicly traded on the local stock exchange. Of the 19 existing 

private banks, only three are registered in the local stock exchange. The share 

market is still relatively small, and it is common for family-owned companies to 

establish a bank that will serve the interests of their companies. In terms of 

penetration strategies, the foreign-owned small and medium sized banks have 

carved out different niches in particular industries as the examples in Table 4.4 

show. 

This situation might alter as the influence of the local stock exchange grows. 

Similarly, once legislation is introduced that allows foreign bank branches into the 

country, local banks will be forced to compete with large international banks that 

are more resource rich (International Monetary Fund, 2002: 13). In the meantime, 

even without international competition, the smaller banks are at a disadvantage in 

terms of the acquisition of new technology. This directly affects the introduction 

of customer services and dictates the markets that banks can operate in.  

4.3.2 Introduction of new services and technology 

Reforms to the financial system have encouraged service-oriented banking. 

Demand for these services is determined by the needs of medium to high-income 

groups. Wealthy individuals and families, large local and foreign companies, and 

those connected to the international economy have access to most corporate and 

investment services. Conversely the local petit-bourgoisie, overseas tourists, and 

small business owners have access to customer services specifically created for 

their needs. These services are relatively expensive to operate and customers are 

charged accordingly in the form of higher interest rates on loans and higher fees 

on services. Most users are private bank customers, but in recent years the three 

state banks have also begun offering some of these services. For instance, the 

largest state bank, Banco Nacional, and INS, the state-owned insurance 

monopoly, began issuing a VISA affinity card in 1996 for those who earned more 

than C70,000 per month (approximately US $350 on that year’s currency 
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exchange). In the same year, on the other hand, Citibank and Mexico’s Bancrecen 

offered, an affinity card that earns American Airlines travel points for middle 

class customers in Costa Rica who earn a yearly minimum of US $15,000 

(Lafferty Publications, 1996: 7).  

Most state-owned financial institutions provide basic services accessed mainly by 

working class individuals and families. People who do not fulfil the lending 

criteria of the bigger banks are turning to savings and credit co-operatives that 

operate on entirely different commercial principles than banks and maintain 

strong links to the local community (CONACOOP, 1991). The banking services 

outlined fall into three main categories as illustrated below. 

Table 4.5: Service oriented banking: a sample of services and products 

Corporate services Personal services Investment and other services 

Corporate finance 

Corporate accounting 

Remote banking (Internet) 

Regional transfers 

Payment methods 

Management of suppliers and 
payroll 

Offshore banking 

Fiscal shield 

Insurance 

Tax management 

Payment of public services 

Trusts 

Home banking (Internet) 

Mortgage 

Personal loans 

Debit and credit cards 

Private banking 

Wallet control 

Payment of public services 

Access to US dollar-denominated  
bank accounts 

Motor vehicle finance 

Superannuation and retirement plans 

Investment funds 

Underwriting 

Venture capital 

Business valuation 

Public tender 

Stock issue 

Investment certificates 

 

 

Source: Corrales (2000a: 12). 

The introduction in the late 1980s of Automated Teller Machines (ATMs) for 

accessing bank accounts is the most ubiquitous sign of technological change 

promoted by the banking sector. Initially ATMs were only found in key locations 

within San Jose, but by mid the1990s the machines were installed in smaller 

towns. In 1996, Puerto Rico’s Banco Popular spearheaded efforts by 15 local 

private banks and Banco Nacional, the nation’s largest state bank, to establish the 

country’s first nationwide, multibank ATM network (Retail Banker International, 
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September 9, 1996: 7). The 1990s witnessed the introduction of internet banking, 

with private and state institutions devoting up to 8.5 per cent of their profits to 

technological advancements compared to 3.8 per cent of profits spent on 

technology by companies in all sectors (Noguera, 2001: 21). 

The introduction and expansion of private-based institutions appears to be a 

success story for proponents of financial deregulation. The state, however, is 

partly responsible for this success. The private banking sector would not have 

survived without the early intervention of state-funded agencies such as USAID 

and the IMF. The Costa Rican government continues to ensure that private 

banking strengthens within a highly competitive environment.  

4.4 Terminating Central Bank determination of interest 
rates 

After the first wave of reforms the Costa Rican legislature gradually introduced a 

number of changes to the Central Bank that released it from some of its 

developmental functions. These functions included interest rate determination, 

setting credit portfolio limits for strategic sectors, and supporting the National 

Development Plan (NDP). The Bank also reduced minimum depository 

requirements and introduced mechanisms preventing it from incurring financial 

losses and debt from foreign sources (except during a balance of payment crisis). 

These changes are examined in more detail below. 

4.4.1 Dismantling the preferential interest rate regime 

The preferential interest rate regime was instituted as part of the NDP in the early 

1950s. In the Keynesian fashion of the era, the NDP sought to implement schemes 

for long-term growth in a unified manner. The NDP included initiatives such as 

establishing infant industries and maintaining self–sufficiency in food production. 

The NDP was coordinated by strategic agencies such as the Central Bank, the 

Ministry of Development and Planning (MIDEPLAN), the Ministry of the Interior 
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(Hacienda), and the President’s Office (Casa Presidencial)–but specific programs 

were implemented by different ministries and/or autonomous agencies. The NDP 

also ensured optimum conditions for the growth of infant industries and, thus, the 

establishment of a preferential interest rate regime. 

During the 1982-84 balance of payment crisis, reformers argued that the 

proliferation of interest rates under the regime fragmented the credit market and 

penalised the most efficient sectors of the economy (Vedova et al., 1983: 34-47). 

As a result, in 1984 the Central Bank ceased interest determination for credit 

destined to essential economic activities such as food production, industry, energy 

generation, and telecommunications. After that year, other reforms dismantled 

what was left of the preferential interest rate regime and by, 1996, the Central 

Bank effectively ceased to directly set interest rates. 

Perhaps the most significant step in this direction was taken during the IMF’s 

second SAP. Under the requirements of SAP II, the government approved the 

Modernisation of the National Banking System Act in 1989.27 The Act called for 

reductions in credit subsidies and the introduction of commission charges and 

terms and guarantees to secure loans. The shift away from credit subsidies sought 

to reduce the costs of financial intermediation and improve the country’s fiscal 

deficit (Espinoza, 2000: 3). The lack of credit subsidies contributed to social 

services such as health and education experiencing the brunt of the early 1990s 

interest rate hike, as illustrated in Graph 4.3. 

                                                           
27  Before its approval, the Act contained a clause allowing private banks to hold deposits from 

the public. The clause was rejected in the Legislative Assembly and the second SAP was 
introduced as Law No. 7134 of October 4, 1989. 
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Graph 4.3 
Costa Rica: Interest Rates for Agriculture, Industry, and 

Housing, 1979-1999.
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Source: Estado de la Nacion (2000: 398). 

4.4.2 The new interest rate determination regime 

Currently interest rates are determined through competitive auctions of 

government Certificates of Deposit and Central Bank bonds in the primary market 

(Economic Intelligence Unit, 26 January 1996). This pseudo market-based regime 

was implemented as a result of increased interest rate instability in the early 

1990s. Many large companies sought financial security by converting their local 

currency debts into dollar-denominated debt. Local bankers responded by 

relocating this debt to the offshore banking sector so that they could avoid the 

costs of financial intermediation and the one to two per cent Central Bank 

commission on dollar-denominated deposits from which offshore banks are 

exempt.28 Private bankers can therefore charge lower interest rates on credit and 

pay higher interest rates on deposits (up to two per cent more than the local state 

banks).29 In 1996, when the Central Bank stopped setting the interest rate for 

                                                           
28  Financial intermediation is in large measure influenced by the amount of currency that 

commercial banks have to deposit with the Central Bank to ensure liquidity of reserves. 
29  For a similar example in Peru but with different consequences see Chossudovsky 

(1998: 208) and for the case in Bolivia where commercial banks were paying interest rates 
five per cent above LIBOR to dollar deposits, see Chossudovsky (1998: 219). 
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dollar-denominated deposits, offshore banks obtained margins of up to four 

percentage points. By 1998, the margins decreased to 1.5 percentage points due to 

increased competition, higher interest rates, and reductions on taxes paid by 

onshore banks (Zuniga, 1998: 11).  

4.4.3 Reduction of reserve requirements 

Reserve requirements act as insurance for deposits held in the banking system. 

Financial institutions must surrender a proportion of their deposits for a prescribed 

period to the Central Bank. The proportion depends on the Central Bank’s own 

estimates of the risk of defaulting loans. The Central Bank may also use reserve 

requirements to adjust the money supply and bank lending. However, until 1973 

the Central Bank did not set reserve periods instead relying solely on reserve 

rates, which ranged from 10 to 20 per cent depending on the type of deposit. After 

1973 the Central Bank introduced two types of reserve rates: one for sight and 

term deposits of less than 30 days and another for deposits over 30 days. The rate 

was set at 20 and 10 percent respectively and increased in the late 1970s to 30 and 

20 percent respectively (Vedova, 1983: 32). From 1973, the maximum reserve 

period for private banks was set at 180 days. During the 1980 balance of payment 

crisis, the pro-deregulation lobby argued that high reserve requirements reduced 

liquidity and exacerbated the existing credit squeeze. The Central Bank reacted by 

lowering the reserve period and maintaining some of the rates. The 1989 Act 

lowered all rates and ensured the continued reduction of reserve periods, 

especially for private bank deposits. Two years prior to the introduction of the 

Act, the maximum reserve period for private bank deposits decreased from 180 to 

150 days. In January 1988, the reserve period was reduced to 120 days and in 

September of the same year the period was further reduced to 90 days. Shortly 

after the new legislation was enforced the Bank reduced its own reserve periods so 

that by the end of 1989 it was offering ‘overnight’ reserve periods as well as of 7 

and 15 days (Espinoza, 2000: 4). The reserve rate for US dollar deposits increased 

from 50 per cent in 1964 to 100 per cent in 1978 and that rate was maintained 
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until 1984. The rate decreased slowly until 1989 when it was tied to local 

deposit rates.   

4.4.4 Reduction of Central Bank debt 

Many factors contributed to Central Bank debt including high state expenditure. 

In 1989, in order to counteract the lack of liquidity created by dollar- denominated 

accounts in offshore centres, the Central Bank opted for open market operations. 

The implementation of a monetary policy using open market operations incurs 

debts that can be ameliorated by raising the rediscount rate–a move that 

legitimates borrowing and lending offshore. The pro-deregulation lobby blame 

market ‘distortions’ for the increased reliance on offshore banking and the 

solution it offers to the problem of Central Bank ‘losses’ is essentially the same as 

that suggested in the IMF’s third SAP: the sale of government bonds on the 

international market. Apart from reducing the Central Bank’s debts, this strategy 

theoretically aligns domestic interest rates with those operating in international 

markets. The lobby also demands a more ‘autonomous’ Central Bank that is free 

from domestic political interference. The Bank has, in fact, followed this 

autonomous trajectory since 1989 when one of its main objectives included the 

provision of more banking information to the general public. This included 

providing information on the Bank’s financial situation, national accounts, 

monetary program, currency exchange operations, and its board’s rulings. 

Obviously this move is designed to make the public more aware of its own 

financial responsibilities, but it is also vitally important to those individuals whose 

wealth is tied up in financial instruments. 

Some of the transformations examined in this section belong to the shift from 

direct to indirect setting of interest rates. Indirect setting through money supply 

adjustments reflects the upper classes’ need to control the value of capital without 

interference from the state’s developmental prerogatives. It is clear however, that 

reforms to interest rate determination were instigated, not as a result of inherent 
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problems with Central Bank operations, but as a consequence of new demands 

from the private sector and pro-deregulation reformers.  

4.5 Abolishing the state monopoly on currency 
exchange determination  

The gradualist approach of the social democrat administrations during the 1980s 

was replaced by the shock therapy treatment of the neo-liberal Calderon 

administration. In March 1992 Calderon abolished Central Bank determination of 

currency exchange rates (except for short-term adjustments). Determination of 

currency exchange rates was significant because prior to deregulation Central 

Bank policy relied heavily on this mechanism to implement import controls. As 

shown below in Graph 4.4, the exchange rate remained fixed in relation to the US 

dollar for approximately 44 years (1945-1979).  

This stability permitted the government to maintain adequate foreign currency 

reserves and avoid balance of payment issues. The period of currency exchange 

also benefited import substitution policies and accompanying import controls. 

 

1945
1951

1957
1963

1969
1975

1981
1987

1993
1999

0
50
100
150

200

250

300

350Graph 4.4 
Costa Rica Colon 
nominal exchange 

rate, 1945-2001

 

Source: Prepared by the author from figures in IICE (1998: 221-222); Estado de la Nacion 
(1995: 117); Banco Central de Costa Rica (2002c). 



Chapter 4 119 

During the balance of payment crisis of the early 1980s, the Carazo and Monge 

administrations preferred import controls as a method of structural adjustment. 

Import categories were assigned different exchange rates according to their rank 

in the production process. Until the early 1980s, Costa Rica maintained three 

exchange rates: official, interbank, and parallel (Consejo Monetario 

Centroamericano, 1983: 45). Bulmer-Thomas, a London-based observer of the 

Central American economies, elaborates:  

By the end of 1981, there were three exchange rates in force, all of which can be 

compared with the rate of C8.60 in August 1980: an official rate of C20, which was 

used for about 1 % of transactions, an interbank rate of C36 (which applied virtually 

to all trade items) and a parallel rate of C39 for tourism in particular (1987: 245). 

Apart from controlling imports, Central Bank intervention was crucial in reducing 

the severity of the balance of payment crisis. After experimenting with free 

floating the exchange rate, the Colon devalued from C17 to C38 per US dollars 

over a period of seven months. The graph following shows the annual rate of 

devaluation during this time. 
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Source: Prepared by the author from figures in Rennhack et al., (2001: 11); Cerdas 
(1991: 321); Estado de la Nacion (1995: 35, 116). 

The resulting foreign currency speculation and high inflation was so detrimental 

to both businesses and households alike that the value of their savings declined 

from 80 per cent to 75 per cent (Bort, el al., 2000: 107). In view of these trends, 

the Central Bank stepped in and monopolised foreign currency transactions. By 

the end of 1983, stabilisation measures began to pay off as positive real interest 

rates were realised. In the meantime, multiple exchange rates were abolished at 

the behest of USAID and the IMF who regarded export promotion rather than 

import controls as the key to the balance of payment crisis (Bulmer-Thomas, 

1987: 245).30 The following year in 1984 the Monge administration introduced the 

'crawling peg' exchange rate mechanism. Unlike the fixed exchange rate, this 

mechanism allowed for periodic adjustments of the rate. It was based on the 

difference between the internal and external interest rates of Costa Rica’s main 

                                                           
30  Multiple exchange rates were abolished through Law No. 6789 on August 10, 1982. 
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trading partners, changes to their exchange rates, the domestic balance of 

payments, and the local foreign exchange situation. This mechanism sought to 

avoid exchange rate fluctuations that could act as taxes on exports or subsidies on 

imports. Contrary to the free-floating exchange mechanism, the crawling peg 

allowed the monetary authorities to maintain a degree of control over different 

economic sectors. Control was exercised by setting the level and frequency of 

currency devaluation according to how vital certain imports were to the local 

economy. The desired effect discriminated against consumer goods, but left most 

capital goods unaffected (Peralta and Alvarado, 1994: 5). 

The immediate aims of Calderon’s reform included elimination of the informal 

market in hard currency and rapid Colon devaluation to encourage capital inflows 

and exports. The introduction of the floating exchange rate mechanism preceded 

the partial opening up of capital accounts, but, like earlier experiments with free 

floating the Colon, Calderon’s plan was mired by currency fluctuations and 

unprecedented capital outflows that jeopardised Costa Rica’s foreign exchange 

reserves. Following deregulation, the London-based Economic Intelligence Unit 

(EIU) lowered Costa Rica’s credit rating in its annual report on the basis of a 

‘perceived increase in financial risk by overseas investors’ (El Financiero, 

1997: 1). Costa Rican economists and long-time critics of the neo-liberal reforms, 

Alvarado and Peralta, concur with the EIU’s findings. Their own study shows that 

higher financial risks lowered share and bond market prices in the months 

following the float (Alvarado and Peralta, 1993: 82). Several financial scandals 

analysed in detail in Chapter 5 were associated with the level of currency 

uncertainty during this period. One such scandal was the bankruptcy of Costa 

Rica’s oldest bank, the Banco Anglo Costarricense (BAC), in September 1994 

after reported losses of over US $100 million (Wild, 1998: 118-159). The 

authorities reacted to the confusion by granting autonomy to the Central Bank.31 

The Central Bank then used its new powers to impose restrictions on state banks, 

requiring them to lower their administrative and intermediation costs by 

                                                           
31  Central Bank ‘autonomy’ in the current neo-liberal parlance is a euphemism for 

independence from public scrutiny. ‘Autonomy’ was granted to the BCCR via Law 
No. 7558 (Ley Organica del Banco Central). 
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June 1998.32 The banks were also required to record profit rates similar to those in 

international markets. Despite these changes, the opening of the capital account 

has been slow and the informal market in US dollars continues to grow at a 

remarkable rate. Moreover, very little productive investment has entered the 

country while trade, commerce, and interest-bearing activities benefited from the 

partial opening of the capital accounts. Hard currency speculation is on the rise, 

fostered by the oligopoly in which foreign exchange is determined. Since 

deregulation commercial banks (private and state-owned) have established hard 

currency cartels that determine the exchange rate in favour of the banks’ own 

interests (Peralta and Alvarado, 1994: 9).  

The lack of productive investment is partly due to a high and escalating fiscal 

deficit, macro-economic instability, monetary policy performance, high interest 

rates, and the introduction of domestic price deregulation. The pro-deregulation 

lobby continues to argue that, once achieved, the full opening of the capital 

account is expected to further integrate the local financial market and increase 

capital inflows. In the meantime, Costa Rica attracts a large share of speculative 

investment that is eventually mirrored in the exchange rate. However, despite the 

setbacks it is clear that reformers have accomplished the most crucial step toward 

ending the Central Bank monopoly on currency exchange determination. 

4.6 Abolishing the state banks’ monopoly on deposits 

In regards to banking deregulation, perhaps the most significant shift in 

government policy was introduced in early 1992. At this time, private banks’ 

commercial operations were allowed to accept deposits of no less than 31 days. 

Later in the year, after strong opposition from PLN politicians, the ruling was 

broadened to cover all deposits. The following year in 1993 private financial 

                                                           
32  Part of the deal between the banks and the government included the reduction of operating 

and administrative costs as a proportion of the average between assets held (to a maximum 
of seven per cent), the level of indebtedness (five per cent indebtedness over 60 days) and 
intermediation margins in relation to the average productivity of assets held (a maximum of 
five per cent). 
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institutions were allowed to issue dollar denominated certificates of deposit (CDs) 

with variable interest rates.  

In 1995 this led to constitutional changes that allowed private banks to hold sight 

accounts and have access to the Central Bank’s rediscount facility and emergency 

loans, while non-banking financial institutions were permitted access to the latter 

only. After years of debate in the legislative assembly, reformers persuaded the 

government to end the state banks’ 50-year monopoly on sight deposits. The 

legislation was introduced in late 1995 and came into effect in September 1996. 

At that time all but two of Costa Rica’s 25 private banks had advanced plans to 

compete in the new market. By late September 1997, private sector banks 

captured five per cent of the market or C4.025 billion according to SUGEF figures 

(Superintendencia General de Entidades Financieras, 1998: 2). This amount had 

increased from C204 million in February 1997, while state bank deposits 

increased from C81 billion to C85 billion during the same period (Leiton, 1997: 

18-A). According to private bank sources, these institutions have the potential to 

dominate up to 50 per cent of banking deposits–just as they do now in the credit 

and international deposit markets (Leiton, 1997: 18-A). Despite the increases, 

bankers see the market for sight deposits as merely a resource to cover 

administrative expenses. In their view, small deposits are simply not profitable 

enough. This observation is reiterated by banking consultant Enrique Martin: 

Approximately 50 per cent of total clients—those who use the bank exclusively as a 

depository for their small savings—don’t fatten the bank’s bottom line… [and] only 

23 per cent of the average banks’ clients actually make money for the bank via loans 

and other services (quoted in Pratt, 2000: 1).  

Martin argues that financial intermediation and commissions or fees, on the other 

hand, are thought to be the most profitable activities. As an example, the nine 

largest banks listed in the following table cover at least 20 per cent of their 

administrative expenses with the combined income from intermediation and fees. 

State banks also tend to be more conservative than private banks in relying on 

service commission and fees. 
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Table 4.6: Income stream: Financial margins vs fees at a number of 
banks 

Financial institution Financial intermediation 
(percentage) 

Service commission or 
fees  

(percentage) 

Coverage of 
administrative expenses 

(percentage) 

San Jose 67 33 50 

Banex 68 32 65 

Interfin 40 60 82 

Cuscatlan 64 36 35 

BCT 80 20 46 

Bancomer 69 31 33 

Nacional* 71 29 32 

BCR* 83 17 27 

BCAC* 75 25 22 

*State owned banks. Source: Corrales (2000a: 20). 

Neo-liberal reformers perceived the abolition of the monopoly on deposits as 

beneficial in that it gave private banks more leeway in managing their income 

streams. However, as Chapter 5 shows, the private sector had circumvented the 

monopoly since the late 1980s by relying on offshore affiliates to hold deposits. 

As the next section will demonstrate, the monopoly was closely associated with 

and dependent on state control of credit. 

4.6 Ceasing state control of credit 

Credit allocation as a state mechanism that ensured the ‘commanding heights’ of 

the economy received substantial credit, became entrenched in the bureaucratic 

mindset soon after bank nationalisation in 1948. It also allowed the state to meet 

its social obligations by lending to autonomous institutions in charge of social 

services. In the period between 1956 and 1958, less than a decade after 

nationalisation, state banks allocated six per cent of total credit to the provision of 

social services and ten per cent to public housing (Brenes, 1990: 99, 125).  
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4.6.1 The early trajectory of credit control 

During this time, the Figueres administration sought to transform Costa Rica’s 

economic base from agriculture to industry. The agricultural sector then 

represented the commanding height of the economy, absorbing over 40 per cent of 

credit. To carry out his initiative, Figures directed resources to the energy and 

industry sectors considered crucial for the industrialisation drive. From the 1960s 

to the 1970s, these sectors grew to the extent that they provided a stable platform 

for diversification of the economy. The state subsequently placed more emphasis 

on providing credit for the service industry and trade, particularly tourism, but 

also for housing and construction (Brenes, 1990: 99). Graph 4.6 illustrates this 

trend by showing how credit allocated to one sector changed in proportion to 

others. 
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Graph 4.6
 Percentage of credit allocated to various sectors
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During the 1980s both industry and trade absorbed almost 40 per cent of the 

available credit, reflecting the needs of a growing export-oriented economy 

(Banco Central de Costa Rica, 2002a). In the early 1990s, with the abandonment 

of state control over credit allocation, industry made way for the non-productive 

sectors of the economy: trade, services and personal credit. These sectors 

consumed almost 60 per cent of total credit disbursed in 1999 in contrast to 38.9 

per cent in 1991 (Estado de la Nacion 2000: 155). The shift to non-productive 

activities in the latter half of the decade was due mainly to high interest rates 

applied to loans in productive sectors such as agriculture and industry. Interest 

rates of nearly 40 per cent are not affordable to the small and medium-sized 

borrowers who are ultimately forced to abandon agriculture as a way of making a 

living. The high price of credit attracts wealthy producers to the new capital-
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intensive but lucrative, non-traditional export crops. In 1999 agricultural 

production was 38 per cent higher than in 1991; and most of this growth was due 

to the exceptional expansion of the non-traditionals (Estado de la Nacion, 2000: 

148). Table 4.6 below shows the higher proportion of credit directed at the trade, 

services, and personal credit sectors. Unlike traditional agriculture which is 

supplied locally, the service sectors are highly import dependent and exacerbate 

the balance of payment and foreign debt situations. 

Table 4.6: Credit allocation according to percentage of credit disbursed 
to various economic sectors 1991-1999 

Year Agriculture, 
livestock, and 

fisheries 

Industry Housing and 
construction 

Trade, services, 
and personal credit 

1991 24.0 30.0 7.1 38.9 

1992 21.9 25.2 6.5 46.5 

1993 19.7 20.9 6.4 53.1 

1994 19.0 19.9 6.8 54.3 

1995 17.2 20.9 7.0 55.0 

1996 15.1 18.6 8.1 58.2 

1997 11.4 15.0 14.0 59.6 

1998 10.4 14.8 17.4 57.5 

1999 9.3 14.7 17.2 58.8 

Source: Estado de la Nacion (2000: 155). 

4.6.2 The increasing role of private sector banks in the provision of 
credit 

The deregulation of the credit market was accompanied by a number of changes in 

the banking sector. As noted earlier, the role of private entities within the banking 

sector is on the increase and is expressed in the amount of deposits that they 

capture and the amount of credit they provide. Graph 4.7 illustrates the increase in 

credit allocated by private entities. In 1984 private banks disbursed only 

11.8 per cent of available credit, but by 2000 this figure had grown to 

61.2 per cent. 

 



Re-deploying State Capacities 128 

Graph 4.7
 Percentage credit disbursed by private and state banking sectors 
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Source: Sojo (1992: 30); Banco Central de Costa Rica (2002b). 

The state allocated credit to sectors it perceived crucial to national development. 

However by the late 1970s with the emphasis on state-led industrialisation, the 

state itself was consuming a great deal of credit resources. This created an 

untenable situation when the price of Costa Rica’s commodities declined and 

international interest rates rose in 1981. After the sale of various state assets and 

the intervention of USAID and multilateral aid agencies, the role of state-owned 

banks in the provision of credit began to decline. Today, however, this decline 

does not mean that state-owned banks are neglected by the state. State-owned 

banks represent guaranteed stability to private banks’ customers who maintain 

deposits in state institutions but do their riskier banking activities at private 

institutions. When the state-owned BAC went bankrupt, for example, all of its 

customers’ accounts, regardless of size, were transferred to the state-owned Banco 

Nacional.  

State-owned banks have adopted a highly competitive stance in relation to the 

provision of a myriad of individual-oriented services. This is manifest in the rise 
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in personal credit from 12.9 per cent to 20.1 per cent of credit available in the 

period 1992 to 1996 (International Monetary Fund, 1998: 75). In purely 

commercial terms the sudden boost in personal credit follows the introduction of 

credit cards and the relaxation of personal finance acquisition requirements. In 

social terms, this shift reflects the needs of an increasingly wealthy social sector 

that dictates the kinds of services the market provides. The following table shows 

that services and consumption use as much as 39.4 per cent share of total credit 

while the combined figure for agriculture, industry, and commerce remains at a 

modest 35.8 per cent. Non-banking financial institutions, credit cooperatives, and 

special banks devote a very high proportion of their loan portfolio to 

consumption. 

Table 4.7: Percentage share of credit portfolio by lender type and total 
amount disbursed in US $ million during 2000 

Economic 
sector 

State 
banks 

Private 
banks 

Non-
banking 
financial 

institutions 

Credit 
coopera-

tives 

Special 
banks 

Friendly 
societies 

Total 
amount by 
economic 

sector 

Per cent-
age 

share of 
total 
credit 

Agriculture 12.0 5.0 2.0 8.0 1.7 0 259 7.2 

Industry 14.0 16.0 4.0 0.5 0.5 0 414 11.5 

Commerce 13.0 31.0 25.0 3.0 0.8 0 613 17.1 

Services 16.0 21.0 21.0 6.0 4.0 0 535 14.9 

Consumption 17.0 16.0 42.0 81.0 56.0 16.0 882 24.5 

Other sectors 28.0 11.0 6.0 1.5 37.0 84.0 890 24.8 

Total amount 1464 1273 55 131 467 201 3594 100 

Source: Corrales (2000a: 31). 

4.6.3 The changing social composition of credit acquisition 

It is difficult to ascertain the precise figures that the upper classes consume in 

credit. In its annual report, the nation’s ombudsman states that in 1997 ‘a total of 

79 persons and/or companies received loans worth more than US $1.1 million 

dollars’ from the three state banks ‘while 54,000 people...received loans of up to 

US $3,750 dollars’ (Sequeira, 1997: 2). Small-scale borrowers are moving to co-

operatives or to informal sources of credit including loan sharks, pawn houses, 
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and rich individuals. The disparities, as far as state banks are concerned, are 

evident in the following table.  

Table 4.8: Distribution of loans at state banks in 1996 

Amount 
category 

(in millions) 

Total amount 
disbursed 

(in millions) 

Number of 
loans 

Average 

Individual loans 

Proportion of total 
disbursed 

(percentage) 

Proportion of 
number of 

loans 

(percentage) 

0 – 5 39, 961.1 51, 408 777 43.7 95.8 

6 – 10 9, 186.9 1,303 7,051 10.1 2.4 

11 – 20 6, 910.7 504 13, 712 7.6 0.9 

21 – 50 8, 862.2 308 28, 773 9.7 0.6 

51 – 100 5, 401.8 85 63, 551 5.9 0.2 

< 101 21, 086.9 79 266, 923 23.1 0.1 

Total 91, 409.6 53, 687 1,703 100.0 100.0 

Source: Estado de la Nacion (1997: 99). 

Table 4.8 indicates that as the number of loans made decreases, the average 

amounts loaned to borrowers increases. This relationship illustrates how a small 

number of people obtain disproportionately large loans in relation to the total 

amount disbursed. Those who believe in market mechanisms would emphasise 

that substantial borrowers use this capital to create further economic activity and 

economies of scale, but market outcomes also have deleterious effects on those 

that do not have enough resources to fulfil the dominant credit acquisition 

requirements. This is especially the case with most of the working class and the 

peasantry. For example, the minimum income required to obtain a loan for 

agricultural purposes valued at three to four times the borrower’s yearly income 

rose from US $10,000 per annum in 1979 to US $35,000 per annum after 1984. In 

the 1990s, interest rates on loans sometimes differed by as much as 15 percentage 

points from rates on deposits, making access to credit increasingly difficult for 

peasants and those in depressed urban centres (Lara, 1995: 149). 
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4.6.4 The changing geography of credit acquisition  

The Banking Modernisation Act of 1989 removed the last NDP provisions for 

equal distribution of banking services between urban and rural areas. One of those 

provisions ensured the development of a truly widespread network of branches by 

requiring all banks to obtain Central Bank permission before opening and closing 

their branches. The immediate effect of the 1989 ruling was a decline in the 

proportion of branches in rural areas. Whereas in 1981 the number of state bank 

branches was 225, equally distributed throughout the country, by 1999 there were 

only 160 branches with 60 per cent located in urban areas. On a national scale 

there was one branch per 10,000 people in 1981 whereas by 1999 this figure had 

decreased to one in 21,250 people (Vedova, 1983: 24; Banco Central de Costa 

Rica, 2000). 

Those who require small agricultural loans are the most affected by this change. 

Agricultural loans are distributed unequally across the country, with a high 

concentration transacted in the central offices of the major banks. This reflects the 

needs of large, agri-food businesses that cater for export markets whose head 

offices are located in the capital San Jose. For example, in 1990 the largest state-

owned bank disbursed 2654 loans averaging US $45,000 each at its head office. 

The same year rural branches disbursed 35,891 loans averaging US $2,000 each 

(Brenes 1990: 146).  

The table below illustrates lending patterns at the regional level. Whereas the 

highly urban San Jose province with 36 per cent of the total population receives 

53 per cent of credit, the other mainly rural six provinces with 64 per cent of the 

population receive only 45 per cent of credit.  
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Table 4.9: Credit allocated at state banks according to population 
location in 1996 

Province Population Percentage of the 
population 

Total credit disbursed 

(in CR Colones) 

Percentage share of 

credit 

San Jose 1,220 412.0 36 48,757 550.0 53 

Alajuela 601 674.0 18 12,020 574.6 13 

Cartago 378 188.0 11 13,249 040.3 14 

Heredia 270 096.0 8 4,560 381.7 5 

Guanacaste 266 198.0 8 5,785 322.7 6 

Puntarenas 375 639.0 11 4,771 242.2 5 

Limon 255 248.0 8 2,242 578.3 2 

Total 3, 367 455.0 100 91,386 689.8 100 

Source: Estado de la Nacion (1997: 69). 

4.6 Development of local capital markets 

Parallel to the systematic deregulation of the financial and banking sectors, local 

finance capitalists, with the support of reformers, attempt to develop local capital 

markets. Strategies that improve the position of capital markets are best 

exemplified through a cursory look at the local stock exchange. The Bolsa 

Nacional de Valores (BNV) was established in 1975 and is the oldest in Central 

America. However, in terms of controlling interests, Costa Rica is a germanic 

country. That is, controlling interests are typically in the hands of large banks 

making it very difficult for firms to be bought or sold in the open market.  

Therefore, despite the relative early start the stock market remained fairly 

rudimentary until the early 1990s when the 13 governing articles in the Commerce 

Act were expanded to reflect growth in this area. Law 7201, for example, 

established the first capital markets regulatory agency (SUGEVAL),33 which 

under Central Bank jurisdiction is in charge of promoting, regulating, and 

                                                           
33  Ley Reguladora del Mercado de Valores-LRMV of 10 October 1990. The then Comision 

Nacional de Valores-CNV was later renamed the SUGEVAL-Superintendencia General de 
Valores. 
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controlling the Costa Rican securities market.34 SUGEVAL also enforces a ruling 

that requires shares offers to submit to risk classification criteria within a period of 

two years and stockbrokers to make public the structure of their active and passive 

portfolios every three months.35

Subsequent reforms include the ability of brokerage houses to do underwriting 

operations, a reduction of the costs of raising company capital (even though the 

principle of issuing stock took precedent over company capitalisation), 

improvement of the rights of small investors, and the introduction of stock 

compensation, liquidation, and custody standards. Following some of these 

changes the value of trade climbed steadily in the BNV from US $9 million in 

1989 to US $220 million in 1999. The number of companies trading also 

expanded from 24 in 1989 to 85 in 1999. Despite the increase, the latter figure 

only represents three percent of total companies in Costa Rica (Estado de la 

Nacion, 1999: 398). The BNV trades in 22 stocks and 69 different types of bonds 

and includes six investment funds. Market capitalisation as of 1999 was  

US $2,302 million–well below total bank credits estimated at over US $4,035 

million during the same year (The Economist, 1990: 146; Estado de la Nacion, 

1999: 398). This upward trend does not rely heavily on equity transactions and is 

still dependent on the trade of short-term public securities, such as government 

paper and short-term deposit facilities with the Central Bank. The trade results 

from the need to finance deficits with government and stabilisation bonds in the 

domestic and, more recently, international financial market. A recent IMF report 

states: ‘As of August 1997, the stock of government bonds was the equivalent of 

about 75 per cent of 6-month deposits in the financial system’ (International 

Monetary Fund, 1998: 36).  

Part of the reason for this over-reliance on government paper is due to high 

interest rates. After the deregulation of interest rates many companies found 

themselves operating under a high debt to capital ratio, which pushed several to 

                                                           
34  The market includes financial promoters, brokerage houses, issuers of tittle, 

brokers/dealers, stock exchanges, investment companies and publicly-listed companies. 
35  SUGEVAL ruling X. 
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bankruptcy, receivership, or to attempt recycling debt by converting local 

currency-denominated debt to dollar-denominated debt. This problem reflects 

poor fiscal management, the lack of incentives to recapitalise companies, and the 

ease with which these can opt for higher levels of indebtedness. Some observers 

argue that as long as interest rates remain high and the risk is low due to a large 

government presence, the reforms implemented so far will not encourage the 

development of a sound capital market. 

Despite the presence of a prudential body that oversees stock market operations, 

there is a tendency for companies to indulge in insider trading. At the same time 

the stock exchange watchdog, like that of the banking sector, has been accused of 

tardiness in releasing financial information of value to the majority of investors. 

Conclusion 

This chapter has demonstrated how the abolition of the state monopoly on FDI 

intermediation in the early 1980s bolstered the private banking sector. Private 

banking has continued to expand, but the results have been mixed. Reformers 

boast about the market availability of new financial services, the introduction of 

new technology and a customer service ethos, and increased financial supervision. 

Increased competition, however, has not reduced credit and financial service 

costs. Reformers contend that these are not market outcomes, but the result of 

government intervention and the incomplete nature of the reform process 

(Camacho, 1996: 30).  

The chapter also showed how financial reforms not only achieved an increased 

role for private banking, but also broke state monopolies on interest rate 

determination, foreign currency exchange and deposits from the public. 

Affordable access to credit is no longer universal. Provisions in the NDP–such as 

access to affordable credit for small-scale farmers (to promote self-sufficiency in 

basic grains) and special credit for industrial sectors that private banking finds too 

risky to invest in–have been seriously eroded. Increased competition provides 
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more product diversity but at a price, and the so-called efficiency dividends have 

not been passed on to customers. Credit, by moving from state to private sector 

control, has become a mechanism for distributing wealth upwards rather than 

downwards. The new changes to credit allocation also serve to legitimise the class 

differences that existed prior to financial deregulation. These differences sparked 

demands that are satisfied, both at the legal and financial levels, by the 

introduction of legislation legitimising new financial mechanisms in the market. 

In summary, the findings presented in this chapter demonstrate that the reformers’ 

objective of inducing growth through privately-run export-oriented schemes has 

been successful. A significant factor in the abolition of state monopolies is that it 

marks a substantial shift in the way that state capacities are deployed to meet 

certain national goals. State capacities shifted from supporting developmental 

projects that would, in theory, support all social classes to a completely different 

scenario where state support is directed primarily to providing a favourable 

environment for the private sector. The hope of reformers and state leaders during 

this time was that the private sector would lead the country out of recession. On 

this score alone then, it can be argued that this was an ideological victory for the 

reformers.  

 

 



 

CHAPTER 5 
FAILURES OF FINANCIAL SECTOR 
REFORMS 

In Chapter 4 I argued that the project of financial deregulation succeeds in 

implementing a number of specific objectives. In this chapter I take the position 

that despite these successes the broader aims of the project have not been achieved 

and that in fact, financial reforms have placed the banking system on a trajectory 

that reformers did not anticipate. Instead of strengthening the system, financial 

deregulation renders it more vulnerable to systemic risk and to economic 

dependence. These repercussions reach well beyond the banking system, with 

some of the reforms contributing directly or indirectly to social problems that 

reformers did not foresee, underestimated or simply neglected.  

In order to verify these claims the chapter divides into three sections, each 

containing different hypotheses. The first section examines banking vulnerability, 

and tests, through two relevant examples, the hypothesis that:  

• If heightened prudential controls are an effective substitute for direct state 

regulation then the number of financial crises will remain unchanged from 

the period preceding banking reform (H-5.1).  

The following section examines rising foreign debt figures, the effects of the 

recent large influx of US dollars into the Costa Rican economy, reliance on 

offshore banking and the growth of illicit activities such as money laundering. 

These factors are examined to test the following hypotheses:  

• If the implementation of export-led development strategy is intended to 

eliminate some of the problems inherent in the import substitution and state-

led development strategies then the post-reform economy would experience 

a marked reduction of those problems (H-5.2).  

136 
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• If the objective of foreign currency exchange deregulation were to 

strengthen the local currency then dependence on a strong foreign currency 

would not be necessary in the post-reform period (H-5.3).  

• If banking deregulation were intended to stop banking entities from 

circumventing state control then the existence of illicit and informal banking 

markets would decrease in the post-reform period (H-5.4). 

The last section analyses how deregulation of credit has directly and indirectly 

impacted on social conditions. This section will test the last hypothesis: 

• If the state used credit as a mechanism for increased participation of 

marginalised social groups within Costa Rican society then the abandonment 

of credit allocation will impact negatively on these groups as illustrated by 

different social indicators (H-5.5).  

5.1 Increasing vulnerability of the banking system 

Within the orthodox literature on deregulation there are a number of explanations 

of banking sector vulnerability and financial crises in recent times. These are 

classified either as macro-economic or micro-economic causes depending on 

whether the problems lie within the institutions themselves or the economic 

system in which they operate. The two explanations are intended to provide a 

basic understanding of the problems associated with deregulation of financial 

systems and are followed by an examination of those events that have tested the 

capacity of the existing legal, administrative and prudential controls to avoid 

financial crises.  

5.1.1 Causes of financial crises 

As shown in Chapter 2, the deregulation projects launched in many developing 

countries during the 1980s and 1990s have created financial environments that are 
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highly dependent on larger, more developed financial markets. This dependency 

means that banking systems in ‘emerging’ economies are vulnerable to financial 

speculation and macro-economic instability. It is not surprising then, that financial 

and banking crises are more common, that confidence has been eroded, and that 

solutions usually involve lengthy structural adjustment programs (SAPs) and 

rescue packages. In many cases, financial deregulation has not been accompanied 

by the development of effective regulatory, supervisory and institutional 

frameworks that restrict managerial malpractice and speculative bubbles. 

Moreover, the newly deregulated environment sometimes aggravates the micro- 

and macro-economic causes of a banking crisis. 

Table 5.1: Macro-economic and micro-economic causes of banking 
crisis 

Macro-economic 
causes 

Economic shocks, a decline in the quality of banking assets, economic 
instability, banking deposit volatility and financial vulnerability. 

Micro-economic causes Managerial malpractice, inadequate supervisory and regulatory frameworks. 

Adapted from Duran and Mayorga (1998: 8-20). 

Economic shocks, such as the presence of an overvalued exchange rate, a fall in 

the terms of trade, the sudden onset of recession or high real domestic interest 

rates, can all negatively impact on the profitability of companies with bank debts. 

This affects the quality of banking assets and in turn diminishes a bank’s loan 

portfolio (Duran and Mayorga, 1998: 6). Similarly, macro-economic instability 

due to high inflation or fiscal deficits can shrink the demand for deposits and 

affect the ability of a bank to procure funds for its operations. The financial 

system also becomes more vulnerable when there is an explosion of credit 

offering associated with speculative bubbles. In instances like these, banks follow 

strong pressures to overvalue assets (whether they are real estate, ‘dot com’ firms 

or financial instruments like shares and derivatives), but are placed at risk when 

market bubbles burst (Goldstein and Turner, 1996; Hausmann, 1996).  

Micro-economic causes such as managerial malpractice and weak regulatory and 

supervisory frameworks can cause the collapse of individual financial entities. 

Whereas paradoxically, even though managers might take excessive risks, 
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regardless of the regulatory environment in which they operate, the magnitude of 

those risks can be greatly diminished by a strong regulatory framework. 

Deregulated environments may promote opportunistic behaviour such as 

concentrating credit portfolios, generous loans to related firms, and a lack of 

synchronisation between asset and liability operations. In short, the desire or 

necessity to remain competitive can lead to a loss of risk control 

(Hausmann, 1996). 

The severity of a financial crisis depends on the response time of the relevant 

authorities and the existing safeguards against collapse. The latter requires clear 

guidelines for authorities to follow in the event of a crisis, and the former requires 

institutions or plans such as deposit insurance schemes to be in place well in 

advance of any crisis. Although these factors cannot prevent a crisis, their absence 

can prolong its effects as the two case studies below show. An evaluation of 

existing safeguards in the Costa Rican system will be made in the following 

chapter. 

5.1.2 Financial collapse: two case studies 

In recent times, Costa Rica has not experienced a major banking crisis. However, 

since the introduction of financial reforms, two unprecedented events in the 

financial history of the country have alerted observers to the dangers of 

deregulation and the limitations of prudential controls. These are the collapse of a 

large number of private financial intermediaries in the period 1987-1989, and the 

bankruptcy of Costa Rica’s oldest bank, the state-owned BAC in 1994.  

Case study 1: The collapse of non-registered NBFIs 

From 1985 to 1987 the number of non-banking financial institutions (NBFIs) 

registered with the Auditor-General of Financial Entities (AGEB) grew from 36 

to 66. This growth was accompanied by the rapid climb in the number of non-

registered NBFIs. Non-registered NBFIs operated as legal businesses, but because 
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of loopholes in the 1985 banking reforms they remained outside the jurisdiction of 

AGEB and made no reference to its prudential controls. The legal loopholes allow 

them to obtain and manage funds from the public and then engage in aggressive 

selling campaigns promising interest rates that doubled the prevailing market rate. 

The estimated number of entities jumped from 50 in 1984 to 200 in 1987. During 

this period, as a group, the non-registered NBFIs handled a combined total of 

C6 billion, equivalent to three times the amount of funds controlled by the 

regulated NBFIs during the same period (La Nacion, June 22, 1991: 10A).  

At the beginning of 1987, the newly elected Arias administration adopted 

austerity measures aimed at reducing the previous administration’s fiscal deficits 

and restricting the money supply. Interest rates for deposits of 180 days or less 

were increased, government spending was reduced, and reserve requirements 

increased from 10 per cent to 50 per cent (Redondo, 1997: 114; Espinoza, 

2000: 4). The money supply decreased from 7.0 per cent of GDP in 1986 to 

6.8 per cent of GDP in 1987 and the Colon devaluation rate increased sharply 

from 9.4 per cent in 1986 to 16.7 per cent the following year (Consejo Monetario 

Centroamericano, 1988: 45; Rennhack, 2001: 11). At this point many of the non-

registered NBFIs could not keep their promises and went bankrupt. As the number 

of companies plunged, panic also gripped registered NBFIs’ customers who began 

to withdraw their deposits. Between 1987 and 1989 a total of 19 NBFIs went 

bankrupt, affecting more than 16,000 people, including 3,500 small investors 

(La Nacion, June 22, 1991: 10A). 

Case study 2: The collapse of BAC 

The Banco Anglo Costarricense (BAC) was established in the middle of the 

18 th century to facilitate British investment in Costa Rica. The bank continued to 

expand and was nationalised in 1948 when it became one of the pillars of the 

national banking system (Sistema Bancario Nacional–SBN). The bank’s fortunes 

faltered temporarily in the late 1980s but a new CEO reversed that situation (at 

least cosmetically) and its assets began to grow at the same rate as those of private 

banks, with profits rising considerably at the beginning of 1991. BAC projected a 
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corporate image that was modern, aggressive and secure, with a credit portfolio 

that surpassed those of other state as well as private banks. As shown in Table 5.2, 

from 1991 deposits rose rapidly, and by the end of 1993 the BAC had captured 

16 per cent of total private and state bank deposits. The bank expanded by taking 

part in BICSA, the state-owned banks’ offshore entity, establishing a number of 

banking subsidiaries in Panama, and buying highly profitable but risky financial 

instruments in the Latin American debt market (Wild, 1998: 118-122). The bank’s 

annual net lending growth figure rose from -1.4 per cent in 1990 to a staggering 

122.7 per cent in 1992. This figure then declined to 84 per cent in 1993, still well 

above the private banks’ equivalent figure of 47.1 per cent (Redondo, 1997: 122). 

BAC’s rapid and impressive growth came to an abrupt end in June 1994 when the 

bank went into receivership. The news shocked government officials, investors 

and customers alike, partly because no other state-owned banking institution had 

been subject to intervention since nationalisation. Unsure as to how the 

government would respond, the public panicked. Despite Central Bank 

announcements that BAC’s clients were covered by government guarantees, more 

than a third of all deposits at the BAC were withdrawn in the weeks following 

receivership (Hernandez and Masis, 1998: 326).  

Table 5.2: Annual net lending growth and share of deposits in the SBN* 
BAC State banks  

(including BAC) 
Private banks Year 

Annual 
growth 

Percentage 
of deposits  

Annual 
growth 

Percentage 
of deposits  

Annual 
growth 

Percentage 
of deposits  

Annual 
Growth SBN 

1989 n.a. 10.3 n.a. 71.1 n.a. 28.9 n.a. 

1990 -1.4 8.4 15.1 67.4 36.7 32.6 21.3 

1991 12.5 8.9 8.3 68.7 2.0 31.3 6.2 

1992 122.7 12.2 55.5 65.9 76.7 34.1 62.1 

1993 84.0 16.0 35.9 64.1 47.1 35.9 39.7 

Source: SUGEF (1995). 
* The SBN includes all banks, banking cooperatives, non-banking financial institutions and 
mutual entities. 

In September, after AGEB’s successor, the Superintendency of Financial Entities 

(SUGEF) discovered a number of irregularities, the BAC was declared bankrupt, 

and the government announced that both clients and workers of the bank would be 
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transferred to other state-owned banking institutions (Hernandez and Masis, 1998: 

432-437). Some of the irregularities that helped bankrupt the BAC included:  

• the acquisition of companies with the sole aim of participating in 

questionable financial activities, both in accounting and legal terms; 

• entering into risky ventures such as the purchase of Venezuelan and Costa 

Rican debt bonds; 

• refusal to follow the government finance watchdog supervisory guidelines; 

• dubious accounting practices such as aggregating profit figures from 

subsidiaries into the bank’s financial reports;  

• expanding its credit portfolio when 15 per cent of it was in arrears; and  

• concealing losses equivalent to over four times its capital (Wild, 1998:  

118-140).  

By the end of 1994, BAC’s losses amounted to more than C24 billion (US $100 

million) or 1.85 per cent of that year’s GDP, while Central Bank’s loans to BAC 

to cover withdrawals reached C42.4 billion, equivalent to 3.5 per cent of the same 

year’s GDP (Wild, 1998: 189). Fears that increased liquidity would result in a 

leap in inflation led to an increase in the Central Bank’s minimum deposit 

requirement. Despite this and other corrective actions, liquidity increased by 

31 per cent and quasi-money increased by 23 per cent in 1994, compared to 

8 per cent and 20 per cent respectively for the previous year (Redondo, 

1997: 131). The amounts of money circulating encouraged a strong upward 

inflationary trend. As the chart below shows, inflation increased from 9 per cent 

in 1993 to 19 per cent in 1994 and 23 per cent in 1995 (Rennhack et al., 2001). 
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Graph 5.1 
Costa Rica: Rate of inflation

 1960-2000

0

10

20

30

40

50

60

70

80

90

100

19
60

19
62

19
64

19
66

19
68

19
70

19
72

19
74

19
76

19
78

19
80

19
82

19
84

19
86

19
88

19
90

19
92

19
94

19
96

19
98

20
00

Pe
rc

en
ta

ge

Source: Prepared by the author from figures in Estado de la Nacion (1995: 116); 
Rennhack et al., (2001). 

The two events outlined above are in direct contrast to the relative strength of the 

banking sector before the banking reforms were introduced in the 1980s. From 

1950 to 1980 no major state-owned financial entity went bankrupt. Furthermore, 

Redondo (1997) argues that, since the reforms, the financial system has not 

experienced a situation like Mexico’s flight of capital crisis in 1994-1995 because 

direct intervention by state institutions in the financial sector is still palpable in 

many forms such as: 

• in the operation of legal and administrative rules that place restrictions on 

the procedures of financial intermediaries;  

• in the deposit guarantee that applies to state banks; 

• the rapid response by the relevant authorities once a problem is identified 

(Redondo, 1997: 104).  

Redondo adds that the non-registered NBFI crisis in the late 1980s did not have 

major repercussions because they were small and their effects localised. The same 

cannot be said about the early 1990s and beyond because by any measure, as 
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shown in Chapter 4, private financial institutions are no longer considered 

insignificant.  

In summary Redondo’s observations point to specific legal and administrative 

state interventions on the banking sector it can be argued, averted a full-blown 

financial crisis. This assessment and the examples given above on financial crises 

do not support hypothesis H-5.1 that prudential controls are as effective as direct 

state regulation. On the contrary, recent experience shows that prudential controls 

are a very poor substitute for direct state intervention. However, as will be shown 

below, the capacity of the state to intervene (limited and indirect as it is) is 

constantly questioned by neo-liberal reformers. Despite making the banking 

system more vulnerable to systemic risk, reformers insist that direct regulation of 

the banking and other sectors should be ‘simplified’ or eliminated. This belief is 

reflected in calls to abandon any form of state intervention and adherence to self-

regulation. Failing that reformers support moves by the private sector that 

facilitate operating in financial jurisdictions such as tax havens where regulation 

is very relaxed. 

5.2 Increasing growth at the expense of continued 
dependence on foreign and illicit markets 

The following section will examine a number of consequences of the deregulation 

of the banking system and the economy as a whole. These are the inability to 

grow without an exponential increment in foreign sources of funds, the increasing 

reliance on foreign currency and offshore banking and the pervasiveness of the 

informal and illicit sector in the economy. I classify these as non-intended 

consequences because reformers did not foresee them or were blind to their social, 

political and economic significance before and throughout the reform period of 

1982-2000.  
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5.2.1 Increasing growth accompanied by increasing debt 

Neo-liberal observers in Costa Rica argue that the policies of privatisation, 

financial deregulation and deregulation of the economy spurred the growth 

experienced after the economic crisis of the early 1980s (Martinez, 1995: 30-31). 

They also argue that the reforms were effective in eliminating some of the 

problems associated with the old export substitution and state-led growth models 

such as high fiscal deficits, erratic growth and export rates and high levels of 

foreign debt (Carmona, 1995: 63-64). As evidence, they cite a rise in average real 

GDP growth rates of 2.1 per cent in the 1980s, to 4.2 per cent in the 1990s (see 

Graph 5.2) (Rennhack et al., 2001: 11). Costa Rican exports increased from 

US $1172 million in 1983 to US $2664 million in 1999 (see Graph 5.4) (Korten, 

1997: 98), and direct foreign investment more than doubled from US $226.0 

million in 1992 to US $584.8 million in 1999 (Estado de la Nacion, 2000: 175).  

Neo-liberal thinkers also highlight these increases as evidence of the benefits of a 

more export-led, free market model. In the textile industry, for example, reformers 

suggest the creation of 19,250 jobs between 1986 and the first quarter of 1990, 

bringing the total to 61,000, indicates the success of export-led development 

strategies (Honey, 1994: 127). In the financial sector, more competition is often 

linked to increased efficiency and so the expansion of financial intermediaries 

from 12 entities (bank and non-bank) in 1985 to 68. 
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Graph 5.2
 Real GDP growth rate, 1990-2000

Source: Rennhack et al., (2001: 11). 

In 2000 is regarded as proof that deregulation benefits the public as a whole 

(Corrales, 2000a: 9). But the problems that neo-liberal policies set out to rectify 

remain. As evident in Graph 5.2, the 4.2 per cent average growth rate cited earlier 

was achieved in a period characterised by sharp boom and bust cycles lasting 

approximately four years. The boom and bust cycle roughly coincide with the 

office terms of the Monge (1982-1986), Arias (1986-1990), Calderon (1990-

1994), Figueres (1994-1998) and Rodriguez (1998-2002) administrations. It is 

customary for Costa Rican administrations to invest heavily in the first years of 

their electoral terms (which last five years). This practice has not changed with the 

introduction of neo-liberal policies. What has changed is the magnitude of the 

public expenditure (Pacheco, 2001: 19-20). As shown in Graph 5.3 below, fiscal 

deficits in the 1990s are higher than in the 1980s.  
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Fiscal deficit (percentage of GDP), 1983-1999

Source: Banco Central de Costa Rica (2000), International Monetary Fund (1999: 17), 
Consejo Monetario Centroamericano (1988: 44; 1992: 97; 1995b: 128). 

The recent fiscal deficits are the result of businesses taking advantage of state-

sponsored infrastructure and trade support programs. The resulting high economic 

growth then cannot be ascribed to market outcomes but to specific Costa Rican 

government policies and US aid aimed at protecting the private sector from 

international economic and political instability. As Edelman maintains:  

The traditional neo-liberal tools–lowered tariffs on imports, interest rate 

liberalization, privatization and cuts in public spending–have been less important in 

bringing stability and fueling the export boom than a variety of non-market factors: 

the massive U.S. aid in the 1980s, the result of Costa Rica’s strategic geopolitical 

position between Nicaragua and Panama; the new exporters profiting from CATs 

subsidies, a program established under Figueres in the unabashedly statist 1970s; the 

expansion of U.S. quotas for key products under the Caribbean Basin Initiative;… 

and the decision of many foreign investors to locate in Costa Rica because of its 

well developed infrastructure and its highly educated, healthy labour force, both 

legacies of the social democratic model, not of neoliberalism (1999: 83-4). 
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Despite their differences regarding the causes of growth, most observers agree 

that since 1985 growth rates have increased dramatically. This is best illustrated 

by rising export figures such as the ones in the graph following. 

Graph 5.4 
Imports and exports, 1970-2000 
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However, this kind of growth is dependent on international market conditions. For 

example the type of economic structure created after deregulation is more reliant 

on foreign inputs, not just for exporting purposes, but also for domestic 

consumption. As the ombudsman’s office (Defensoria de los Habitantes) reported 

in 1999: 

Costa Rica has a productive base that is dependant on primary products and capital 

goods. In effect close to 55% of total imports are primary products and almost 18% 

are capital goods which means that these two rubrics alone account for almost three 

quarters of total imports. Thus, a rise in production will automatically increase the 

level of that type of imports (Estado de la Nacion, 2000: 171).  
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Increased growth, then, has been accomplished at the cost of increased 

dependence on economic conditions largely beyond the control of Costa Ricans. 

At the macro-economic level this is reflected in the changing patterns of national 

indebtedness. While public sector long-term debt continued to make up most of 

the foreign debt in the period 1970-2000, the late 1980 and 1990s showed an 

increase in short-term and private sector debt. As will be explained below, the 

high public sector indebtedness is largely the result of the cost of subsidising the 

private sector. Graph 5.5 shows overall debt in the late 1970s rising and then 

declining slightly as a result of improved commodity prices and international 

lenders condoning US $1 billion of the debt in l989 (Korten, 1997: 101). The debt 

was condoned again by the same amount in mid-1996 but the overall trend shows 

that by the early 1990s the debt was equivalent to that seen in the worst years of 

the early 1980s balance of payment crisis (Estado de la Nacion, 2000: 397). 

Graph 5.5
Costa Rica: foreign debt, 1970-2000
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At the micro-economic level, dependence is expressed in the highly skewed 

ownership patterns that emerged after the introduction of capital-intensive, state-

subsidised sectors such as the Non-Traditional Agricultural Exports (NTAEs). For 

example, a 1988 Banco Nacional (BN) report found foreign companies operating 

in the NTAE sector owned 40 per cent of the land planted with macadamia trees 

and in the citrus industry they owned 80 per cent of land. The report also found 

that over 80 per cent of the land devoted to ornamental ferns and 52 per cent of 

land for the flower industry was owned by foreign firms (Murillo, 1988: 2). The 

high levels of foreign ownership point to a return to the ownership patterns of 

banana plantations for most of the twentieth century (Fonseca, 1996: 216).  

Ironically the economy’s dependence on foreign companies for the development 

of export agriculture is subject to state subsidies. These subsidies (such as the 

CATs) benefit foreign agri-food companies in the NTAE sector and at the same 

time displace small-scale farmers. According to Conroy, small-scale farmers have 

not benefited from the growth experienced in the NTAE sector because they lack 

the expertise required to grow many of these new crops and cannot meet the 

quantity and quality expectations of the brokerage houses that buy these goods. 

Moreover, small-scale farmers cannot afford the expensive fertilisers and 

pesticides many NTAEs require and the high establishment costs associated with 

most NTAEs (Conroy, 1996: 35-48). The situation for large-scale agricultural 

producers (and those associated with packing and distribution) is entirely 

different. As Conroy states: 

The structure and organization of the nontraditional commodity system in Central 

America favors brokers, shippers, transnationals, and larger national packing 

operations, while hurting small farmers. The logic of flexible accumulation in the 

global marketplace pits producers in one country against producers in many others, 

and means that transnationals firms have no commitment to a given place, pulling up 

an moving out when crises appear, leaving devastation in their wake (1996: 109). 

Before credit allocation was abolished small-scale producers were more likely to 
remain producing for the local market by accessing state funds. The state is 
simply not interested in continuing to subsidise this economic sector with state 
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credit. This is in keeping with the downward trend in agricultural credit: between 
1983 and 1986, credit for agriculture fell from 33.4 per cent to 24.3 per cent of 
total credit dispersed (Altenburg et al., 1990: 108). The decline was due to the 
relative decrease in agricultural production in relation to other sectors of the 
economy but other factors contributed as well. One such factor is the transfer of 
funds from the agricultural sector to the industrial sector for companies that were 
traditionally involved in agriculture but switched to industrial processing of 
agricultural products (Altenburg et al., 1990: 125). Another important factor in the 
reduction of agricultural loans is the cutback of credit programs directed 
specifically for small-scale farmers.  

The apparel industry is also dominated by foreign capital, most of which locates 
in FTZs where it takes advantage of state subsidies, a cheap, well-educated labour 
force, and favourable tax regimes. At the end of the 1980s the number of 
companies operating under drawback incentive provisions (maquilas) reached 
100, and of those, 30 operated in Costa Rica’s five FTZs (Barry, 1989: 39).36 
Their share of export production in relation to GDP has steadily increased since 
the early 1990s and surpassed non-maquila exports in 1999 as the graph below 
shows. 
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36  According to Barry, drawback operations are permitted under the US 807 Temporary 

Admissions Program. This commercial provision allows US companies to import 
assembled goods (such as jeans and other clothing whose pieces are sewn together by 
foreign labour) duty free into the US (Barry, 1989: 39).  
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In this respect, the new structure behaves like a country-wide Export Processing 

Zone (EPZ). And like EPZs in other parts of the world, the returns to other sectors 

of the economy are very low, apart from employment and the wages that workers 

in these zones receive (Beneria, 1989: 182). 

The highly skewed ownership patterns of capital-intensive sectors such as agri-

foods and textiles, the inability to break away from debt dependency and to create 

a current account surplus and the continued high fiscal deficits does not support 

hypothesis H-5.2. Clearly the implementation of an export-led development 

strategy has not eliminated some of the problems inherent in the import 

substitution and state-led development strategies. The evidence presented above 

shows that the post-reform economy continues to suffer the same problems as the 

pre-reform economy. Along the lines of continued dependence on foreign markets 

the next sub-section examines the situation of the local currency in relation to the 

US dollar. 

5.2.2 Dollarisation: the end of Central Bank monetary policy 

This section will test hypothesis H-5.3: that ‘if the objective of foreign currency 

exchange deregulation were to strengthen the local currency then dependence on a 

strong foreign currency would not be necessary in the post-reform period’.  

An unexpected effect of the successful deregulation of currency exchange 

determination is that the influx of large amounts of US dollars into the Costa 

Rican economy has increased (Noguera, 2001b: 20). This phenomenon would not 

be a problem if the local currency remained as strong as reformers anticipated. For 

proponents of dollarisation such as Gerardo Corrales, Vice-President of the Costa 

Rican Banking Association (or ABC, acronym for Asociacion Bancaria 

Costarricense), the solution is to view the influx as a resource that needs to be 

legitimised (Corrales, 2000b: 26). Corrales’ own approach is to maintain parity 

with the US dollar, which will effectively end Central Bank control of monetary 

policy. Corrales uses Panama as a successful example of dollarisation in Latin 
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America (Quesada, 2001b: 24). Garcia, an influential economist in favour of 

dollarisation, claims that the public is losing confidence in the national currency 

as a result of increasing depreciation. In his view, the public is substituting 

Colones for safe stores of value, such as gold or strong foreign currencies like the 

US dollar (Garcia, 1991: 209-12).  

As calls for dollarisation increase so do the arguments against dollarisation in the 

Costa Rican finance literature. Sceptics such as Mendez et al., (2000) and 

Sanchez (2002: 14) point to the fact that a country like Panama uses the US dollar 

as its currency because the nation’s domestic production corresponds to a very 

small fraction of the GDP. The Panama Canal’s economic contribution alone 

represents more than 60 per cent of GDP, to which figures from financial and 

commercial capital domiciled in Panama but originating elsewhere must be added. 

What remains is a small proportion of local trade and production that is not 

ignificant enough to determine the value of Panama’s symbolic currency, the 

Balboa (Lobato, 1995). The anti-dollarisation lobby disputes the loss-of-

confidence claim by arguing that when accompanied by tight monetary policy, an 

oversupply of US dollars in the local economy can overvalue the local currency. 

One such case occurred in the early 1970s when almost 50 per cent of developing 

countries tied their currencies to the US dollar. However, in 1975, higher US 

interest rates encouraged a process of de-dollarisation and by 1985 less than half 

of those countries continued to peg their currency to the US dollar (Lobato, 1995).  

The evidence supporting these arguments varies, but a detailed investigation of 

the literature shows that a number of factors need to be taken into account in 

determining if dollarisation is to be achieved in the future. As will be shown 

below, some of these factors include Central Bank autonomy and the amount of 

dollars in the economy both in cash and as deposits. 
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5.2.2.1 Central Bank autonomy 

Moves to grant more autonomy to the Central Bank have attracted a great deal of 

criticism from the public. The local press reports that Central Bank autonomy 

achieves nothing but more dependence on the state’s creditors ie. large 

multinational banks and multilateral lending agencies. This is because autonomy 

insulates the Central Bank from local political representation by removing the 

finance minister from the bank’s board of directors (The Tico Times on Line, 

March 23, 2001: 1). Other commentators have focused on the ‘loss of 

sovereignty’ associated with the potential phasing out of the Colon and the 

introduction of the US dollar as national currency (La Prensa Libre, October 11, 

1995: 37). The strongest criticism however comes from the anti-dollarisation 

lobby which argues that inherent in the reformer’s desire for Central Bank 

autonomy is the end of monetary policy (Vargas, 1993: 363). Abolishing this most 

important of Central Bank functions will leave the country’s banking system at 

the mercy of the US treasury and the vagaries of the US dollar. If the shock 

absorbing properties of the Central Bank disappear and liquidity is non-existent 

then the financial system is more likely to experience panic runs and be more 

susceptible to bankruptcy. The US dollar-Argentine Peso conversion crisis of 

2001 is their primary example of why monetary policy should remain under the 

control of the elected government of the country and be answerable to its demands 

(Business Costa Rica, April 2002: 26-27).  

5.2.2.2 Central Bank regulations 

At present the Central Bank obliges companies to deposit funds from export 

earnings into the MONED (Mercado Organisado de Negociacion Electronica de 

Divisas) electronic currency exchange within 90 days of entering the country. Any 

increases in the level of exports will, according to Central Bank figures obtained 

through MONED, increase the level of dollars in the economy. As such the 

MONED acts as an indicator of the amount of dollars in the economy. This 

function allows the Central Bank a certain amount of control over the effect US 
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dollars have on the Costa Rican economy. Dollarisation would make MONED’s 

role redundant in the eyes of the Central Bank (Dumon, 1997: 5).  

5.2.2.3 Amount of US dollars in the economy 

Despite increases in exports in the last 20 years, a substantial proportion of Costa 

Rica’s GDP still comprises the national product. Some factors that might offset 

this situation are the increasing amount of family remittances from abroad and 

income derived from drugs and other illicit activities. Both of these factors are 

intertwined with the growth of criminal and informal activities as strategies for 

accommodating to an increasingly export-oriented economy. As will be shown 

below the boundaries between legal and illegal business practices become blurred 

as state regulation is abolished. Similarly the boundaries between the formal and 

informal markets are not clear for citizens inserting themselves in the international 

economy (Perez, 1996: 16-24).  

Family remittances  

In 1991the Central Bank estimated that remittances of US dollars from Costa 

Ricans living abroad reached approximately US $500 million in 1992 (Vargas, 

1995: 22). This figure represented 14 per cent of that year’s GDP, enough to 

contribute to the high level of dollars in the economy (Dumon, 1997: 6).37 These 

dollars usually find their way into the banks, which are currently allowed to 

provide dollar-denominated deposits, or into informal markets. According to some 

estimates, at times these markets supply up to 30 per cent of total foreign 

exchange demand (Euromoney Supplements, 1 March, 1990: 4). The unaccounted 

currency expands the country’s monetary base because those who receive 

US dollars do not surrender them to the monetary authority. Furthermore, strong 

foreign currencies do not necessarily enter any productive activity in the local 

economy. As in many other developing nations, US dollars in Costa Rica are seen 

                                                           
37 In contrast Salvadorean families’ remittances in 1991 amounted to US $1 billion when 

El Salvador’s GDP reached US $7.5 billion (Dumon, 1997: 6).  
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as a form of insurance against local currency depreciation, or as secure savings 

(Garcia, 1991: 307).  

Dollars from illicit activities  

Costa Rica is a major stopover on the drug trafficking routes from Colombia, Peru 

and Bolivia to North America and Europe, and the amount of US dollars derived 

from illicit activities is considerable. Perhaps not as large as Panama’s, but 

increasingly growing in value, Costa Rica’s trade in narcotics is usually carried 

out in US dollars, or ‘narco-dollars’ as they are commonly referred to. The 

channels of entry are varied: the underground market, offshore banking facilities, 

clandestine air-strips and ports, import/export businesses, and more recently, 

tourism and cyber-casino industries (Segnini, 1997: 2-6). Despite the low interest 

rates paid on dollar-denominated savings accounts, narco-dollars find their way 

into the banking system soon after entering Costa Rican territory.38 The 

government, however, plans to liberalise interest rates on dollar-denominated 

accounts and to eliminate the one to two per cent Central Bank commission for 

dollar-denominated deposits (Economist Intelligence Unit, 26 January, 1996: 1). 

Like the case of banking deregulation in Bolivia, this move is likely to make the 

entry of narco-dollars into the financial system a profitable venture for those who 

are in the business of laundering money (Chossudovsky, 1998: 219). Not only is 

money laundering greatly facilitated by liberalised banking conditions, but also 

the increasing presence of narco-dollars in Costa Rica reinforces moves to 

dollarise the economy. The issue of money laundering will be examined at length 

later in this chapter. 

5.2.2.4 Proposals to compete with Panama’s Colon free trade zone (FTZ)  

Many jurisdictions in Central America, including Costa Rica, will take advantage 

of the fact that the Canal reverts back to Panamanian control in 2005, ending 

100 years of US administration of the project. Plans have been put forward to 
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establish other routes that will compete with the current monopoly.39 In Costa 

Rica, there are genuine proposals for a railway corridor to transport goods 

between the Atlantic and Pacific coasts (Fabey, 1998:2). The precursor of this 

enormous infrastructural project is the Arias administration’s proposal to establish 

a trade zone to compete with the Colon FTZ in Panama (Latin America Weekly 

Report, 1 December 1988: 12). The railway corridor project will operate in 

conjunction with another ambitious project: the creation of a financial centre that 

will also presumably compete with Panama’s declining offshore banking sector. 

In the period 1995 to 2001, the total assets of international banks domiciled in 

Panama fell from a high of US $6.7 billion to a record low of US $4.3 billion, 

well below the 1990 level of US $5.3 billion (Bermudez, 2001: 33). Despite 

presidential support behind these plans there does not seem to be any sign that a 

railway corridor will go ahead.   

5.2.2.5 High dollar-denominated deposits 

Currently the value of dollar-denominated deposits is high. At the beginning of 

February 1996, US dollar deposits from the public were estimated to be close to 

US $1 billion, a figure that amounts to 117 per cent of the nation’s monetary base 

and 82.4 per cent of quasi-money (Dumon, 1997: 6). By 2000, some private banks 

held dollar accounts that far surpassed the value of their Colon accounts (Corrales, 

2000a: 30). Graph 5.7 depicts this situation at a number of private banks.  

                                                                                                                                                               
38  In late 1995 the interest payable was 20 per cent on balances over US $5000 while Colon 

accounts were paid between eight and ten per cent (Retail Banker International, 
September 9, 1996: 7). 

39  These two ideas are the latest in a succession of proposals to place Costa Rica in direct 
competition with Panama. The most controversial was Robert Vesco’s 1972 proposal to 
build an oil pipeline between the Pacific and Atlantic coasts. The project was, like Arias’ 
1990s version, linked to the establishment of an ‘international financial center’ and received 
backing from the then president Jose Figueres. The support was the result of Vesco’s close 
association with the president who asked him, just a month before the proposal was tabled 
in the Legislative Assembly, for a US $2.5 million loan. Because of Vesco’s tarnished 
international credentials and fears that an offshore centre would undermine the nation’s 
sovereignty, nationalists rejected the idea but allowed Vesco to stay in the country until he 
was ‘invited to leave’ in 1978 by president Carazo (Sunol, 1978: 11; Melendez, 1997: 8).    
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Lending in US dollars is so high that a recent IMF report ‘viewed the rapid 

growth in U.S. dollar lending as a potential risk that needed close monitoring’, 

and joined forces with the local authorities to discourage this trend. The report 

details the strategy: 

Thus in January and May 2001, the reserve requirement on local currency deposits 

was lowered in steps to 9 per cent and a further reduction to 5 per cent by mid-2002 

is planned. Other possible actions might include equalizing the tax treatment on 

deposits regardless of currency or increasing provisioning or capital requirements on 

these types of loans (International Monetary Fund, 2002: 11). 

Even though the banking lobby supports lowering reserve requirements (as it 

always does), it is highly unlikely that it will welcome a tax that equalises 

deposits (El Financiero, January 8-14, 2001: 4). The evidence presented by 

Sanchez (2002), Mendez et al., (2000) and Espinoza (2000) demonstrates that 

despite the large presence of US currency, the country is not yet ready to move to 

full dollarisation of the economy. For them the mere presence of US dollars in the 
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economy does not necessarily mean that dollarisation should take place. Espinoza 

and Mendez et al. argue that dollarisation is not a substitute for reforms aimed at 

improving monetary policy. Sanchez goes further by saying that dollarisation is 

portrayed as a viable option for those who oppose reforms that would democratise 

state revenue collection. He says “…a tax reform that would help create a truly 

fair system has not been approved, and we continue to have one of the lowest tax 

rates (proportionately to GDP) of all Latin America” (Sanchez, 2002: 14).  

Even if the amount of dollars were to be high the process of abandoning a 

currency is not a simple one. According to Chossudovsky (1998:209), this can be 

understood in different ways. Citing Peru as an example, he reports that in 1991 

US dollars virtually flooded the local currency market and this, in turn, 

unexpectedly propped up the Peruvian Peso. The events frustrated the IMF’s plans 

for a devaluation of the national currency to support exports.  

Regardless of whether or not the dollarisation lobby gains enough support to 

implement this important step toward currency deregulation, reformers have 

underestimated the extent to which the US dollar pervades the Costa Rican 

economy. Attempts to dollarise the economy reverse the earlier objectives of 

foreign currency exchange deregulation. In effect, because of foreign exchange 

deregulation the local currency is increasingly vulnerable to strong foreign 

currency runs, invalidating hypothesis H-5. 

5.2.3 Increasing reliance on offshore banking and growth of illicit 
activities  

Since mid-1998 there has been debate as to Costa Rica’s status as a tax haven. 

The debate began when a United Nations report categorised Costa Rica as a 

‘notorious tax haven’ (El Financiero, June 15-21, 1998: 9). In November, Costa 

Rica was included in a list of tax havens prepared by the French parliament, and 

in July 1999, the Mexican parliament included it in its own list (Delgado, 
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1999a).40 In 2000, the Bank for International Settlements (BIS) categorised Costa 

Rica as belonging to the group of nations with the weakest financial regulations 

(Jeanneau, 2000: 43). In the same year, the Organisation for Economic  

Co-operation and Development (OECD) mentioned Costa Rica in its list of 

jurisdictions with harmful tax practices, but removed it after Costa Rican 

authorities successfully argued against the listing (La Nacion Digital, 2000). 

The reasons for these inclusions are varied and depend on the definitions used by 

the issuing authorities to categorise ‘harmful’ or ‘weak’ accounting and legal 

practices. Usually, a framework for identifying these practices is formulated and 

guidelines are issued that outline appropriate procedures for dealing with offender 

nations. One such framework can be found in the OECD’s Toward Global Tax 

Co-operation: Progress in Identifying and Eliminating Harmful Tax Practices 

(2000), a document that later served in the formulation of the organisation’s list of 

‘unco-operative tax havens’. What is typical of these frameworks is that the 

definitions are broad enough to allow officials a certain amount of discretion in 

dealing with the regimes under investigation. For instance, another OECD report 

on harmful tax practices notes four key factors in identifying tax havens: 

• no taxes or nominal taxes; 

• lack of effective exchange of information; 

• lack of transparency and 

• no substantial supervisory activities (OECD, 1998: 23). 

Clearly these four factors on their own do not necessarily indicate that a particular 

regime is harmful to other tax abiding nation-states, but they are broad enough to 

allow investigators and law makers enough room for interpretation. In this 

particular instance, Costa Rica was included in the OECD list because officials 

                                                           
40  The French parliament published this information in Report No. 1078, Article 70, while the 

Mexican ruling appeared in the 1999 Income Tax Act (Ley de Impuesto Sobre la Renta de 
Mexico, 1999). Details of the rulings are available from: 
www.nacion.com/ln_ee/1999/Septiembre/03/economia/html. 
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see its territorial tax regime as lacking transparency and providing little 

information exchange. 

The territorial tax system charges taxes on company and individual income raised 

only within Costa Rica’s jurisdiction. This means that multinationals can pay the 

Costa Rican income tax (set at 30 per cent for large companies) and avoid the 

scrutiny of the tax authorities where head office is located. Some of these 

companies have branches in the Caribbean that are used to lower or conceal 

profits, and if the company enjoys the ‘zero tax’ treatment in Costa Rica’s duty 

free or export processing zones, then the company avoids paying tax. This is the 

area where offshore banking becomes a vital link between companies’ efforts to 

minimise paying taxes and the services that the banking sector is willing to 

provide to satisfy that demand (Pacheco, 1999; Robinson, 1994).  

Tax havens, however, do not operate in a legal vacuum. In fact, the most critical 

factors in determining a country’s legal standing are its position within the global 

hierarchy of tax havens, and its position within the labelling system maintained by 

international treaties to combat illicit activities (Roberts, 1994: 97). The older and 

more established tax havens portray themselves as professional and self-regulated, 

and view new havens as more prone to participate in illegal activities. A closer 

examination reveals that the so-called more ‘reputable’ jurisdictions are just better 

equipped to conceal illegal activities (Robinson, 1994: 3-28; Walter, 1988; 

Bowe et al., 1998). 

Classification under this regime then becomes an act of control by the issuing 

authorities, particularly those based in the US. The labelling exercise is always 

country specific and arbitrary, as the Noriega and Iran/Contra scandal cases 

demonstrate (Kochan and Whittington, 1991). In short, cases are heard when it is 

convenient for powerful nations such as the US and their agencies, but are 

otherwise ignored. In either case it is ideal for prosecutors, just as it is for 

perpetrators, to maintain an atmosphere of intrigue, alarm and misinformation. 

Many cases of money laundering connected with drug running, for example, are 

the product of media hype and are not supported by convincing evidence. 
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Even though it is a growing problem, drug running receives a disproportionate 

amount of media coverage, and ‘findings’ are often used by politicians to launch 

scare campaigns about ‘crime waves’ and the like (van Fossen, 2002a).41 If voted 

into office, they can devote state resources to ‘fighting the drug problem’, and 

project a pro-active image while ignoring the more pervasive problem of 

corruption in the drug enforcement ranks. In Costa Rica’s case, uncovering the 

involvement of the CIA and the local police in drug trafficking and money 

laundering, at the expense of losing control of the region through surveillance and 

military exercises, is a compromise that successive US administrations have not 

been willing to make (Honey, 1994: 356-372; Lara, 1995: 27, 154-5).  

5.2.3.1 Offshore banking 

Proponents of banking deregulation and their critics agree that offshore banking 

has increased dramatically since 1990. A look at loan portfolio data in Table 5.3 

shows that the amount of money loaned by most private banks in offshore 

affiliates sometimes surpasses the amount loaned by the head office located in 

Costa Rica. The figures shown on the table are, however, only estimates, as there 

is no official way of verifying the amount of savings in offshore institutions. A 

recent IMF report confirms this:  

There is no official data on the actual size of the private offshore sector, but 

estimates indicate that it may be as large as the regulated one, which makes it 

difficult to get an accurate assessment of developments in the financial sector and to 

formulate policy recommendations on the basis of the information prepared by the 

Central Bank and the local financial entities watchdog (International Monetary 

Fund, 1998: 34). 

Although observers acknowledge the lack of correct estimates on the size of 

offshore loan portfolios, they disagree on the reasons for the development of 

offshore banking. Critics of deregulation say that offshore banking is a private 

                                                           
41  van Fossen argues that insurance companies use similar tactics to create the impression of a 

litigation explosion that justifies higher premiums when profits are falling (van Fossen, 
2002b: 509). 
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sector initiative to avoid taxation and deserves sanction or at least further 

regulation.  

Table 5.3: Onshore and offshore credit portfolio of major Costa Rican 

banks (estimated for the 1995- 2000 period in US $ million)42

Onshore 
Financial Group 

Offshore Affiliate Domicile Size of 
onshore 

loan 
portfolio (a) 

Size of 
offshore loan 
portfolio (b) 

Total 
(a+b) 

Ratio 
(b/a) 

Banco Interfin 
S.A. 

Transamerica Bank 
and Trust Co. Ltd. 

Bahamas 226 181 407 0.80 

Bancomer S.A. Commerce 
Overseas Bank 

Panama 62 128 190 2.06 

Banco 
Metropolitano 

West Caribbean 
Bank 

Cayman 
Islands 

40 32 72 0.80 

BCT S.A. BCT Bank 
International 

Cayman 
Islands 

43 149 192 3.47 

Banex S.A. Caribbean Bank of 
Exports 

Cayman 
Islands 

247 213 460 0.86 

Promerica S.A. Saint Georges Bank 
and Trust Co. Ltd. 

Cayman 
Islands 

40 -9 31 -0.23 

Banco Finadesa U.P. Bank and Trust 
Limited 

Panama 35 3 38 0.09 

Banco de San 
Jose S.A. 

BSJ International 
Bank and Trust Co. 

Ltd. 

Bahamas 177 81 258 0.46 

Banco Cuscatlan Cuscatlan Bank & 
Trust Co. Ltd. 

Bahamas 59 135 194 2.29 

BFA S.A. (until 
1997 with Banco 

Cuscatlan) 

Commercial 
International Bank & 

Trust Co. Ltd. 

Bahamas 27 134 161 4,96 

Banco 
Internacional de 

Costa Rica 

BICSA Panama 41 374 415 9,12 

Citibank n.a. n.a. 28 187 215 6.68 
Scotiabank n.a. n.a. 60 145 205 2.42 

Banco Bantec Bantec International Monserrat 10 33 43 3.30 
Elca n.a. n.a. 46 -9 37 -0.20 

Prepared by the author based on figures from SUGEF (2002); Zuniga (1998: 11); Corrales 
(2000a: 17); Delgado (1999b: 1). 

Supporters of deregulation, on the other hand, argue that offshore banking is the 

logical response to excessive government legislation that deserves to be abolished 

                                                           
42  Among private sector banks Banco Uno, Bancrecen, Coocique, Banco Cathay and 

Bancentro do not have offshore affiliates. The state-owned banks jointly own BICSA. 
According to SUGEF, the jurisdictions in which Costa Rican banks are allowed to operate 
an offshore affiliate are Panama, Bahamas, Cayman Islands and Monserrat 
(Delgado, 1999b). 
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if the benefits of private banking are to be fully appreciated. The IMF expresses 

the reformer’s position thus: 

Legislation that discriminates against private banks, distortionary taxes, and high 

reserve requirements have stimulated the growth of innovative financial instruments, 

which constitutes close substitutes for sight deposits, and of offshore transactions 

through affiliates of domestic banks, largely to circumvent these regulations and 

distortions (International Monetary Fund, 1998: 34).  

Critics respond that the disproportionate amount of savings in offshore affiliates is 

the result of business imperatives to improve returns on capital. They regard 

activities such as tax avoidance and circumvention of government controls as 

manifestations of these imperatives. Other manifestations of higher rent seeking 

include the desire to circumvent government-imposed interest rates and to break 

barriers to the amount of credit allocated to different economic sectors (Noguera 

and Saenz, 1997: 8A). 

5.2.3.2 Evasion of government controls and growth of illicit practices 

The growth of offshore banking is part of a broader development towards evasive 

and illicit practices in a deregulated environment. Evasive practices are those that 

seek to evade official requirements, such as the prompt payment of taxes, without 

breaking the law. These practices are conducted in ways that take advantage of 

various legal loopholes and accounting methods that make them difficult to detect. 

Activities such as money laundering, on the other hand, are deemed illegal and 

use the financial system as a legitimising mechanism. The following are some 

individual examples of the two kinds of activities.  

Undeclared money transfers 

A firm or individual wishing to move savings offshore or convert domestic 

savings into foreign-denominated savings can resort to the parallel or informal 

market in foreign exchange, where rates are usually better than the official rate. If 

the amount is considerable, the transaction is made through specialised agents 

who handle foreign bank accounts or certificates of deposit. While the foreign 
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currency transfer is made overseas, the buyer deposits local currency in the 

seller’s domestic bank account. Officially, there is no transfer between buyer and 

seller, but the savings are now effectively out of one jurisdiction and outside the 

control of the state where the funds originated. The development of services and 

the introduction of new technology have abetted this kind of transaction. 

The Zero Coupon Bond 

A company may opt to hide financial losses by shifting some funds to a tax haven. 

In return, financial institutions domiciled in that tax haven can issue this company 

with financial instruments that will, on paper, increase the value of the said 

company. The financial institution can issue, for example, a Zero Coupon Bond 

for a certain amount. The benefits of this instrument to the company are that it not 

only increases the paper value of the company, but also helps it avoid paying 

taxes until the bond reaches maturity. By this time the company can opt to extend 

the bond for a similar period or simply cash it. Through this operation the 

company is able to buy three rare and valuable commodities in the 

accounting/legal world: time, secrecy and an image.  

Other sophisticated ways of undermining state controls are the use of over-

invoicing of imports and under-invoicing of exports, and the back-to-back system. 

This system was initially used to back up letters of credit that companies secured 

via a certificate of investment or a deposit in a bank. However, after deregulation 

many banks transformed the system into a corporate mechanism that avoids 

government charges in a manner that is not strictly illegal. Below is a brief 

description of how companies take advantage of the system. 

The back-to-back system 

A company that wishes to avoid government charges sets up another company 

whose funds are deposited in an offshore bank. The offshore entity then lends the 

money to the local bank or the main company. Interest is paid to the company 

from the offshore account and when the loan is received through the local bank, 

the company can apply for a tax rebate (as a deduction on income tax) on the costs 
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incurred in acquiring the loan. However, to be able to deduct the interest 

payments on the loan, the tax office requires companies to show that these costs 

are directly associated with the business (Zuniga, 1998: 11). This process whereby 

profits accumulate in offshore tax havens not only distorts the exchange rate, but 

also compels the state to subsidise this activity by offering tax deductions to these 

companies (see Figure 5.1). Ironically, after deregulation state-owned banks must 

compete with their privately owned equivalents for a share in the burgeoning 

market for services provided by offshore entities. In order to remain competitive 

against some privately owned offshore banks, state-owned banks established an 

offshore affiliate within the Banco Internacional de Costa Rica (BICSA). By the 

late 1990, BICSA offshore loans surpassed by more than nine times the amount 

loaned onshore (Delgado, 1999b: 1).  
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Adapted from Zuniga (1998:11)  

In addition it should be noted that in the business world the increased complexity 

of the financial system means that mechanisms of tax avoidance are continually 
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evolving and are shrouded in secrecy. It is therefore difficult to ascertain the 

accuracy of official data relating to the growth of tax avoidance. 

5.2.4 Furtive money 

Widening income disparities, social inequalities and economic transformations in 

the Caribbean and Central American region have prompted responses by its 

inhabitants that aim to ensure their survival. The public’s response varies 

according to socio-economic status, political connections, economic resources, 

and skills. In the urban centres, banking elites demand and take advantage of 

increased deregulation within the industry that allows them to be involved in 

commercial operations that yield high returns for their investments. And these are 

to be found in both the formal and the criminal sectors. Meanwhile, in the 

countryside, many impoverished farmers have opted for the production of crops 

that are in high demand and yield high returns per hectare. Many of these crops 

are destined for overseas markets, but some are associated with the production of 

narcotic drugs.43 Since narcotic drugs have become the targets of international 

eradication campaigns, complex underground networks have developed to avoid 

detection by the authorities. These farmers then operate in both the informal and 

the criminal sector.  

As Map 5.1 below shows, Costa Rica’s geographic location on the Central 

American isthmus and its proximity to the Panama Canal are factors that facilitate 

transport and storage of drugs smuggled to the US and Europe from South 

America.44 In recent years, drug trafficking within the Caribbean and Central 

American region has allegedly surpassed the weapons trafficking so prevalent in 

the 1980s. Drug trafficking is one of the main reasons why money-laundering 

channels are still in operation and on the rise (Naylor, 1994: 381-415). US 

                                                           
43  A similar pattern is common in Peru and Colombia. See Blanes (1989) for a Bolivian 

example. 
44  In 1990, the Drug Enforcement Administration (DEA) estimated that ‘at least a ton of 

cocaine passed through the country each month’. The US Department of State claims that 
Colombian trafficking organisations are involved (Lara, 1995: 27; US Department of 
State, 1997a). 
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government estimates suggest that as much as US $50 billion of an annual US 

$500 billion in annual worldwide drug profits are laundered through the region as 

a whole (US Department of State, 1997b). 

Map 5.1 
Drug trafficking routes in Central America 

 

Souce: Segnini (1997); Encarta (2002). 

A large portion of this capital is handled by the financial sector, unknowingly or 

otherwise, and deregulation has not improved the situation. The problem is further 

aggravated by the fact that control and supervisory systems to help prevent money 

laundering in the region’s offshore financial services industry are underdeveloped, 

and oversight and licensing procedures that apply to these institutions are 

very lax.  

Despite government rhetoric, local anti-money-laundering efforts are not allocated 

the necessary funds and skills to tackle the increased complexity of this activity, 

nor is the legislation capable of dealing with the most innovative forms of 

laundering. For example, according to the OECD funded Financial Action Task 
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Force on Money Laundering (FATF) the most recent trends in legitimising money 

includes the use of non-bank financial institutions, businesses (mainly in the 

construction, tourism, import/export and transport sectors), lotteries and cyber-

casinos (FATF, 2001).45 In Costa Rica, the number of cyber-casino or ‘sports 

booking’ companies has rapidly increased since 1995, when the first one was 

established, to the extent that by 2001 there were 120 in operation. Their 

investments totalled US $30 million in 2001 and they employ approximately 

4,000 people, making Costa Rica the world’s second largest cyber-casino hub 

after that based in Antigua (Nieto, 2001: 19). 

Yet, as of 2003 the legal status of these cyber-casinos remains unclear because 

there is no legislation in place to monitor their activities. The increased 

availability of Internet-based banking and stored value cards are other potential 

avenues for laundering criminal proceeds, but these are rarely investigated (FATF, 

2001). In addition, organised crime syndicates based in Miami, Russia and 

Colombia continue to establish banks in Central America and the Caribbean with 

the sole intent of laundering money from drug trafficking and other criminal 

activities (Loria, 1998: 1). The OECD has acknowledged this trend and in 1994 

prompted Caribbean states to create an equivalent of the FATF called the CFATF 

(Caribbean Financial Action Task Force) to promote anti-money-laundering 

programs within the region.  

The response of the region’s central banks to the CFATF’s calls for improved 

regulation has been mixed. Costa Rica’s SUGEF began implementing CFATF and 

FATF recommendations for strengthening legislation, improving regulatory 

mechanisms, and increasing international cooperation relating to anti-money-

laundering, almost two years after they were agreed upon. On the ground, 

however, the situation is different. According to Linette Saborio, Costa Rican 

Vice-Minister of Security during the Figueres administration (1996-2000), 

financial entities were not, as of early 2000, reporting suspicious transactions, and 

                                                           
45  From the late 90s the FATF began devising a typology of instruments used by money 

launderers. The typologies can be found at: http://www.treas.gov/fincen/typo97en.html 
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under-resourced unskilled police investigators rarely followed the financial trails 

when making drug busts (Saborio, 2000: 1).  

As a support measure the CFATF conducted a study of regional money-

laundering methods, trends and patterns, and recommended updating anti-money-

laundering guidance in the financial, regulatory and law enforcement sectors (US 

State Department, 1997b). Following the events of September 11, 2001 in the US, 

the CFATF accelerated some of the programs, particularly in regards to 

preventing the use of tax havens by groups it believes are involved in terrorist 

activities (FATF, 2002). 

However, the CFATF’s objective of expanding the central banks’ role in offshore 

regulation would require both increased financial and technical resources, and 

decisions by the local administrators/politicians that might place them in direct 

conflict with powerful financial elites within and outside these countries. As will 

be explained below, it is SUGEF and not the Central Bank that initiated another 

round of legislation that would regulate offshore entities more closely than in the 

past (Jimenez, 2002: 1).  

5.2.4.1 CFATF regulations for money-laundering prevention: Their 
application and limits 

The efforts of international watchdogs like the CFATF are often jeopardised, not 

so much by astute lawyers and accountants, but by politicians with strong 

connections to the banking industry. The watchdog’s effectiveness depends on the 

outcomes of political campaigns within and between the sponsoring countries–

usually Europe and the US. One recent high-profile example occurred in the late 

1990s when the Clinton administration and some European governments acted on 

concerns that money laundering of criminal proceeds was on the rise and 

established a number of international watchdogs to deal specifically with this and 

related problems. With Clinton’s support the focus of anti-money-laundering 

policies shifted from condemnation of transactions and individuals to 

condemnation of whole countries (Peel, 2000a; Peel, 2000b). Hence Costa Rica’s 
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inclusion in the OECD list of ‘uncooperative tax havens’ and those of the French 

and Mexican parliaments. The current Bush administration on the other hand is 

informed by a very narrow version of drug enforcement and terrorism and is not 

prepared to support international efforts (mainly driven by Europe) against money 

laundering. The international banking lobby, because of its strong links with tax 

havens and offshore financial centres (OFCs), supports Bush’s position and 

actively undermines international campaigns against them (Van Fossen, 

2002a: 8). As the following instance demonstrates, the CFATF’s efforts must be 

examined within the context of US hegemony over international drug 

enforcement. In July 1995, after close consultation with the CFATF, the 

Caribbean Community (CARICOM), in which most of Costa Rica’s offshore 

banks are domiciled, began standardising money-laundering laws. According to 

the rules, bankers are required to establish mechanisms for the verification of 

clients’ identities, to keep records for a prescribed period of time, to report 

suspicious transactions, and to restrain the assets of accused drug traffickers 

pending completion of their trials. However, standardisation has not proven as 

fruitful as expected. By the time the US Department of State’s International 

Narcotics Control Strategy Report was completed in 1997, there were still no 

successful prosecutions for money laundering in any of the CARICOM member 

states (1997b). In Costa Rica, the number of prosecutions began to rise in the 

second half of the decade, not so much as a result of standardisation of money-

laundering rules, but more as a result of heavy US involvement with local drug 

enforcement agencies (US Department of State, 1997a).46 By 1997, the number of 

convictions due to money laundering averaged one per year (US Department of 

State, 1997b). In recent times two notorious cases can be cited. One was the arrest 

and extradition in 1999 of US citizen Samuel Richard Bauer on charges of drug 

trafficking, money-laundering and tax evasion (Reuters News Service, 24 June 

1999), and the other, the arrest of Keith Anderson, founder of the tax shelter, 

Anderson’s Ark and Associates (Rogers, 2002). Anderson was arrested in 2002 on 

charges of money laundering, tax evasion, falsifying tax returns and Internet 
                                                           
46  In October 1994, one of Costa Rica’s major money-laundering busts led to the arrest of the 

ring-leaders, some of whom were closely linked to big business and political parties. It 
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fraud. In these and other cases, the accused boasted about the openness of Costa 

Rica’s tax and financial systems and the ease of conducting business there 

(McLeod, 1999: 1). 

Despite the numerous laws against illicit activities and the increases in arrests, 

drug trafficking in Costa Rica is on the increase (Segnini, 1997: 1). Increased 

traffic volumes demand more complex financial arrangements in order to avoid 

prosecution. These arrangements expand to include businesses that are not 

traditionally associated with illicit activities. For example, in recent years 

revenues from drug trafficking are said to be funding the real estate and tourism 

boom, although this is difficult to verify. The only way of measuring the extent to 

which these two sectors are used for money-laundering operations is by 

calculating the difference between the current amount of official private and state 

credit disbursed to these sectors, and the actual level of investment. The difference 

between those two amounts has increased, and authorities suspect that the funds 

originate from illicit activities channelled through offshore banks (Ulett, 

2002: 19).  

The process of financial deregulation, with its emphasis on prudential controls (as 

opposed to macro-economic regulation), facilitates the use of banks and financial 

institutions as channels or willing participants in the handling of funds from illicit 

activities.47 In order to counteract these tendencies, the Costa Rican legislature, 

following the example of the US influenced Inter-American Drug Control 

Commission, initiated a process in 1996 of updating drug and banking regulations 

that will, in its view, strengthen money-laundering controls. Legislators began by 

broadening the definitions of what constitutes suspicious transactions, making it 

easier for prosecutors to prove that defendants were aware that the funds came 

directly from drug trafficking. They also gave the judiciary the power to override 

banking secrecy privileges and examine specific accounts if the investigation 

                                                                                                                                                               
must be noted that the bust could not have taken place without the support of the DEA. The 
bust happened before standardisation of anti-money-laundering legislation (Lara, 1995: 28). 

47  This is best exemplified by the successful prosecution, among others, of OFINTER, a local 
money exchange house that was embroiled in laundering money from drug trafficking 
(Pratt, 2002). 
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related to drug trafficking. This rule was augmented by SUGEF’s requirement that 

financial institutions examine each customer's national identity card or passport 

before allowing them to open bank accounts or perform any financial transaction 

(US Department of State, 1997b; Inter-American Drug Control Commission, 

1998). A recent amendment to the legislation requires offshore banks to submit to 

SUGEF jurisdiction before a Central Bank license to operate as businesses can be 

granted. This rule obliges offshore banks to report to SUGEF on matters such as 

volume, risk factor, profitability and liquidity (Jimenez, 2002: 1).  

The limits of these reforms are exemplified by the lack of compliance and 

enforcement mechanisms for money laundering, norms commonly found in other 

jurisdictions. For instance, since 1989 SUGEF has no way of enforcing a rule that 

requires financial institutions to report transactions above US $10,000, nor can it 

implement another rule that requires visitors to declare currency to the value of 

US $5,000.48 And although bank employees must report potential crimes of which 

they have knowledge, Costa Rican law does not provide them with witness 

protection. This means that when bank employees are called as witnesses in 

prosecution proceedings, they may feel threatened by the legal process and are 

therefore unwilling to report other crimes. Finally, the Costa Rican government is 

under increasing pressure from US drug enforcement agencies to enact laws that 

will allow it to share information on drug trafficking and money laundering 

investigations (US Department of State, 1997b).  

The evidence presented in this section includes intra-bank and inter-bank flows as 

well as flows between economies such as family remittances and those in the 

criminal and informal markets. From the patterns revealed above it is evident that 

the shift from macro-economic to prudential forms of regulation means that, 

although Costa Rican banks enjoy certain privileges of deregulation, they are 

increasingly subject to other forms of regulation instituted by international 
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agencies and the Costa Rican and US governments. The success of this second 

wave of regulatory practices depends on political struggles that are being played 

out well beyond Costa Rican soil and might not reflect its interests. In the 

meantime, despite official efforts at controlling illicit activities, the opening up of 

the banking system has greatly facilitated the use of money-laundering operations 

and tax avoidance schemes. Within this context it is increasingly difficult for the 

authorities to determine the legitimacy of transnational financial operations taking 

place within and between banks and to control the flow and form of capital in and 

out of the country.  

In short, this evidence suggests that hypothesis H-5.4 is not true because despite 

increasing deregulation intended to stop entities such as offshore banks from 

circumventing state control, the existence of illicit and informal banking markets 

continues unabated.  

So far issues related to the social effects of financial deregulation have been in the 

background of the discussion. The next section will examine these in more detail. 

5.3 Increasing social disparities  

It is extremely difficult to isolate the socio-economic effects of banking reforms 

from those of other economic reforms introduced at around the same juncture. 

Also establishing links between banking deregulation and increasing social 

disparities is a task that not many researchers have undertaken. Authors such as 

Taylor (1980), Hall (1984), study the links between regional inequalities and 

capital resources while Gindling and Terrell (1995), Trejos (1995), Tardanico 

(1996) and Sauma (1992) are concerned about the links between employment and 

the disappearance of state-based support.  

                                                                                                                                                               
48  In Australia on the other hand, the Financial Transaction Reports Act makes it obligatory 

for all financial entities to provide details of suspicious activities whether in cash or through 
wire or data to AUSTRAC, the government’s agency in charge of monitoring and 
investigating banking records. Compliance with the FTR Act is also ensured through the 
cooperation of the Australian Taxation Office and the Australian Federal Police 
(AUSTRAC, 2001).   
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Using some of this material the next section will examine some of the effects 

associated with the changes made to banking in general and credit allocation in 

particular. The section begins with a broad overview of the consequences of 

reducing state credit and the their role in creating informality. It then analyses a 

number of other social factors such as unemployment, poverty, minimum wages, 

income distribution and declining social services. The section ends with an 

evaluation of the evidence and its relevance to the hypothesis that if the state used 

credit as a mechanism for increased participation of marginalised social groups 

then the abandonment of credit allocation would impact negatively on these 

groups as illustrated by certain social indicators. 

5.3.1 Dismantling state-based support and its consequences 

During the import substitution and state-led growth period the rural and urban 

labour force went through a process of absorption into formal markets. In 

other words, the state, through the implementation of welfare programs and 

labour standards and the provision of public sector employment and credit to 

small farmers ensured that most workers entered the labour market in state-

supervised, relatively universal conditions of employment (Itzigsohn, 

2001: 449). This is why although half of Costa Rica’s population is classified 

as living in rural conditions the country has one of the highest levels of waged 

labour in the region. As far back as the early 1950s, rural wage earners 

accounted for 61 per cent of the labour force, rising to 66 per cent in 1973 

(Dunkerley, 1989: 607). However, by 1980, that figure had dropped to 

55.1 per cent and by 1991 had only risen to 57.5 per cent (Tardanico, 

1996: 175).  

It is necessary then to examine some of the factors at work within the new 

privately owned export-led development regime that prompted the marginalisation 

of some parts of the labour force. The literature on the reasons for small-scale 

farmers and agricultural workers moving to unwaged labour and informal markets 

suggests that employment conditions and the reduction of safety net mechanisms 
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after the early 1980s crisis are key factors in understanding the rise of informality 

and poverty. 

5.3.1.1 Conditions of employment: Average wages stagnate while 
minimum wages fall 

As mentioned above Costa Rica has one of the highest levels of waged labour in 

the region. Those who are economically active but not in receipt of wages, or 

those earning less than the minimum wage, are categorised as operating in the 

informal sector. A reduction in minimum wages, then, has serious implications for 

income distribution and quality of life for the majority of workers. Graph 5.8, 

using statistics from the early 1980s to the mid-1990s, shows that minimum 

wages fell, while average wages remained stagnant with variations depending on 

the sector and region.  
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 Proportion of employees earning less than the minimum wage, 

1976-1991

Full time Part time

Source: Gindling and Terrel (1995: 1447). 

In the 1990s the informal sector expanded again after a period of contraction due 

mainly to an increase in employees earning less than the minimum wage. In the 

midst of the early 1980s economic crisis, average earnings of salaried employees 

plummeted to 1970s levels. For instance, in 1976 average earnings equalled 

C1080, increased to C1409 in 1979 then fell to C843 in 1982 and only reached 

C1491 in 1987 where they remained until 1991 (Gindling and Terrel, 1995: 1440). 
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While GDP growth continued in the 1990s, real minimum wages declined by 

2 per cent as an average of total wages, with agriculture being the worst hit at 

6.5 per cent (Estado de la Nacion, 1996: 74). Korten found, for example, that 

average monthly salaries for agricultural workers rose only by 1.8 per cent in the 

ten years between 1980 and 1990 from C1756 to C1862 (1997: 82).49 This, 

however, is only part of the problem. The situation is worse if those who earn less 

than the minimum wage are taken into account. Between 1976 and 1981 the 

proportion of employees earning less than the minimum wage declined from  

35.4 to 24.1 per cent then surged to 42.7 per cent in 1982. The figure then 

decreased to 34.1 per cent in 1988, and rose to 36.4 per cent in 1991 (Gindling 

and Terrel, 1995: 1447). 

It is evident that the conditions of employment in terms of average and minimum 

wages for part-time and agricultural workers are not very encouraging and the 

reduction of safety net programs as discussed below only exacerbate these 

worker’s economic situation. 

5.3.1.2 Reducing the safety net for small-scale farmers 

The deteriorating employment conditions have been accompanied by the 

reduction of safety net mechanisms available for the most vulnerable parts of the 

population. Of relevance is the provision of non-tangible services the state 

provided to farmers during the pre-reform period. State support in the pre-reform 

period consisted of provision of credit, control of basic food items prices through 

the CNP (Consejo Nacional de Produccion) commodities agency and the 

provision of free technical advice through the Ministry of Agriculture (Seligson, 

1980: 123-4). At the request of multilateral lending organisations these support 

mechanisms were dismantled during the 1980s. Consequently, many small 

farmers have either been proletarianised or semi-proletarianised. In other words, 

those who owned land have had to sell because they cannot compete against it 

larger commercial agri-business operating in the countryside. Instead the 

displaced farmers become labourers for these companies. Others have been forced 
                                                           
49 In constant Colon using the 1975 Consumer Price Index. 
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into the informal economy by becoming sellers of agricultural produce in urban 

centres. Indicative of these processes is the decline of basic grains farmers and the 

concurrent concentration of land in fewer hands. Between 1984 and 1988, the 

number of basic grain farmers fell from 70,000 to 27,000, and the land area on 

which they worked declined from 195,065 to 155,800 hectares. In the same 

period, the average size of farms producing basic grains almost doubled, 

reflecting substantial land purchases by wealthier landowners (Korten, 1997: 66). 

The rapid decline in the number of small farmers compelled the government to 

increase imports of basic grains like corn, rice and beans– a situation that USAID 

food donations sought to remedy. From 1980 to 1987, Costa Rica’s domestic food 

markets were flooded with donations valued at US $114.2 million, most of them 

in the form of loans to help the government suppress basic grain prices during the 

period of economic restructuring (Honey, 1994: 188-193). This short-term 

solution did not conceal the fact that significant transformations in land ownership 

patterns were occurring, mainly as a result of restricted access to affordable credit 

and the demand for agricultural land by large foreign agri-food companies. In 

1984, properties of less than 100 hectares made up 92.7 per cent of total farms and 

occupied 38.8 per cent of agricultural land while in 1997 the figures changed to 

94.3 and 7 per cent respectively (Estado de la Nacion, 1997: 68, Instituto Nacional 

de Estadistica y Censos, 1984). These figures indicate that within this size 

category land has become scarce because the number of farmers has remained 

relatively stable. In terms of properties of more than 100 hectares, in 1984 they 

accounted for 7.3 per cent of total farms but occupied 61.2 per cent of total land 

for agriculture. By 1997 the total number of farms in this size category remained 

stable at 7 per cent but the ownership figure had jumped to 94.3 per cent of total 

agricultural. This means that in the period 1984 to 1997 large-scale farmers and 

agri-businesses were able to appropriate land from small-scale farmers (Estado de 

la Nacion, 1997: 68, Instituto Nacional de Estadistica y Censos, 1984). 

Apart from those services provided specifically for farming, a number of other 

social services destined for the majority of the population have also been reduced 

and the effects felt by those who rely on them. This is especially the case in a 
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country where the proportion of social benefits represents about 35.2 per cent of 

total salaries (Jimenez, 1996: 119). The downward slope in the provision of these 

services is a severe loss to the poorer sectors of society because their cash inflows 

are insufficient in acquiring equivalent private services. This is best exemplified 

in the cases of health and education. In terms of health, between 1979 and 1989, 

real per-capita health expenditure fell by 56 per cent (Honey, 1994: 137). 

Consequently, a host of previously controlled infectious diseases such as malaria 

and measles become more prevalent. The termination of food distribution 

programs through the CNP saw the number of children treated for malnutrition 

between 1980 and 1983 double (Korten, 1997: 109). Meanwhile the government 

reduced the education budget for the poorest 40 per cent of the population by 6 

per cent from 1981 to 1986. In response to criticisms by the teachers and others, 

the government argued that the fiscal deficit did not allow for an expansion of the 

budget. This claim was challenged by a report that found that the richest 

20 per cent of the population received an increase of four per cent during the 

period for education purposes (Grosh in Korten, 1990: 107). 

The above shows that the reduction of safety net mechanisms not only led to 

problems unrelated to employment but also resulted in increased difficulties in 

keeping vulnerable populations economically active. Employment conditions 

within the new privately-owned export-led development regime pushed some 

parts of the labour force, namely low skilled and agricultural workers, into the 

informal sectors. Moreover, from the mid-1980s onward, small farmers have been 

pushed into poverty as a direct result of having to compete with large agricultural 

firms. Having analysed some of the consequences of reducing state-based support 

on employment conditions it is useful now to expand on a factor that was alluded 

to earlier: the effect of concentrated land ownership in agri-business hands on 

poverty levels, unemployment and income distribution.  
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5.3.1.3 Urban and rural poverty, unemployment and income distribution 

Poverty figures confirm land concentration trends in the countryside. Even though 

the period 1970 to 1990 witnessed a marked decrease in rural poverty from  

30 per cent of households to 25 per cent, the urban figures indicate an inverse 

relationship. In 1970, 15 per cent of urban households were classified as 

impoverished, but by 1990 the figure had climbed to 22 per cent (Mesa-Lago, 

1997: 500). Taking into account rural migration into urban areas and the massive 

sale of small-scale farmers’ land during the 1980s, it can be deduced that rural 

poverty was simply displaced to the urban centres. This is a pattern first identified 

by Hall (1984) during the worst years of the balance of payment crisis of  

1980-1982 and further analysed by Sauma and Vargas (2000). Sauma contends 

that the agricultural sector is a ‘reservoir’ of poverty because many of its workers 

live very close to the poverty line. During a recession it is only natural that those 

workers who have fallen under the poverty line seek better opportunities in the 

cities (Sauma, 1992: 38).  

The fact that rural poverty figures have declined in national percentage terms only 

indicates an improvement for those on incomes that allow them to just cover basic 

needs. Using the poverty line measurement to ascertain the percentages of those 

who cannot afford even basic food items provides a picture of the insidiousness of 

poverty in the countryside.50 Table 5.4 indicates that despite a decrease in poverty 

in rural areas, figures for those living under the poverty line in the countryside 

have increased slightly from 5 per cent in 1970 to 5.7 per cent in 1988.  

                                                           
50  This distinction is based on United Nations definitions. For the UN, poverty is a situation 

when total available income only just covers basic necessities. Living under the poverty 
line means a situation when total available income does not cover basic food needs (World 
Bank, 1990: 24-38). 
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Table 5.4: Living in poverty and under the poverty line in Costa Rica, 
1970-1990 (Percentage of total population) 

Year Urban area poverty 
(U) 

Rural Area poverty 
(R) 

Living under the 
poverty line (U) 

Living under the poverty 
line (R) 

1970 15 30 6.0 5.0 

1980 16 28 6.0 5.0 

1986 21 28 8.0 6.0 

1988 20.6 27.6 8.3 5.7 

1990 22 25 n.a. n.a. 

Source: CEPAL (1990), Mesa-Lago (1997: 500).  
Key: U = urban, R = rural. 

This table also shows that migration (due in large part to loss of land) to urban 

areas exacerbated poverty in the urban areas where the poor were already 

suffering from the effects of reduced social services and high unemployment as 

will be examined below. 

5.3.1.4 Levels of unemployment and underemployment 

Despite higher average growth levels the higher unemployment figures for the 

post-crisis period seem to be a permanent feature of the export-led model. The 

combination of declining social services and employment conditions has impacted 

negatively on low skilled and agricultural labourers. Even though the average 

urban unemployment as percentage of the labour force remained relatively stable 

at 10 per cent for the 1980s and 6 per cent for the 1990s the figures do not reveal a 

harsher reality for those in the informal sector (Estado de la Nacion, 2000: 159).51 

These figures point to the gender segmented labour force in the informal sector, 

especially those in regions outside the Central Valley. Underemployment grew 

from 3.5 in the early 90s to 4.8 at the end of the decade while the rate for 

unemployed females grew from 5.8 to 8.0 during the same period. The lack of 

                                                           
51  The informal sector is usually populated by those who are classified as poor but 

economically active. Also the sector is characterised by longer and/or irregular working 
hours, substandard employment conditions and low pay. Moreover, under certain 
circumstances work in the informal sector might be deemed as illicit by the state. Examples 
includes the work of sex workers, drug traffickers but also work carried out by children and 
those seeking to avoid tax, health and safety and customs regulations (Castells and Portes, 
1989: 11-37). 
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employment and entry into the formal market was more pronounced in areas 

outside the Central Valley, especially the Atlantic coast and the northern region 

that borders Nicaragua (Estado de la Nacion, 1999: 131). In absolute terms the 

numbers of people in the informal sector has grown from 106,176 in 1994 to 

166,552 in 1999 (Estado de la Nacion, 2000: 159). 

When comparing the 1980s and 1990s unemployment levels it is clear that 

changes to the domestic labour market have produced a more diversified work 

force but also one that contains a number of inequalities. After over a decade of 

economic reforms, labour market observers such as Tardanico (1996), Gindling 

and Terrell (1995), Gindling (1993) and Trejos (1995) have argued that for large 

sections of workers (especially those in rural areas) there has been a marked 

deterioration in their conditions of employment. Tardanico summarises this 

position thus: 

Overall what took shape [in the 80s and 90s] was a nascent trend toward greater 

complexity and polarisation in the labour market, as its sectoral and social 

inequalities began to widen in some ways and become qualitatively redefined for 

others (Tardanico, 1996: 191). 

From these observations it is clear that the skewed patterns of land ownership in 

the countryside and the inability of the export-led model to provide full-time 

employment for those living in the rural areas has impacted greatly on female 

workers and those living under the poverty line. These factors together with the 

lack of state support mechanisms impact negatively on overall income distribution 

patterns and the share of national income amongst the various social groups. 

5.3.1.5 Income distribution: improves for the rich, worsens for the poor 

The post-crisis period has seen little improvement in the income distribution 

measured in terms of Gini coefficient for the period 1980 to 1990 suggesting that 

the situation deteriorated from 0.328 in 1980-81 to 0.364 in 1986-88 and later 
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improved to 0.345 in 1989-90 but remained below the 1980-81 level.52 In terms of 

share of national income between the richest and poorest 20 per cent the situation 

is not better either. Table 5.5 shows that while the lowest quintile has maintained 

lower than pre-crisis levels, the highest quintile shows a clear improvement, 

especially after 1985. Thus despite almost two decades of GDP growth, Costa 

Rica’s share of national income shows a slight tendency for wealth concentration 

amongst the richest members of society.  

• Even though it is not possible to establish a causal relationship between high 

land concentration amongst the richest 20 per cent of the population and the 

living conditions for the lowest 20 per cent, a relationship between the two 

exists when taking other factors into consideration.  

Table 5.5: Share of national income (1963-1996) 

 1963 1973 1980 1985 1989 1996 

Lowest Quintile 4.6 4.5 3.9 4.0 4.0 4.0 

Highest Quintile 50.3 51.4 48.6 46.3 50.8 52 

Source: Adapted from Bourguignon and Morrison (1989), International Monetary Fund 
(1999). 

The massive loss of land by small-scale farmers, in part caused by the lack of 

affordable credit and competition from large-scale farmers created a rural army of 

unemployed that the new accumulation regime has not been able to absorb. The 

lack of employment together with the loss of state-based social services has 

resulted in more extreme income inequalities. Consistent with declining social 

indicators is hypothesis H-5.5, that if the state used credit as a mechanism for 

increased participation of marginalised social groups within Costa Rican society 

then the abandonment of credit allocation would impact negatively on them. 

                                                           
52  The Gini coefficient is one of many measures of inequality. Perfect equality is represented 

by 0 while perfect inequality is represented by 100 so the lower the Gini coefficient the 
more equitable a given population is (Gorbacho and Davoodi, 2002: 4, footnote 7). 
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Conclusion 

This chapter analysed the unintended consequences of deregulation. These include 

the increased vulnerability of the banking sector, the increased dependence on 

foreign and illicit markets and deterioration of social conditions. As shown in the 

first and second parts of the chapter, the project of deregulation have shifted 

banking decisions from the public realm, where they are informed by political 

imperatives, to the private realm where commercial imperatives inform the vision. 

As such, banking institutions have developed highly sophisticated ways of 

avoiding state legislation that will hamper their ability to remain competitive, 

even if this means jeopardising the entire system through the taking of excessive 

risks. Such risks are exacerbated by the banking sector’s dependence on factors 

beyond the control of the Costa Rican authorities. The factors analysed in the 

chapter included illicit activities such money laundering and evasive activities 

such as operating in tax havens. It was also proven that deregulation, combined 

with the increasing reliance on the export promotion model, has made banking 

more susceptible to currency devaluation and to import and export trends. 

The evidence presented in the third part of the chapter challenged with the 

reformer’s notion that growth leads to higher incomes, new employment 

opportunities and further increases in the demand for labour. If anything, after two 

decades of continued growth, the conditions of employment, poverty rates and 

unemployment for a large section of Costa Rican society, continue to deteriorate.  

In summary, the evidence presented in the chapter suggests that the broader aims 

of financial deregulation have not been achieved. In fact, judging from its 20-year 

trajectory, deregulation has both failed to solve some of Costa Rica’s economic 

problems and has created others that reformers did not anticipate. Problems such 

as high foreign indebtedness and economic dependence on larger overseas 

markets persist despite continued changes to the economic system. Other 

problems such as the existence of offshore banking and the flood of US dollars in 

the domestic economy are the direct result of banking deregulation. In response to 
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some of these seemingly intractable problems the following chapter will analyse 

policy alternatives that may reverse the deleterious effects of deregulation and 

avoid the traps of increasing fiscal deficits.  

 

 



 

CHAPTER 6 
RECENT CHALLENGES TO THE NEO-
LIBERAL PROJECT OF FINANCIAL 
DEREGULATION  

In this chapter I argue that various political actors have made defined and coherent 

responses in the last ten years to the dominant neo-liberal economic orthodoxy 

that informs financial reforms. Moreover I argue that these policy alternatives (a 

mixture of overseas and local experience adapted to the Costa Rican financial 

system) reflect the needs of those neglected by the state. Clearly the Costa Rican 

state effectiveness in coopting social movements has been gradually undermined 

by the effects of neo-liberal policies in the last 20 years. Despite the success of the 

export-led growth strategies the option of expanding the bureaucracy to 

institutionalise social problems is no longer available because of the  

re-deployment of state capacities from the public to the private sector. 

Organisations that were once funded by the vast network of autonomous 

institutions struggle to access state funds and are encouraged to seek private 

means for their survival. This however does not mean more political 

independence for these organisations as they are expected not to engage in 

activities that could antagonise the state (Lara, 1995: 76-77). As a result 

organisations refusing to accept state control that adhere to more traditional 

‘class-based’ struggles remain an important part of the political and social 

landscape (Edelman, 1999: 20). After two decades of neo-liberal oriented 

financial reforms and attempts at ameliorating the effects of these reforms some of 

these organisations have begun to devise a number of policy alternatives to 

current reforms. These organisations and those that represent them claim that 

these policies would democratise the banking and financial sector, and move it 

away from the traditional elite-led system that was instituted in 1948 and 

continued after the 1980s reforms. 

The first section of this chapter will examine briefly some of the political and 

social forces that have recently challenged the project of financial deregulation. 

186 
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The second section in the chapter will analyse some of the policy prescriptions 

emanating from the emerging political forces described above.  

6.1 The democratic challenge of progressive social 
forces 

Attempts at democratising capitalist economies run the risk of relying on ideas 

that are inappropriate to local conditions or not pragmatic enough to be 

implemented in the short term. This assertion comes from scepticism of utopian 

model building, and a Marxist-based respect for the actions and decisions taken 

by the agents of change at certain junctures. As the radical US economist David 

Schweickart argues: 

Marxists are sceptical of blueprints, always have been. We all remember Marx’s 

polemic against Proudhon, the Manifesto’s critique of “historical action to personal 

inventive action, historically created conditions of emancipation to fantastic ones, 

and the gradual spontaneous class organisations of the proletariat to an organisation 

of society specially contrived by these inventors” (Marx and Engels, 1986: 64), and 

the numerous other occasions when the fathers of ‘scientific socialism’ went after 

the ‘utopians’. In general this Marxian aversion to drawing up blueprints has been 

healthy, fuelled at least in part by a respect for the concrete specificity of the 

revolutionary situation and for the agents engaged in revolutionary activity: it is not 

the business of Marxist intellectuals to tell agents of revolution how they are to 

construct their post-revolutionary economy. [However] historical dialectics is a 

funny thing: virtues turn into vices and vice versa. At this particular historical 

moment, the sceptical aversion to blueprints in out of place (1992: 9).  

What ‘particular historical moment’ justifies Schweickart’s own 30-page blueprint 

to democratise the US economy? At the global level the historical moment began 

with the collapse of the Soviet block economies in the period 1989-1992 and the 

simultaneous establishment of neo-liberal economic regimes in other parts of the 

world. The effects of the collapse on the Costa Rican left-of-centre movements 

were largely dependent on ideological and economic links to the Soviet block. 

Those with strong links were affected most and were more likely to rethink their 

economic policies, while those that had, until that point, criticised centrally 
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administered economies, had the opportunity to highlight the contradictions of 

state socialism without abandoning their critique of capitalist economies (Resnick 

and Wolff, 1995: 7-9).  

Since the collapse of the Soviet block, the former have either become historically 

obsolete or have joined the latter group in the search for new policies to challenge 

the ideological hegemony of neo-liberalism. This brings me to the second phase 

of Schweickart’s ‘historical moment’. While neo-liberal inspired economists have 

experimented with their policies for almost two decades, they are no closer to 

resolving even basic economic problems such as unemployment. On the contrary, 

it is the very policies these economists espouse that are the cause of so much 

social unrest and economic dislocation, conditions which if not addressed can lead 

to opportunism by populist leaders or the rise of fundamentalist anti-secular 

movements (Ahmad, 2001: 22-23).  

6.1.1 Neither old nor new: the nature of Costa Rican social 
movements 

An antidote to the rise of anti-secular movements and in response to neo-

liberalism’s neglect of working class and marginal groups’ interests is the rise of 

movements in Latin America that have mixed the experience of the 1960s and 

1970s political struggles with renewed ideas about social change and economic 

democratisation. Non-Marxist observers have categorised these groups as part of 

the ‘new social movements’ (NSMs) whose emphasis is on identity not class 

politics (Edelman, 1999: 18). As Escobar, an important exponent in the NSMs 

literature puts it:  

Far from the essentializing assumptions of previous political theory (for example, 

that mobilization was based on class, gender, or ethnicity as fixed categories), these 

processes of identity construction were more flexible, modest, and mobile, relying 

on tactical articulations arising out of the conditions and practices of daily life. To 

this extent, these struggles were fundamentally cultural (Escobar, 1995: 216).  



Chapter 6 189 

This particular way of understanding social emancipatory practices is associated 

with the intellectual current of post-modern radicalism analysed in Chapter 1. 

Like post-modern radicalism, the literature on the NSMs assumes, among other 

factors, that since the 1970s, capitalism has entered a post-industrial phase, that 

discourse as a practice possess its own system of power and is therefore important 

as a site for social struggle (Laclau and Mouffe, 1987; Esteva, 1988; Touraine, 

1988). As such the NSMs are characterised as engaging in new kinds of struggles 

very different to those that took place until the 1960s. Critics of this literature 

such as Burbach et al., (1997), Harvey (1989) and Vilas (1993) argue that the 

fragmented nature of NSMs that post-modern radical theorists admire, is a 

reflection of rising inequalities and the competitive nature of the current economic 

system. The claim to newness in the NSM literature has also been questioned. 

Edelman (199: 18) for instance argues that these movements’ use of identity has a 

long trajectory and ignoring it amounts to nothing more than historical amnesia. 

This study views the current social movements and their practices as a continuing 

phase in the workers’ struggle to improve their living conditions even if they do 

not identify as members of the working class. My interpretation is therefore more 

closely aligned with the critics of NSMs and is based on the shared history and 

forms of practice that social movements have with traditional labour movements. 

This is also important in the following case study because many of the alternatives 

to be examined emanate from a political party that in large measure represents 

progressive social movements. As such this entity is the result of a mixture of 

identity and class politics. As Edelman says ‘[m]any of the most significant recent 

struggles, especially in poorer countries, have occurred “precisely at the 

intersection between” class and identity-based movements’ (1999: 20).  

I argue that in Costa Rica this intersection is occupied by a political party that has 

managed to mobilise large numbers of organisations behind a number of 

proposals that undermine the market-oriented nature of the neo-liberal reforms. 

These organisations have their roots in earlier struggles for better working 

conditions and living wages, land reform and wealth redistribution but now 

represent widespread social interests such as protection of the environment and 
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the defence of women’s, peasant and indigenous people’s rights (Leitinger, 1997; 

Edelman, 1999; Perez Sainz, 1996). These groups’ mobilisation strategies are 

varied: from reactive, transient and sporadic criticisms such as popular protests, 

marches and strikes against specific government policies to pro-active, more 

permanent and frequent interventions that focus on creating new economic 

structures. One such example was the creation of the Partido de Accion 

Ciudadana (PAC). Knowing full well that any move by emerging social and 

political forces toward a more egalitarian economic system would require state 

support, Otton Solis, a long time influential PLN deputy, broke away from the 

party and initiated a new one with the support of a number of social movements. 

Solis then ran for presidential office against the two major parties during the 2002 

elections. To everyone’s surprise, during the campaign, Solis was able to 

challenge the PLN-PUSC five-decade duopoly of political power by representing 

those disenchanted with the major political parties and those most affected by the 

new economic policies such as dispossessed peasants and the urban poor. Despite 

being the last to join the electoral race, Solis’ PAC came third in the presidential 

contest and managed to win enough votes to deprive the major parties of a clear 

majority.53

Despite being disqualified in the second round of voting the PAC’s surprising 

performance is worthy of note because it went to the polls with a clearly defined 

left-of-centre platform. The PAC’s political program stressed wealth 

redistribution, radical changes to the taxation system, revision of export-led 

strategies and reversal of privatisation campaigns, policies long discarded from 

the PLN’s social-democratic agenda (Ballestero, 2001: 20; Cordero, 2002: 18). 

Political forecasts predict that the PAC has good prospects for the next 

presidential elections in 2006 (La Nacion, February 4, 2002b: 1). Most 

importantly by challenging the two-party dominance of Costa Rican politics the 

PAC has established itself as a viable radical force in the country’s political 

                                                           
53  In order to win the presidential post, a party must have a clear majority over other 

contestants. If there is no clear majority in the first round of voting then the party with the 
least votes is disqualified in the second round of voting. In Costa Rican electoral history, 
this is the first time the need for a second round of voting has ever occurred (La Nacion, 
February 4, 2002a: 1).  
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landscape with 14 deputies in the 57 seat Legislative Assembly (Ramirez, 

2002: 1). In terms of financial reform, the party has given voice to critics of 

financial deregulation by putting together a number of proposals aimed at 

democratising the Costa Rican financial sector (Business Costa Rica, April 

2001: 7-8). These alternatives vary in content and in form but for the purposes of 

the present study I have classified them as follows: 

• Systemic policies are those that seek to change the ownership structure of 

the current banking system and the wealth-generating capacity of the 

economy with the aim of achieving stability and economic democracy. 

• Regulatory policies include those that aim to decrease the risk that financial 

institutions take when operating in a competitive environment. 

• Organisational policies as the name implies are designed to change the 

organisational structure of the banking sector with the objective of creating 

more accountable financial entities. 

The next section will analyse the three types of policies in more detail. 

6.2 Systemic reforms 

Financial reforms that seek to redress the present state of wealth distribution take 

into account the primacy of ownership and class power. According to their 

proponents these reforms are part of a larger process of transforming relations 

between the current owners of capital and those who have been historically 

dispossessed. Below are but a small sample of these proposals and an evaluation 

of their possible political and economic causes. 
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6.2.1 Nationalisation of the largest private banks 

Economic strategies that include the nationalisation of banks have been applied in 

the past for a variety of reasons. For instance, both Mexico and El Salvador 

nationalised banking in the early 1980s in an attempt to resolve their debt crisis. 

However once the crisis subsided, the sector returned to private hands. It is clear 

that the objective of this type of nationalisation was to socialise private losses so 

that the banks’ owners could avoid market discipline and the risk of losing their 

businesses.  

The type of nationalisation that Costa Rica experienced in 1948, on the other 

hand, represented a genuine attempt to gain control of the economy’s 

‘commanding heights’. This move, however, did not radically alter the socio-

economic relations of the various antagonistic classes in Costa Rican society. As I 

argued in Chapter 3, nationalisation allowed state management of conflicting 

capitalist interests and those of organised labour. In other words, finance 

capitalists ceded some of their power so that the state could assume the role of 

‘class conflict and economic development manager’ immediately after the 1948 

civil war. After 40 years of nationalisation and the transformation of Costa Rica 

from a largely agrarian to a diversified society the state’s role in the economy has 

come into question. According to the deregulation lobby, the introduction of 

private banking makes state ownership of banking redundant and discloses its 

inefficiencies. A rebuttal of these assertions does not dwell on arguments about 

economic efficiency, but rather on the outcomes of policies directed at particular 

sectors of society.  

Any moves then, to nationalise banking without reference to changes in capitalist 

relationships will only lead to the strengthening of the capitalist state and to the 

neglect of working class interests. Moreover, the current legal situation 

disadvantages the state sector by not allowing it to compete with the private sector 

on purely commercial grounds. A radical solution to this dilemma is to nationalise 

the private banking sector, but this is no easy task, either economically or 
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politically. In economical terms it would represent, at least initially, a major fiscal 

hurdle considering the power of private banks in the country. The likelihood that 

the proposal to nationalise private banks will be challenged in the Supreme Court 

over compensation and the issue of impounding private property is very high. 

Similarly, it is highly likely that this policy will be subject to ideological attacks 

based on the argument that state-run entities are less efficient than privately run 

ones.  

Finally any government that introduces nationalisation must also consider the 

possibility of destabilising relations with the United States, and the concomitant 

possibility of economic sanctions, boycott and outright political intervention (both 

covert and overt). Recent history shows that US foreign policy views any attempt 

at Central American pursuit of an independent economic policy as a threat to its 

interests in the region. Local elites usually support US plans because their own 

economic and idelological interests are heavily intertwined with those of the US 

(Kenworthy, 1991: 355; Petras and Morley, 1995: 2; Castaneda, 1993: 334).  

6.2.2 Devolution 

Having one of the most developed cooperative sectors in the region has given rise 

to a number of proposals that are based on this form of collective property. 

According to this proposal the introduction of worker-owned firms may begin 

with some of the currently state-owned banks, followed by private sector banks. 

These entities must represent an intricate web of interests on their boards 

including workers, clients, debtors, and ecological and community organisations 

so that investments become more socially oriented rather than purely driven by 

market forces.  

This might sound radical to those who embrace the Anglo-American company 

model which, in the name of supervisory independence, is inclined to have extra 

directors in the board as long as they have no relationship to the company. 

However, both the Japanese and German models of cross holdings and monitoring 
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challenge the idea that a board of directors must be drawn from ‘independent’ 

sources and opens up the possibility for union, community, client and debtor 

representation within the board (Henwood, 1998: 320; Pollin, 1995: 14). In Costa 

Rica there are local examples of companies that have been run as successful 

businesses for at least four decades on this type of ownership structure. The 

proposal outline here draws its inspiration from these successful cases of 

devolution.54 In any case it is expected that the owners of capital will offer stiff 

opposition to this policy’s aims.  

6.2.3 Reintroduction of capital controls 

With the opening of capital accounts, Costa Rica’s influx of capital has remained 

high, particularly for an economy of its size. According to the Interamerican 

Development Bank’s (IDB) figures, during the 1991-94 period, capital inflows 

reached almost seven per cent of GDP, slightly lower than Mexico’s 7.5 per cent, 

but higher than Argentina’s 4.5 per cent (Gavin et al., 1996: 11). This renders 

Costa Rica vulnerable to capital volatility and requires the implementation of 

controls which countries like Malaysia and Colombia used to avoid highly volatile 

capital inflows occurring in the early 1990s (Reinhart and Reinhart, 1998: 123). 

The controls are based on the Mundel-Fleming model of an open economy and 

offer a choice of any two out of three policy choices: capital mobility, fixed 

exchange rates, and monetary policy autonomy (Dubon, 1997: 22). In determining 

the most appropriate policy combination it is necessary to understand that the 

sudden exit of capital via intrabank flows is what is most detrimental to a host 

economy, and controls within this proposal focus on reducing the speed and 

volume of the outflow. In terms of inflows, controls must be applied to the kinds 

of investments that are made so that speculation is minimised and short-term debt 

from commercial banks is reduced (See Appendix 1 for an illustration of banking 

flows).  

                                                           
54  The two most relevant examples of this type of ownership structure include department 

store ‘La Gloria’ and the aeronautical company ‘COOPESA’. 
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A similar instrument that curtails currency speculation and supports government 

initiatives to control the exchange rate and monetary policy is the Tobin Tax. Its 

progenitor, James Tobin, argues that a 0.5 per cent tax may be imposed on 

international currency transactions. According to him an international body such 

as the IMF can administer the tax, failure to comply with the tax carries sanctions, 

and revenues are directed to social causes. The tax is designed to curb trading that 

takes advantage of minute price differentials in various currencies. This leaves 

those who require foreign currency for productive purposes unaffected because 

their transactions are of a longer duration and less frequent. Even though Tobin 

has argued that this tax will work best if applied by all nations, there is no reason 

why it could not be applied unilaterally (Gamez, 2001: 38; Quiggin, 2001: 31). 

According to this proposal, investment should be monitored to ensure that it does 

not erode human and worker’s rights and undermine environmental regulation as 

is currently the case in the maquila industry (MTPS, 2000). At present, 

governments are locked in a race to offer investors the most incentives at the 

cheapest price. Instead, this proposal contends that Costa Rican authorities must 

find ways of attracting investments that are not likely to become more costly in 

the long run, even if it means reduced employment in the short term (Blanco, 

1994: 73-76). 

Unlike monetary policy choices based on the Mundel-Fleming model, and despite 

Tobin’s optimism that his tax can be applied unilaterally, this policy faces 

opposition from financial interests that realise a large part of their profits from 

speculative activities such as currency trading.    

6.2.4 Wealth appropriation and redistribution through taxation 

Measures that redistribute wealth through increased welfare spending are 

politically and ideologically problematic because the intellectual tide in economic 

and business circles moves against increased public expenditure for social 

programs. In order to minimise the possibility of an electoral backlash, this 
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proposal allows for a concerted effort to educate public opinion about the benefits 

of increased public spending prior to implementing any wealth redistribution 

program. A starting point for taxation practices that emphasises redistribution 

would include the imposition of higher taxation brackets for the upper and 

emerging upper middle class. At present, the Costa Rican taxation system 

comprises both broad taxes such as the Value Added Tax (VAT, set at 13 per 

cent) and progressive taxes that are applied to personal and corporate income. The 

system also taxes property and assets, depending on their value, and applies 

transaction taxes to the sale of vehicles and real estate. Income tax is categorised 

into employment income and self-employment income, with differing scales 

applicable to each. Employment income is not taxed at the lower bracket of the 

income scale, but starts at ten per cent for those who earn more than US $7,500 

per annum and rises to 15 per cent for those with annual incomes of over US 

$11,000 (Petersen, 1997: 115). Self-employment income is also organised 

progressively as shown in Table 6.1 below. 

Table 6.1: Self-employment income taxation rates per annum  
(US $1 = C 250 ) 

0 to 2300 Tax exempt 

2301 to 3400 10 per cent 

3401 to 14,400 15 per cent 

14,401 to 21,600 20 per cent 

Over 21, 600 25 per cent 

Source: Petersen (1997: 115). 

A similar progressive structure applies to small companies, with those earning a 

gross income of up to US $34,800 paying 10 per cent tax, while those grossing up 

to US $70,000 per annum paying 20 per cent, increasing to 30 per cent if a 

company’s income exceeds that amount. Stock corporations, general and limited 

partnerships, professional companies, trusts and foreign branches must pay a flat 

rate of 30 per cent on net profits. Corporations with assets valued at US $120,000 

or more are taxed a 1 per cent asset tax, while real estate is taxed at a rate that 

varies from 0.6 to 1 per cent depending on the value of the property and its 

municipal location (Petersen, 1997: 116).  
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The progressive nature of Costa Rica’s tax structure goes some way in redressing 

the country’s income disparities. In 1995 the central government raised over 

US $10 billion, the equivalent to 15.7 per cent of GDP, through taxation (CMC, 

1996: 128). However, in the same year, the fiscal deficit reached US $2.9 billion, 

a figure that could have been covered by introducing a new tax bracket at the 

upper end of the income scale, along with a tax on wealth, transaction taxes and a 

new inheritance tax. Estimates show that if Costa Rica adopted a wealth taxation 

scheme as expansive as Sweden’s which includes all the taxes mentioned above, 

the state could raise an additional US $2.5 billion per annum (Jimenez, 

1996: 236). 

The introduction of new taxes will invariably face opposition from the capitalist 

classes, and the banking and export sectors. However businesses settle in Costa 

Rica for reasons other than avoiding taxes. Surveys show that business relocation 

to this country is highly dependent on political stability, a strong legal framework 

that protects businesses, the availability of a highly educated workforce and 

closeness to international markets. Some high-tech industries have been lured to 

Costa Rica by the abundance of a well-educated workforce, a stable political 

climate and proximity to large US markets (Business Costa Rica, June 2001: 18). 

This means that the possibility of an exodus of businesses once higher taxes are 

imposed is not certain. 

An alternative to the introduction of a new tax bracket is Blaser’s distribution of 

tax collected from multinational companies. This proposal involves more than one 

government and makes the major metropolitan centres of the world economy 

responsible for collecting and distributing taxes that are imposed on 

multinationals and their subsidiaries (Blaser, 2001: 16).  

The proposal is designed for multinationals with subsidiaries operating in Free 

Trade Zones (FTZ–areas that offer the benefits of paying no tax). Traditionally 

the argument for FTZs is that they provide employment in the country in which 

they operate even though they deprive the government of that country of tax 

revenues. Still companies operating within FTZs, many of which are subsidiaries 
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of North American and European multinationals, pay all of their taxes to the 

governments of the countries where their parent companies are located. For 

example a subsidiary of an American parent in Costa Rica that assembles 

components worth US $100 adds another US $100 of value in the manufacturing 

process. Using these parts, the parent company adds another US $100 of value to 

produce a finished product, which it then exports to the US and sells for US $400. 

The multinational then pays US $35 to the US tax authorities, equivalent to 35 per 

cent corporate tax on its US $100 mark up (Bardack, 2001: 20). The Costa Rican 

government on the other hand does not realise any revenue despite the US $200 

hike in value adding that took place within its borders.  

To make the subsidiary pay tax in its host country the US tax ruling allows a 

parent company to deduct 100 per cent of the amount of income tax paid by its 

subsidiary to a foreign government, as long as the rate of tax paid is no higher 

than that of the U.S. Despite this allowance, multinationals still choose to pay the 

US tax which is higher than Costa Rica’s 30 per cent for corporate profits. Why is 

this so? Our example shows that the multinational pays US $35 to the US based 

on profits of US $100. In practice, however, it is difficult to determine the profits 

of a subsidiary, which does not sell its components in the open market but relies 

instead on intra company trading.  

Under these circumstances, a corporate parent can arbitrarily set a mark up for the 

products it receives from its subsidiary. If this mark up is low or non-existent, the 

subsidiary's host government will be disadvantaged at tax time. Mexico's solution 

to this problem has been to set a nominal profit, on which subsidiaries of foreign 

companies pay a tax, amounting to approximately 6.9 per cent of the subsidiary's 

annual costs. Mexico’s geographical proximity to the U.S. and the degree to 

which U.S. companies depend on Mexico’s 3,500 maquiladoras may make it 

possible for the Mexican government to impose taxes on nominal profits, without 

discouraging foreign investment. It is questionable however whether or not more 

distant host countries such as Costa Rica, whose maquila population barely 

reaches 200 could successfully copy Mexico's example (Blaser, 2001: 17).  
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Blaser’s proposal involves calculating the proportion that a subsidiary's costs are 

of the multinational’s total cost in any year. In the case of a publicly-traded 

company, the subsidiary's host country would then receive the same proportion of 

taxes paid to the parent company's government, as stated in the latter's annual 

report. If the group makes a loss neither the parent nor its subsidiary has to pay 

taxes to any government. In the case of private U.S. companies, which do not 

publish annual reports and have no obligation to tell the subsidiary's host 

government how much tax they pay, the US tax authorities could agree to pay the 

host government the total amount owed by all such private companies with 

subsidiaries in that country (Blaser, 2001: 16).  

If this proposal were adopted, the US government would relinquish a portion of its 

tax revenues to the governments of host countries but could offset this by not 

providing aid to such countries. The US could also charge a fee for the 

administration of such a system but it is certain that it would cost less to the host 

governments than would foregoing tax revenues.  

As is evident from the outset the success of this proposal rests on obtaining the 

cooperation of those governments where multinationals are located. Given the 

need that even metropolitan governments have for tax revenues, it is highly likely 

that these governments will resist proposals that take away their control of 

revenue collection. 

6.2.5 Increasing wealth redistribution programs 

Currently, wealth redistribution programs such as state provision of affordable 

housing and workers’ insurance are constantly threatened by privatisation. A case 

in point is the voluntary pension schemes offered by the state insurance agency 

(INS) in conjunction with two state banks and three private firms. The scheme 

which was created to supplement the universal social security scheme (CCSS) 

offered by the state, is likely to be made mandatory and is aimed at expanding the 

role of private sector provision of pensions (Arroyo, 1997: 24).  
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The privatisation lobby and those in the private banking sector propose a more 

‘efficient’ system such as that deployed in Chile where administration costs of 

private operators represent almost 30 per cent of revenue (Diamond in Henwood, 

1998: 305). Meanwhile, the CCSS has paid old age pensions and workers 

insurance for the last 50 years incurring administrative costs that are equivalent to 

four per cent of total expenditure (Mesa-Lago, 1997: 504). The plan is also aimed 

at privatising the INS, thus breaking the state monopoly on workers’ insurance, 

opening the sector to transnationals that have no interest in contributing to the 

system’s social welfare agenda, and increasing insurance costs for ordinary 

workers (Bermudez, 1997: 12). 

The lobbyists invoke the hackneyed argument that the state should not provide 

services that the private sector offers more efficiently, and add that the system is 

undermined by the use of internationally sourced insurance (Arroyo, 1997: 24). 

These arguments overlook the redistributive features of a state-owned scheme that 

offers affordable insurance to all workers, regardless of income. According to this 

proposal even if we were to concede that the monopoly of the insurance sector 

experiences certain problems, the system’s redistributive features such as 

workers’ insurance must be retained and expanded (Gutierrez, 1998: 33).  

6.2.6 Strengthening community based credit and savings initiatives  

Since 1948, the state has provided the necessary training, economic support 

mechanisms and legal framework to encourage the growth of cooperatives. Long 

before the first Grameen bank was established in Bangladesh, the enabling 

presence of the state was conducive to the development of credit and savings 

cooperatives (CSCs) as alternatives to banks.55 The CSCs have proved extremely 

popular amongst the working classes and the peasantry because they have their 

say in the structure of the cooperative. The role of CSCs has also been significant 

in reducing the demand for loan sharks, thrift shops and hire purchase schemes, 

                                                           
55  The Grameen Bank is a community run credit cooperative. It provides access to credit to 

those who do not normally fulfil the commercial criteria and lack collateral (Schmidheiny 
and Zorraquin, 1996: 113). 
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because they act as community development banks. CSCs such as COOCIQUE 

function as credit unions in peripheral regions, offering credit that is competitive 

with the state banks but without the bureaucratic red tape (Altenburg et al., 

1990: 325).  

However, like the most conventional community development banks, CSCs are 

always in danger of transforming from entities that provide autonomy to their 

members, into entities that become mere product outlets where their members 

have little say and are thus virtually indistinguishable from private banks. As such 

they enter into commercial competition that can affect the members if problems 

are encountered. This was the case with the Cooperative Bank (BANCOOP) 

which, in the late 1980s, started as the sole provider of financial services to the 

cooperative sector. However by the mid-1990s BANCOOP began an aggressive 

expansion strategy to compete with other banks but as a result of increasing debts 

the bank went bankrupt in late 1999 leaving depositors–mostly cooperatives– with 

large losses (La Nacion Digital, 1999c: 1).  

There is also a recent trend within the World Bank and other multilateral financial 

institutions, to regard CSCs and similar civil society initiatives, less as sites of 

self-realisation, and more as substitutes for state-sponsored initiatives like public 

education, health and housing. Calls to strengthen the CSCs with state support aim 

at engaging both the state and civil society in projects that can be controlled by 

the local community and can escape narrow definitions of commercial viability. If 

the state continues to neglect its functions, local communities will require more 

resources than the ones that are presently being allocated to them by the state. If 

anything, as the following example will show, the state is moving toward 

privatising some of the functions that were traditionally under its control.  
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6.2.7 Halting the commodification of the environment 

In its attempts to find ways of privatising environmental protection, the Costa 

Rican government has developed a scheme that market analysts have described as 

revolutionary. The scheme is seen as ‘revolutionary’ in that it commodifies 

something that analysts believed was impossible to commodify. The revolutionary 

instruments are called Certifiable Tradeable Offsets (CTOs)–transferable bonds 

that financial institutions are legally qualified to buy and sell. Each bond 

represents a specific amount of carbon that an issuing government is obliged to 

absorb by means of maintaining a given amount of forest for a specific length of 

time (in the Costa Rican case, 20 years). The bonds are designed to protect the 

forests by giving them a value that can be traded in the market place for the 

purposes of making a profit. The first bonds were introduced in 1997 and have 

been given the approval of the World Bank.  

The scheme however, is still in the experimental phase and few have been 

confident enough to purchase. As of the end of 2002, an international treaty that 

would recognise, regulate and monitor the CTOs, did not come into operation. As 

they stand, CTOs worth million of dollars could be sold by a government or 

individuals without developing appropriate conservation strategies or even more 

disturbingly, without having the required forests. Not only are there no means of 

verifying, without major legal implications, the existence of forests, but the 

carbon absorption capacity of the thousands of tree species present in the forest 

has not been established. According to Liddell and Escofet, studies to confirm this 

data may be lengthy. They cite estimates by a group of Harvard University 

scientists suggesting that more carbon absorption occurs in temperate forests and 

oceans (through algaeic flora) than in rainforests. This means that bonds that rely 

on Costa Rica’s rainforests are not as valuable as other forests within Costa Rica 

and beyond (Liddell and Escofet, 1997: 1, 11). These are purely technical 

problems, however, that may be resolved by identifying ways of regulating CTOs. 

The real problem with market-derived solutions is that they fail to address the 

issue of nature conservation (or any other problem that does not lie within the 
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market realm). CTOs, like any other financial instrument, are subject to supply 

and demand and their value will change accordingly, endangering the very forests 

they supposedly seek to protect.  

At the same time that the state privatises some aspects of environmental 

protection and divests some of its responsibilities to local communities it 

continues to support sectors that are closely associated with powerful elites. The 

best illustration of this is the resilient nature of the export incentives that benefit 

only a small percentage of companies.  

6.2.8 Eliminating government subsidies to large companies 

Calls for the elimination of the increasingly costly CAT export subsidy are 

frequent and with a broad base of support (Sanchez, 1999: 12-13). These subsidy 

certificates go mainly to large-scale foreign enterprises that least need them 

because of their dominance in the market. It can also be argued that this subsidy 

contradicts the very principles of free market economics and is costly to the 

government. According to Clark, in 1989 CAT repayments equalled six per cent 

of the central government budget and seven per cent of central government tax 

income (Clark, 1993: 263).  

Attempts to wind back the CAT program are expected to bring about the 

relocation overseas of many of the industries that now play such an important role 

in providing employment in the NTEA and Free Trade Zone (FTZ) sector. 

Considering that these export industries are attracted mainly by low labour costs 

and are often not overly dependent on domestically produced inputs, the 

motivation and ability of firms to move in response to cost increases can be 

assumed to be relatively high. Industries most likely to relocate are those that are 

attracted to the FTZ scheme and its tax exemptions. This situation however is 

likely to change in late 2003 when WTO rules demand that member governments 

stop offering FTZ incentives to export industries (Business Costa Rica, October 

2001: 22-24). According to this proposal, employment or retraining programs for 
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those laid off by fleeing FTZ companies must be in place to reduce political and 

social impacts. 

The following section will analyse proposals whose main objective is to improve 

the current regulatory regime as it applies to the financial sector. 

6.3 Regulatory and organisational policies 

The kind of reforms within this category make it necessary to review the legal and 

administrative procedures that were followed during the cases of financial 

collapse analysed in Chapter 5. After this review it will become evident that the 

proposals do not take the form of reforms but are in fact critical evaluations that 

point to the strengths and weaknesses of existing prudential controls. 

The collapses referred to in Chapter 5 include that of a large number of private 

financial intermediaries in the period 1987-1989, and the bankruptcy of Costa 

Rica’s oldest bank, the state-owned BAC in 1994. Despite obvious differences in 

the nature of these collapses, there are also several similarities. In both the BAC 

bank collapse and the non-registered non-banking financial entities (NBFIs) crisis, 

appropriate prudential controls were not introduced as financial rules were 

relaxed. Both events were also characterised by incoherent lending practices. 

Moreover, both the BAC and the non-registered NBFIs took advantage of legal 

loopholes to avoid official scrutiny (Contraloria General de la Republica, 

1999: 133).  

These similarities will be discussed to ascertain the effectiveness of current 

preventive regulation that was enacted after each episode. In both cases, the 

expectation of realising profits in a short period of time culminated in the eventual 

collapse of the institutions concerned. However, far from being isolated cases, it 

seems that that the competitive environment in which all institutions operate in 

Costa Rica propels them into high-risk ventures. Without exogenous controls 
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there is no means of determining, until it is too late, when a financial institution is 

in trouble.  

As I argued in Chapter 4 the finance sector is, in fact, moving towards a more 

deregulated environment where financial secrecy, competition without regard to 

prudential controls, and questionable accounting practices are the tools necessary 

for their day-to-day operation. Again, this situation is best illustrated with the 

growth of the offshore sector and the legal inability of SUGEF to check or 

conduct audits on these entities. From these examples, it can be deduced that the 

entire banking system is rendered vulnerable by the inability of the current 

regulatory framework to deter financial intermediaries from taking excessive risks 

and from circumventing prudential controls. In response to these inefficiencies, it 

is necessary to develop at least two types of regulation in the financial system. 

These include: 

• the development of regulatory policies; 

• and the development of organisational policies.  

In Costa Rica, the authorities have focused on the latter and largely ignored the 

former. Industry regulation is important because financial deregulation per se 

does not spontaneously regulate market failure, illicit activities and insolvency. 

This is due to excessive competition, repetition of services, conflicts of interest 

and other problems inherent in capital and credit market operations. The necessity 

to set regulatory policies cannot be underestimated at a time when there is the 

prospect of stiff competition from large foreign-owned banking firms entering the 

Costa Rican market (Business Costa Rica, November 2001: 7). Those that have 

little control over how the banking system operates will inevitably wear the social 

costs of this competition. Below is an evaluation of the legal and prudential 

problems caused by deregulation as it was applied in Costa Rica to cope with the 

cases of financial collapse in the late 1980s and early 1990s. This evaluation is 

accompanied by suggestions for alternative policies as suggested by the critics of 

deregulation and they are divided into regulatory and organisational policies. 
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6.3.1 Regulatory policies 

In current international practice, deregulation is followed by the introduction of a 

number of prudential controls that seek to stabilise the financial system in times of 

change and to avoid excesses such as opportunism and corruption (Gilbert et al., 

2000: 14, 17). Despite the gradual introduction of deregulation in Costa Rica, both 

examples of collapse indicate that appropriate prudential controls were not in 

place. The proliferation of non-registered NBFIs in the early 1980s was the result 

of the Legislative Assembly’s neglect. The 1984 reforms did not update the 1972 

legislation regarding non-registered NBFIs, and the supervisory authority (then 

called AGEB) did not possess the appropriate legal means to sanction those 

entities outside its jurisdiction. Likewise, in the second instance, the 1988 

Modernisation of Banking Law did not provide the AGEF (AGEB’s successor) 

with the required legal mechanisms to sanction entities that did not follow its 

recommendations. This was reflected in the small budget allocated to AGEF and 

its dependence on Central Bank structures for its supervisory operations. The Law 

also relaxed rules over the banks’ commercial operations without instituting any 

corresponding controls on those operations. This is how BAC and other banks 

have been able to expand overseas and use subsidiaries for operations that the 

authorities, from a practical perspective, cannot oversee.  

6.3.1.1 Incoherent lending practices 

In both cases of financial collapse in Costa Rica there was no internal or external 

control over the allocation of credit. In the first event during the 1986-87 period 

the newly established non-registered NBFIs were sometimes used as vehicles to 

capture funds from the public for projects with dubious feasibility, or were used as 

fronts for companies in financial distress (La Nacion, November 15, 1987: 6A).  

In the second event, during the 1993-94 period, credit was concentrated in large 

loans to a limited number of individuals, whose ability to pay was never assessed 

(Wild, 1998: 106-112). The external controls that could have alerted officials to 

some of these anomalies were discarded in 1986 when credit restrictions were 
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lifted and both banks and NBFIs were permitted to set their own interest rates on 

deposits and loans. This means that at present, SUGEF’s quarterly audits are the 

only check on how financial entities disperse credit. As the BAC case proves the 

audit cannot confirm whether or not companies are using complex accounting 

procedures to conceal losses or risk. Critics also point out that the time between 

audits is too long giving investors and depositors the impression that financial 

institutions are healthy for the following three months after the audit has been 

performed.  

6.3.1.2 Legal loopholes to avoid official scrutiny 

This practice was common in both cases and continues today. The abuses carried 

out by non-registered NBFIs were facilitated by a loophole in the 1972 legislation 

that allowed any company to set up as a financial entity as long as it used ‘most of 

its resources for financial intermediation’ (which usually meant more than 50 per 

cent of its capital). The vagueness of the legislation was reinforced by AGEB’s 

inability to sanction offenders, as non-registered NBFIs were not subject to any of 

the auditor’s recommendations. Similarly in the case of BAC, the AGEF, despite 

having more discretionary power than its predecessor (AGEB), was unable to 

apply sanctions at the appropriate juncture. From the time the auditor discovered 

the irregularities it took almost three years for the final official intervention, 

which only came after lengthy correspondence between AGEF and the bank’s 

CEO, the board of directors, the Central Bank’s board of directors and state 

council. To exacerbate matters, in the course of the investigation, the Supreme 

Court ruled out the validity of one article in the 1988 Modernisation Banking Act. 

This article gave AGEF the power of intervention if an entity did not submit the 

appropriate documentation–an act that the Court deemed a violation of the right to 

privacy. The intervention took place before the Court made its final ruling in 

favour of BAC. This means that other financial institutions now have legal 

protection against government intervention, and consequently diminishes the 

supervisory and prudential power of AGEF’s successor, the SUGEF.  
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6.3.1.3 SUGEF’s supervisory and prudential powers 

SUGEF currently oversees the accountability of financial entities and judges, 

within certain parameters, the financial viability of a given entity. The agency has 

the capacity to regulate the make up of financial groups and obliges them to 

provide consolidated financial statements that enlighten auditors as to the 

conditions of the group. In certain cases, SUGEF can also authorise administrative 

intervention of entities in trouble and, if it deems necessary, may request 

receivership and subsequent liquidation of assets. However SUGEF’s 

determination of risks is calculated only on the basis of consolidated financial 

accounts. In other words, it can only revise aggregate data from a financial group 

and cannot obtain specific information from the financial entities that comprise 

that group. This is why offshore entities have had the capacity, thus far, to 

circumvent any form of supervision. To redress this situation the 1995 Central 

Bank Act invests SUGEF with the authority to request information from offshore 

entities. However these entities are not obliged to comply with such requests and 

financial details are protected by privacy legislation. This is of concern because 

there are strong parallels between the situation prior to the collapse of the 

unregistered NBFIs in the late 1980s, and the offshore sector in recent years: 

offshore operations are growing at a tremendous rate and SUGEF cannot 

determine their degree of exposure or risk. This development alone would not be a 

problem if the offshore sector remained small. However, as shown in Chapter 5, 

their operations have grown to the extent that in 1999 the total credit portfolio 

managed by offshore entities was estimated at US $1,350 million while that of the 

onshore sector amounted to US $1,138 million (Quesada, 2001: 19).  

What this analysis suggests is that emphasis on prudential controls fails to identify 

the increasingly sophisticated financial instruments such as those found in 

offshore jurisdictions that are regularly introduced to circumvent regulation in 

onshore banking systems (Griffith-Jones and Papageorgiou, 1996: 59-65). 

Another finding is that SUGEF is still unable to procure financial information 

from offshore entities and cannot penetrate banking secrecy rules that are part of 
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wider privacy legislation (Jimenez, 2002: 1). As a result there are calls to increase 

SUGEF’s powers to go beyond banking privacy laws and to provide it with 

enough regulatory and human resources to scrutinise the risk and test the legality 

of some of these new financial instruments.  

Crucial also is the recognition that identifying trends in the way that financial 

regulation is circumvented is as important as widening such regulation. This point 

will become more evident when examining the occurrence of moral hazard.  

6.3.1.4 Minimising moral hazard 

The 1995 Central Bank Act cited above allows the use of various support 

mechanisms in times of banking crisis. The Act, for example, authorises private 

bank access to rediscount funds in times of difficulty or when single entities are in 

receivership. Similarly, the Act provides state guarantee on deposits held by state 

banks. However, the legislation is very broad and does not provide instruction on 

when the guarantee should apply. There is, for example, no framework to 

determine the level of support the Central Bank is allowed to provide, the 

circumstances under which the funds should be disbursed, and the type of 

financial obligations that the resources should be directed to. This lack of clarity 

in the legislation raises questions as to who is responsible for reimbursing losses 

in case a financial entity goes bankrupt, and who should be paid first? 

Foreknowledge of existing safety nets such as state guarantees on deposits 

induces state-owned banks to engage in risky behaviour. The problem is otherwise 

known as moral hazard. To address this issue, some commentators suggest that 

the creation of a deposit insurance scheme can cover both private and state sectors 

separately, deal with the uncertainties of bankruptcy, and also avoid fiscal deficits 

(Vindas and Duran, 1997: 10-18). This kind of protective regulation is common in 

international practice and is designed to shelter investors and depositors with 

instruments such as the deposit insurance discussed above and lender of last resort 

facilities (Akyuz, 1992: 74). 
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At present the type of state guarantee that BAC depositors enjoyed when that 

institution went bankrupt is simply too diffuse, and is applied at the discretion of 

partisan interests. Moreover, it is argued that this scheme socialises losses because 

the state must compensate depositors of troubled institutions, and compensation is 

recouped in the form of taxes. An explicit deposit insurance system, alternatively, 

will solve most of these problems, excluding those that arise before the entity is 

declared bankrupt. For this, it is necessary to establish procedures that will guide 

and help coordinate authorities when confronted with a variety of crises. The idea 

is to have appropriate responses already in place when audits, financial rescue, 

corrective and insolvency action is required, and to minimise the level of official 

discretion and random outcomes. Calls for the implementation of depositor 

insurance and to minimise moral hazard are widespread which means that this 

kind of proposal is not expected to encounter problems if introduced in the 

Legislative Assembly. 

6.3.1.5 Corrective measures introduced by the government 

The critical tone of the foregoing evaluation would be incomplete without 

mentioning some of the remedial steps taken by the authorities during and after 

the financial collapses detailed earlier. Along with deregulatory measures to 

combat illicit activities and improve the transparency of the financial system to 

reduce systemic risk, legislators introduced a number of prudential regulations 

that range from evaluation and classification of risk to legal intervention by the 

finance supervisory authorities. In 1987, for example, a law regulating the types 

of companies that could participate in selling their stock and shares was 

introduced, followed by legislation in 1988 that gave greater power and autonomy 

to the local financial watchdog. With the consent of the Central Bank, Law 7117 

allowed the financial watchdog (then known as AGEF) the power to intervene, 

without the need for judicial authority, in any banking institution if it breached its 
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rules.56 Even though this ruling was weakened by the 1994 Supreme Court 

decision to limit SUGEF’s power, it still offers some authority to intervene. 

Financial institutions are also required to submit to quarterly evaluations based on 

a number of financial indicators, and are obliged to issue public financial 

statements. The scope of financial institutions covered under the newly introduced 

regulatory regime expanded over the next eight years to include non-banking 

financial institutions such as saving and credit cooperatives (1994) and 

superannuation funds for which a special prudential watchdog was created in 

1995.57 Central Bank Law No. 7558 passed in the same year attempts to mitigate 

some of the shortcomings created by offshore institutions but critics argue that 

prudential controls are still inadequate (Vargas, 2001: 22). The most recent 

legislation established the National Council of Financial Supervision (Consejo 

Nacional de Supervision del Sistema Financiero–CONASSIF).58 In 1997, the 

supervisory and prudential authorities, SUPEN (covering the superannuation 

system), SUGEF (covering banking and non-banking institutions) and SUGEVAL 

(covering the local stock exchange) came under CONASSIF’s jurisdiction. The 

functions of the newly created organisation include the appointment of SUGEF, 

SUPEN and SUGEVAL directors. The CONASSIF also coordinates between the 

three prudential authorities and the Central Bank to avoid legal loopholes that 

astute lawyers create. CONASSIF directors answer to the Central Bank. 

Diagram 6.1 illustrates Costa Rica’s current financial supervisory structure. 

                                                           
56  The former refers to Law No. 7091 of 10 February 1988 (Ley de Oferta Publica de 

Valores). Law No. 7117 of 4 November 1988 is the Financial Modernisation Act (Ley de 
Modernizacion Financiera). 

57  Inclusion of non-banking institutions was allowed under Law No. 7391 (April 27, 1994). 
The Superintendencia de Pensiones-SUPEN was created under Law No. 7253 (July 7, 
1995). 

58  This entity was created under Law No. 7732. 
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Diagram 6.1 
Costa Rican regulatory structure as of June 2000 
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6.3.2 Organisational Policies 

As discussed at the beginning of section 6.3, in terms of financial regulation, the 

Costa Rican authorities have focused on organisational policies; therefore I will 

focus only on those that critics argue have been neglected for some time. 

6.3.2.1 Rationalisation of the number of private financial entities 

As the crisis with the non-registered NBFI’s showed, the Costa Rican financial 

market is small, and it does not have the capacity to support a large number of 

financial intermediaries. In order to avoid an excess of weak private institutions it 

is necessary to ensure that the capital base of private financial intermediaries is 

kept high. At present the minimum working capital required for private financial 

institutions is US $4 million, which by international standards is rather low 

(SUGEF, 2002). Raising this limit will encourage the merger of financial entities 

into groups. This trend, which began with SUGEF’s condition of consolidated 

accounting, has slowed down somewhat after an initial number of important 

mergers in the 1995-2000 period (El Financiero, 2001: 1). Interestingly this 
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process did not result in a reduction in employment for banking sector workers. 

This is because since 1995 there has been a shortage of workers with financial 

skills, and banks have been retaining employees through the merger process. As a 

result the banking sector unions have not opposed the reduction in bank numbers 

(El Financiero, 2001: 1). Some members of the banking community such as 

Banco Interfin general manager, Luis Liberman and Alvaro Saborio, vice-

president of the Salvadorean owned Banco Cuscatlan argue that mergers must 

continue in order to increase the efficient use of financial resources and to avoid 

systemic risk (Business Costa Rica, November 2001: 10).  

From the foregoing it can be said that a general agreement between government, 

civil society and private sector interests has been reached on the issue of 

rationalising the banking sector. The widespread appeal of such policy means that 

its implementation will not encounter many political obstacles. 

6.3.2.2 Establishment of clear accountability procedures at state banks  

Since state banks deal with public funds it is vital that their administrators be held 

accountable in tangible ways to authorities that represent public interests. Costa 

Rican authorities are familiar with state-run enterprises, but their accountability 

procedures are not always explicit. The existence of a large number of 

autonomous institutions, the experiments with the CODESA conglomerate, the 

national carrier LACSA and the state oil refinery RECOPE has given the 

government experience operating state-owned enterprises. This experience 

however, has not always been accompanied by clear accountability procedures 

that determine who is ultimately responsible for functions such as sustaining 

profitability, improving efficiency, and avoiding risk. Nor does it suggest who 

should monitor whether these functions have been effectively carried out. At 

present all state-owned institutions have to submit yearly reports to the state audit 

office (Contraloria de la Republica). The audits, however, are limited to financial 

information and fail to cover some of the criteria mentioned above.  
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A number of proposals aimed at rectifying this situation at state-owned banks and 

other companies under direct control of the state have been made in recent times. 

These include democratising the board of directors at all banks (both private and 

state-owned), establishing a national banking system (SBN) user’s association and 

appointing a banking ombudsman. These proposals will be analysed in more 

detail below.  

6.3.2.3 Democratisation of board appointments at all banks 

Unlike devolution, democratisation of banking entities is aimed at increasing the 

accountability of these institutions rather than altering property relations. Under 

this policy all banks, including the Central Bank will have to change their 

governance structure so that they become more transparent, democratically 

elected and truly representative of sectors dealing with each individual entity. At 

present, all members of the board of directors at state-owned institutions and at 

the Central Bank are appointed by the party in power, are not monitored, and do 

not include ‘outside’ interests. Also the positions only require experience in public 

administration, rather than in banking and finance. This disadvantages state-

owned banks in relation to private banks whose managers and board of directors 

are typically banking professionals. In the private sector the board of directors is 

drawn from those who hold the greatest number of shares–a situation that 

practically excludes workers, clients and other ‘insiders’ such as debtors and 

suppliers (Block, 1990: 199-203).  

Whilst democratising the board of directors at state banks might present some 

political problems, these are relatively simple in comparison to those expected by 

attempting to democratise private sector banks along the lines suggested above. 

As in the case with nationalisation, any move to undermine the power of those 

who control financial interests will be fiercely opposed by the banking elites. As 

such the political energy required to democratise all banking institutions might be 

too great for the expected benefits. The democratisation process might have to 

limit itself initially to changing the make-up of the board of directors at state-

owned institutions   
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6.3.2.4 The establishment of a SBN user’s association and banking 
ombudsman 

Despite the introduction of the Promotion of Competition and Consumer 

Protection Law in 1995, the establishment of bodies to safeguard consumer 

welfare has been limited. At present the only body that consumers can refer to in 

case of wrongdoing or commercial neglect is the National Consumer Commission 

(CNC). This dearth of agencies that protect consumers does not reflect public 

indifference, but rather the lack of government support for the creation of such 

institutions. Observers such as Romero argue that even though the establishment 

of a user’s association is a prerogative of civil society, the state may encourage its 

evolution by providing technical and financial assistance, at least in the primary 

stages (Romero, 2001: 76). The association’s aims should ultimately be defined 

by its membership, but it is envisaged that it will, like others of its kind, defend 

the interests of banking system users, provide information for consumers that is 

free of commercial bias and represent users of the SBN in public fora.  

A banking ombudsman on the other hand, is a state-sponsored entity who is part 

of the judicial system but remains independent of the legislature. The 

ombudsman’s task is the resolution of conflicts between users of the banking 

system and banking entities, and between entities. The ombudsman arbitrates 

minor conflicts of a judicial or administrative nature that would otherwise be too 

expensive to process through normal court channels. Both plaintiff and defendant 

are legally bound by the ombudsman’s judgement. The only agency acting in such 

a role in the country is the International Conciliation and Arbitration Centre 

(CICA). The CICA was created in October 1999 but it has mainly been concerned 

with cases involving multinational companies (Cheves, 2001: 12). 

It is expected that the ombudsman and the SBN User’s Association will regularly 

interface with SUGEF, CNC and other state agencies that regulate the financial 

sector just as CICA does now with those entities that regulate trade. From CICA’s 

precedent, this proposal is likely to be implemented without major problems.  
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6.3.2.5 Reinforcement of development banking 

The state banks’ shift away from development banking the late 1980s and early 

1990s left a vacuum in the provision of funds destined for projects that are 

considered of national economic interest such as investment in infant industries. 

This was partly filled in 1999 by the creation of a development banking office 

within the Banco Nacional (BN), but the office requires expansion and financial 

and administrative independence from the BN (De la Espriela, 2001: 3). 

According to this proposal, expansion must include the following functions: the 

development banking office is expected to become an independent bank and as 

such it should be able to handle state funds such as long term government bonds, 

or funds from other state banks and multilateral aid institutions. A development 

bank of this type is not designed to handle deposits from the public, and would not 

compete with other commercial banks, private or state-owned. The bank will also 

provide venture capital, feasibility studies and technical assistance for new 

development projects and other services that are currently not available from the 

state banks. It should also combine some of the other development and 

community oriented schemes within the BN, such as micro and rural enterprises 

support programs, and should maintain active exchanges with the numerous credit 

and savings cooperatives operating in the country.  

This proposal is more about keeping the development functions that state banks 

have traditionally provided, but which do not compete with state and private 

banks. As such it enjoys widespread support. 

6.3.2.6 The introduction of alternatives to bankruptcy 

Costa Rican legislation does not yet have the provisions for alternatives to 

bankruptcy. Experience in other countries demonstrates that bankruptcy is not 

always the most efficient way of minimising social and economic disruption. 

SUGEF has the power to declare a bank insolvent and begin bankruptcy 

proceedings. The process is almost automatic and difficult to stop unless the bank 

in question can make a legal case against proceedings. This often involves very 
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expensive court battles and a lot of bad publicity that engender deposit runs, 

further exacerbating the financial situation of the troubled bank. 

Other alternatives such as the absorption of assets and assisted mergers with 

competing companies sometimes provide an effective and economical way of 

employing resources that would otherwise be under-utilised.   

6.3.2.7 Branch establishment control  

Given the case of the BAC purchase of overseas branches and their subsequent 

use to siphon off funds, it is clear that any transacting entity that that cannot be 

regulated by a national regulatory framework places the SBN at considerable risk. 

The advice in this policy is to carefully monitor when Costa Rican banks establish 

overseas subsidiaries that lie outside SUGEF’s jurisdiction. In relation to private 

banks, proposals by Redondo go as far as discouraging foreign entities from 

establishing branches in Costa Rica to prevent the establishment of a two-tiered 

banking system (Redondo, 1996: 9-10). Research shows that whilst the first tier is 

made up of local banks, the second tier is commonly made up of international 

banks that focus on the most profitable activities such as lending to large 

corporate customers (Weller, 1998: 1-2). Also with a few exceptions, these banks 

earn higher net interest incomes than their domestic counterparts on the basis of 

providing wholesale rather than retail services. In the Costa Rican case, foreign 

banks earn 23.4 per cent annual return on total assets compared to 12.5 per cent 

for locally owned banks (Claessens et al., 1998: 23). 
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Conclusion 

This chapter has analysed current proposals for economic and financial 

democratisation. From the discussion it is obvious that reforms, which seek to 

democratise banking structures, are both technically coherent and sustainable if 

the criteria for success includes social as well as economic factors. The evaluation 

suggests that the majority of these policies are not only sensitive to the needs of 

those most marginalised by neo-liberal style deregulation but also that there is 

widespread support for them, as shown in the electoral victory of the party that 

has given them voice.  

The analysis commenced with an overview of the current political landscape and 

identified the one institutional source of the current proposals. The prerogative for 

policies such as the ones examined above is the strengthening of voice 

mechanisms within existing ownership structures and the establishment of re-

distributive schemes that seek to curtail the power of the private sector. Other 

policies are more concerned with preserving the wellbeing of the banking system 

itself whilst others focus on consumer and depositor protection.  

The policies were categorised according to the degree of difficulty involved in 

their implementation. Proposals that seek to change the ownership structure such 

as nationalisation and devolution were examined first. Policies that are of an 

operational nature and would, according to their proponents, be easier to 

implement without any necessary changes to the ownership structure of the 

banking system were studied last. The level of support for each of these policies 

gauged from the literature was noted at the end of each section.  

The chapter also discussed the efficacy of current prudential and supervisory 

arrangements. From the experience of recent financial crises, it is clear that these 

arrangements are not appropriate for the level of deregulation that occurred within 

the banking sector. The discussion offered a number of policies that seek to rectify 

those problems and to reinforce changes for democratisation.  
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The process of formulating these alternatives to neo-liberal inspired deregulation 

projects suggests that progressive social forces express their dissatisfaction in 

various ways. The forms of expression range from spontaneous protests and 

demonstrations outlined in earlier chapters to the highly elaborate written 

proposals examined in this chapter. The latter form of expression and the popular 

support it enjoys shows that progressive social forces have a clear understanding 

of capitalist processes and what political trajectory they would rather opt for. 

  

 



 

CONCLUSION 

In Chapter 6, I surveyed a number of proposals that, in one way or another, 

challenged the neo-liberal orthodoxy that informed the project of economic 

deregulation in Costa Rica. In doing so I reviewed some of the problems 

associated with deregulation and the possibilities of strengthening egalitarian 

financial structures. This section offers some concluding remarks that identify the 

broad themes examined in the thesis.  

First, this thesis argued that deregulation increased the likelihood of systemic risk 

because private and state-owned financial entities, competing in a commercial 

environment, were more prone to engage in short-term speculation than in long-

term productive investment. The state responded to this development by 

increasing the powers of prudential agencies and autonomy of the Central Bank. 

However, this failed to reduce financial instability as the financial collapses of the 

late 1980s and early 1990s demonstrated. The thesis presented evidence that state-

owned banks engaged in competitive practices that increased systemic risk and, 

by doing so, jeopardised the social priorities that these were set out to fulfil from 

the time of nationalisation. The evidence suggested that not only was this 

particularly damaging to Costa Rica’s credit rating and overall economy but it 

also discredited state institutions in the eyes of the citizenry.  

Second, the thesis demonstrated that since deregulation began in the early 1980s 

through to the year 2000, Costa Rica shifted from having a financial system that 

was predominantly state-owned (public) and whose institutional arrangements 

were elite-led to one whose ownership was, and continues to be mixed (public and 

private). However if the trend persists I anticipated that it would become a 

predominantly privately-owned system with an equal mixture of elite voice and 

exit institutions, albeit still led by elites. It is instructive to note that the elites in 

the public sector are made of bureaucrats whilst those in the private sector are 

drawn from upper-class wealthy individuals. 
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Furthermore, in moving from state-based banking to private sector-based banking, 

the Costa Rican financial system abandoned most of its egalitarian and democratic 

features and adopted market criteria of efficiency. Table B shows some elements 

of Costa Rica’s banking system occupying a number of categories in Pollin’s 

Matrix. Overall, however, the whole system fits at the intersection of the ‘Mixed’ 

and ‘Elite Voice’ categories. As such the Costa Rican financial system resembles 

that of Mexico and other NICs where banks are major players in the stock market 

and maintain controlling interests in the companies they do business with.  

Table B: The Costa Rican financial system from 1980-2000 according 
to Pollin’s Matrix 

Predominant Ownership Form Predominant 
Financial 
Institutional 
Framework 

Private Mixed Public 

Exit U.S. and UK: stock 
market dominant. 

Costa Rica: emerging stock 
market but state participation is 
dominant. 

--------- 

Elite Voice Japan and Germany are 
still bank dominant but 
recent deregulation has 
moved them closer to the 
Anglo-American model. 

Costa Rica: according to 
ownership structure, the banking 
sector is divided equally into the 
private and state sector. If this 
trend continues the sector will 
resemble that of South Korea and 
Mexico where banks have a 
major participation in stock 
market. 

Former USSR 

Democratic Voice Proposals for 
democratisation of 
company boards. 

PAC proposals for 
democratisation and wealth 
redistribution. 

Mature Savings and 
Credit Cooperatives 
(CSCs). 

After Pollin (1995: 61). 

Third, the historical account showed that, in the last 20 years, neo-liberal style 

economic management replaced Keynesian style management. The roots of Costa 

Rica’s Keynesian style state intervention and welfare state systems grew out of 

Calderon’s response to the great depression of the 1930s. However, Keynesianism 

gained real momentum after the 1948 civil war when the state embarked on a 

program of national development based on CEPAL inspired import substitution 

strategies. This period witnessed the creation of numerous state institutions that 

facilitated the industrialisation of the country and supported the welfare of most of 

its citizens.  
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Despite the diversification of the economy that occurred during this period Costa 

Rica remained dependent on international economic conditions. When the 

international economic order deteriorated in the 1970s Costa Rica’s debt 

obligations became unmanageable, plunging the country into a recession. The 

responses to this crisis included the reduction of the state and deregulation of the 

economy. The ascendancy of neo-liberalism has accompanied and informed these 

responses just as Keynesian policies did to ameliorate the effects of the 1930s 

world-wide depression.  

Furthermore, the thesis found that the difference between these two approaches to 

capitalist crisis is that neo-liberalism ascribes distributive powers to the market 

and places special emphasis on free trade and the rule of money whilst 

Keynesianism ascribes distributive powers to the state and places special 

emphasis on regulation and welfare. Another difference between neo-liberal and 

Keynesian economic policies is that despite the inherent social problems 

connected with the latter, Costa Rica’s experience showed that to a certain extent, 

state-led economic growth was achieved without neglecting the democratic and 

egalitarian elements of the banking system. 

Fourth, affordable access to credit and other banking services are no longer 

universal. The thesis found that the shift from state to private sector control 

greatly decreased access to affordable credit by sectors of the population that 

needed it the most. Despite the growth of private banks and state-owned banks’ 

rhetoric about being accessible to most customers, credit became more difficult to 

obtain because lending policies from these institutions adopted commercial 

criteria and abandoned developmental criteria. This meant that those without 

traditional forms of collateral were not able to borrow money from banks or had 

to pay high interest rates in order to obtain credit.  

The thesis also presented evidence that the deregulation of the banking system and 

the transformation of credit allocation benefited some of those already in positions 

of power prior to deregulation. Despite claims of greater access to 'efficiency 

dividends' by all sectors of the population, the findings showed that these are 



Conclusion 223 

available only to middle to high-income earners. It was found also that increased 

competition provides more product diversity but the categories in which this 

diversity occurred was limited to sophisticated services that were out of the reach 

of most depositors by virtue of price or function of the service.  

Fifth, the thesis showed that the nature of regulatory practices changed during the 

1980s and 1990s from direct to indirect or generalised controls of financial flows. 

The shifts from direct interest rate setting to re-discounting, from monopolising 

bank deposits to requiring reserve amounts and from banking intervention to 

prudential supervision all point to neo-liberal inspired forms of regulation. The 

emphasis of this type of regulation rests on the behaviour of each financial entity 

not on the overall direction of credit, savings and investment. The thesis argued 

that this type of regulation did not prevent a number of important financial 

collapses in the late 1980s and early 1990s. This was caused, in part, by financial 

entities engaging in behaviour that was highly profitable but detrimental to their 

stability. Another reason for the collapses was that the regulatory regime was not 

efficient enough to detect and stop risk-taking behaviour amongst financial 

entities before they engage in it.  

The thesis argued that, in terms of international financial regulation, Costa Rica 

continued to be part of a circuit of countries engaged in activities such as offshore 

banking. Costa Rica become a centre for undeclared money transfers associated 

with tax avoidance and money laundering from criminal activities such as Internet 

gambling and drug trafficking, despite increased financial regulation by 

international agencies.  

Sixth, the thesis presented evidence that financial deregulation exacerbated social 

disparities. The development strategies of the Keynesian welfare state presented a 

number of social problems such as high levels of poverty and uneven income 

distribution that neo-liberalism sought to ameliorate once high levels of growth 

were achieved. After enjoying an average growth rate of five per cent for the 

period 1990-2000, poverty levels remained high and income distribution 

worsened. The findings suggested that the private sector was not willing to 
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distribute the benefits of high growth as promised by reformers. And if over half 

the national savings remain offshore and private spending continues to add to the 

national debt at the 1990s rate, then the prospects for redistribution remain 

discouraging.  

Empty promises aside, the most concerning development in the last 20 years in 

relation to continuing social disparities was the dismantling of state mechanisms 

that marginal social groups were able to access to either smooth the effects of 

social inequality or to help them integrate into the formal economy.  

Seventh, the thesis analysed a number of civil society responses to deregulation. 

The responses were classified as spontaneous and permanent. The thesis found 

that both types of responses sought to challenge the dominant economic order, 

offered alternatives to it and represented wide sections of civil society. However, I 

argued that spontaneous responses were reactive in character, which meant that 

this kind of responses occurred only after a government decision. The more 

permanent responses, on the other hand, were more pro-active, which meant they 

were premeditated and long-lasting or were offered to the government as 

blueprints for reform. 

The thesis argued that these pro-active responses sought to introduce egalitarian 

financial institutions and practices and non-elitist forms of democracy. The thesis 

identified two kinds of pro-active responses: those based on the activities of CSCs 

and those that took the form of proposals and policies for reform of the current 

financial system. These proposals were found to be both coherent and sustainable, 

and judging from the popularity of the political party that engendered most of 

them, were sensitive to the needs of those most marginalised by neo-liberal style 

deregulation.  

Eighth, the manner in which events from 1980 through to 2000 unfolded in Costa 

Rica conforms to a generalised pattern of capitalist restructuring as suggested by 

TROPF theorists. However, the original theory was formulated for the analysis of 

economies in core countries and does not lend itself to the study of peripheral 
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countries whose economies are largely dependent and therefore more likely to 

suffer from external shocks. This is not to say that the TROPF was not applicable 

to Costa Rican capitalism in general. Rather, given the evidence in this thesis, the 

use of the TROPF as the main explanation for financial deregulation would be 

problematic. This is because the fundamental reasons for the 1980s crisis are to be 

found in economies Costa Rica is dependent on. Taking this into account, the 

thesis showed that state responses to the TROPF in core countries were 

transmitted to peripheral countries through the exercise of their hegemonic power 

in global financial markets and geo-political circles. 

Ninth, the manner in which the Costa Rican state handled credit to advance 

national development corresponded to the general observations expressed in the 

credit literature. The thesis showed that since colonial times, the Costa Rican state 

sought to control credit in order to carry out projects it deemed important for the 

development of local capital. The first successful attempt occurred with the 

introduction of coffee in the 1860 when the state sought to facilitate credit for 

local producers with bank loans from the newly established national bank. The 

second successful attempt was in the 1950s when the banks were nationalised and 

the state had near total control of credit in Costa Rica. These cases confirmed 

research carried out in other countries where state intervention in the way credit 

was allocated allowed it to pursue nationally centred development policies. 

However, unlike the experience of many other capitalist countries, Costa Rica’s 

use of credit allocation after 1948 also contained an element of egalitarianism. 

This was most evident in the way that access to credit was facilitated to marginal 

populations in the countryside through the establishment of rural branches and the 

support given to CSCs.   

Overall, this thesis examined the project of financial deregulation as part of a 

larger process of re-deploying state capacities. Despite the neo-liberal rhetoric of 

reducing the size and power of the state, what is evident from the findings, is that 

the state continued to deploy its capacities to meet certain national goals. Whilst 

the Keynesian state capacities supported public-oriented projects, the neo-liberal 

state supported private-oriented ones. Also, in this case, state capacities shifted 
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from supporting nationally centred developmental projects to creating an 

environment that was favourable to global and regional capital. These actions 

show how the state, as a site that represents national capitalist interests, reacts to 

the prospect of capitalist restructuring and negotiates global economic forces. In 

the case of financial deregulation, the Costa Rican state propped up private sector 

banking through a series of policy decisions, investment, legislative changes and 

subsidies as part of a larger project of economic integration and globalisation. 

The case study showed that despite the social and economic problems associated 

with the project of financial deregulation, the state viewed it as a necessary 

component of a major restructuring of the economy. From the state’s perspective, 

restructuring would be beneficial to capitalists in the long-term, as the cases of the 

shift to agrarian capitalism in the 1860s, and the development of the 

interventionist state in the 1950s showed. However, elites within and outside the 

state apparatus controlled the previous projects. It remains to be seen if the 

democratic voices surveyed in this thesis can make a major impact in the way that 

state capacities can be re-deployed again to reflect the needs of the majority and if 

financial egalitarian structures can support that process.   
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COSTA RICAN AND INTERNATIONAL 
FINANCIAL FLOWS 
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Key:  

Inter bank flows………………………………………….   
International bank’s area of activity……………………. 
Intrabank flows….……………………………………….. 

International Bank Headquarters……………………….                IBHQ 

Central Bank………………………………………………                 CB 

Locally-owned local bank, foreign-owned local bank …         LOLB, FOLB 

Transnational banking office…………………………….                 TBO 

Multinational banking office….…………………………..                  MO 

Offshore banking units……………………………………                OBU 
 
Adapted from Sengupta (1988: 50).
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APPENDIX 2 
ACTIVE COSTA RICAN BANKING INSTITUTIONS IN THE PERIOD 1980-2000 

 
Name  Notes

State Banks  
Banco Anglo 
Costarricense 

Founded in 1863 as Costa Rica’s first bank with British capital to help finance the railroad to the city port of Limon which served as a 
gateway for coffee exports. The bank remained in private hands until 1948 and became one of the pillars of the state-owned banks. In 1994 
the bank incurred losses that obliged the government to close it down. 

Banco de Credito Agricola 
de Cartago 

This is the only state bank based in the regional city of Cartago. Despite being the smallest state bank, the BCAC is one of the most efficient 
banks in the SBN. 

Banco de Costa Rica This is the second largest state bank. There are government proposals to privatise this institution. 
Banco Nacional de Costa 
Rica 

Costa Rica’s largest. It was created in the early part of the 20C as the Banco Internacional de Costa Rica. As the first state owned bank it 
was given the exclusive right to issue banknotes. 

Private Banks  
Banca Promerica Established in 1992 as Financiera ‘La Union’ with capital from Nicaragua. In 1995 this non-banking financial institution became a bank.  
Banex S.A. Stands for Banco Agroindustrial y de Exportaciones. Established in 1981 and supported by USAID loans in the early 80s. In 1981, the bank 

used part of the US $10 million borrowed from USAID to purchased shares in a company owned by Samuel Yankelewitz, the then bank’s 
president. Changed name to Banex in 1988 and its capital is from Panama. 

Banco Cathay Costa Rica recognises the Republic of Taiwan over the People’s Republic of China. Banco Cathay was established with Taiwanese capital 
to deal with trade between Costa Rica and Taiwan. 

Banco Bantec S.A. Formerly a non-banking financial institution (Financiera Bantec). Changed status in 1999. 
Banco BCT S.A. Established in 1984. 
Banco BFA S.A. BFA stands for Banco de Fomento Agricola and was established in 1984 with US sponsorship. In March 1997, the Salvadorea- based 

Cuscatlan Group invested US $9 million, becoming a minority shareholder. Board of directors as of June 1998: Ernesto Rohrmoser, 
president, Ronald Peters, vice-president, Alvaro Saborio, secretary (also managing director of BFA’s offshore operations and Rodolfo 
Montealegre, treasurer. Executives: Jorge Quesada, Eduardo Lizano, Carlos Gonzales and Rodrigue Uribe who presides Corporacion Mas 
X Menos. 

Banco C.Q. S.A.  This bank became part of the Bantec group in 1999. 
Banco Continental S.A. Merged with Banex in early 1998. 

228 



Appendix 2 229 

Banco de COFISA  Stands for Corporacion de Financiamiento Industrial. Originally set up as a non-banking financial institution with USAID sponsorship in 1963. 
A second loan was given by USAID in 1968 but the institution went almost bankrupt in the early 80s had USAID not offered a rescue loan of 
US $10 million in 1982. Managing director: William Phellps (ex director of USAID’s development projects, contravened conflict of interest by 
taking up the position at Cofisa). Merged with BFA in 1988. 

Banco de Santander S.A. This private institution was not nationalised in 1949 because it did not take deposits from the public. The bank went bankrupt in 1987. 
Banco de San Jose S.A. Established in 1984 with capital from Nicaragua. 
Banco de la Industria S.A. Established in 1982.   
Banco de la Construccion Established in 1982. 
Banco del Comercio S.A. Merged with Banco Fincomer to become Bancomer in 1998.  
Banco del Pacifico S.A. Merged with Financiera Aval in mid 1997. This bank is part of a regional network of banks based in Nicaragua. The offshore affiliate is the 

Pacific Industrial Bank based in the Cayman Islands. 
Banco ELCA S.A. Changed its name from Banco de la Industria in early January 1997. Its CEO is Hernan Gonzalez and the bank belongs to a Guatemala 

group of financial companies. 
Banco Finadesa S.A. Established in 1989. It has an offshore affiliate in Panama called the U.P. Bank and Trust Limited. 
Banco Fincomer S.A. Merged with Banco de Comercio in 1998.  
Banco Germano 
Centroamericano S.A. 

Established in 1987 and bankrupted in 1992. 

Banco Improsa S.A. Began operating in June 1986 as Financiera Improsa. The bank belongs to the Improsa group of companies that include: Improsa Capitales, 
Improseguros (an insurance company), Arrendadora Improsa (a leasing company) and Gibraltar (a fund management company). 

Banco Interfin S.A. This bank benefited in the early 80s from USAID’s Program of Economic Rehabilitation (or Programa de Estabilizacion y Recuperacion 
Economica). At the same time it was the first finance company to receive a commercial bank charter. Managing Director: Luis Liberman 

Banco Mercantil Established in 1987 but merged with the Canada-based Scotiabank in 1996. 
Banco Lyon S.A. In 1948, it was one of the four private banks in the country but escaped nationalisation because it dealt mainly with international trade and 

did not take deposits. Merged with Banco del Istmo in 1990. 
Banco Metropolitano S.A. Established in 1984. 
Banco Weden 
Internacional 

Established in 1982, went out of business in 1987. 

Banco Cuscatlan Established in 1997 after a buy-out of BFA with Salvadorean capital. 
BANCENTRO Established in 1990 as Banco de Credito Centroamericano S.A. even though it has been operating as a non-banking financial entity since 

1985. This bank belongs to the Nicaraguan based LAFISE financial group.  
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Banco del Istmo (Costa 
Rica) S.A. 

Subsidiary of Banistmo of Panama. Banistmo is Central America’s largest private bank with assets valued at US $3,600 million. 

BanCrecen S.A. Subsidiary of Bancrecer S.A. of Mexico 
Bank of America S.A. In operation since the late 1960s. The bank left the country in 1985. 
BICSA  
 

BICSA stands for Banco Internacional de Costa Rica S.A. based in Panama. Established in 1975, BICSA was created by the Costa Rican 
government to support trade in Central America but now it is regarded as an offshore entity. The three state banks own it but plans are 
under way to sell it. It expanded to Miami in 1983, San Jose in 1987 and Los Angeles in 1990. The state banks handle their trade finance 
through BICSA, which also serves as a correspondent for other banks in the area.  

Citibank (Costa Rica) S.A. Began with a representative office of the US parent in 1968 but only became a bank in 1995. However it remains a corporate, not a 
consumer bank. 

CPI  The Corporacion Privada de Inversiones de Centroamerica is Costa Rica’s only merchant bank, established in 1984, with US sponsorship. 
The US remains largest source of credit and investor but Britain’s Commonwealth Development Corporation and its German counterpart 
(DEG) have also acquired shareholdings and provided lines of credit. 

Scotiabank de Costa Rica 
S.A. 

Scotiabank bought 80 per cent of shares of the holding company of Banco Mercantil in early February 1996. 

Cooperative Banks  
Bancoop Banco Cooperativo Costarricense R.L. Declared bankrupt in 1999, Creditors recouped 60 per cent of their investment.  
Banco Cooperativo de 
Alajuela S.A. 

Established in 1985, went bankrupt in 1987. 

Banco Costarricense de la 
Cooperatividad S.A. 

Established in 1984 as the first bank owned by cooperatives. Changed name to Banco Cooperativo Costarricence. 

Banco Federado R.L. This bank covered various cooperative federations. Declared bankrupt in 1999. Creditors recouped 55 per cent of their investment. 
Banco Solidarista 
Costarricence S.A. 

This bank belongs to the ‘solidarista’ organisations. Solidarista organisations were established by the private sector to replace worker unions 
in key industries. 

 
Compiled by the author from various sources including: Sojo (1992: 28); SUGEF (1997: 23); SUGEF (1998); Euromoney Supplements (1990: 24); Caribbean 
Update (1996); Delgado (1999: 2); Business Costa Rica (2001: 6-10).  
 



 

APPENDIX 3 
THE PROJECT OF FINANCIAL DEREGULATION IN COSTA RICA: KEY 
EVENTS (1980-2000) 

Date  Events
1970 No reserve periods introduced by the Central Bank (BCCR). 
1975 Deposit rates increased to 20 per cent. 
1979 End of fixed currency exchange mechanism and floating exchange rate introduced. 
1980 Costa Rica suffers a major economic slump. Debt crisis ensues but Carazo administration refuses IMF assistance. 
1981 Monetary authorities impose tariff barriers to discourage imports. The economy experiences an inflation rate of 90 per cent. 
1982 USAID provided over US $60 million in incentives to encourage financial reforms that allowed private banks access to favourable interest rates similar to 

those offered by the Central Banks to state-owned banks. 
1983 New private banks allowed to operate in Costa Rica. Under USAID’s economic recuperation and stabilisation program private banks had received  

US $60 million by the end of 1987 for non-traditional export financing.  
USAID’s funding of these activities in effect subsidised local private banking interests when funding disbursements were channelled through local sources. 

1984 Elimination of state financial intermediaries when receiving foreign sourced credits for private banks (supported by USAID-US $60 million).  
End of floating exchange rate. Introduction of the ‘crawling peg’ exchange rate mechanism.  
The BCCR shifts from direct to indirect interest rate setting. 

1985 The IMF and the Monge Administration negotiate the first structural adjustment program (SAP I). 
1986 PLN candidate, Arias Sanchez elected president.  

Local banks begin experimenting with offshore facilities in the Caribbean and Panama.  
1987 The financial sector experiences an unprecedented number of collapses amongst non-registered non-banking financial institutions. 
1988 Introduction of legislation eliminating state monopoly on deposits from the public (Supported by the IMF as part of SAP II – US $100 million). 

Modernisation of Banking Law passed giving more autonomy to the local financial watchdog. 
1989 The CAT export subsidy reaches six per cent of the central government budget and seven per cent of the central government tax revenue. 
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1990 SAP II suspended after government fails to curb inflation and spiralling expenditure. 
1991 SAP funds continue after government signs new agreement with the new Calderon Administration.  
1992 Reduction of legal reserve requirements for private banks from 25 per cent to 17 per cent. 

Exchange rate shift to a floating rate mechanism. 
1993 The number of mergers between financial institutions grows.  
1994 BAC collapses after reported losses of US $100 million. 

BCCR acquires ‘autonomy’. 
1995 Central Bank Act passed. The Act prompted the creation of supervisory bodies to control the behaviour of financial institutions operating in Costa Rica.  

The IMF and the Calderon Administration negotiate SAP III.  
1996 BCCR stops setting interest rates or dollar-denominated deposits. 

USAID abandons Costa Rica mission. 
1997 Foreign banks allowed the establishment of branches. Before this ruling only representative offices were allowed to operate in the country. 
1998 Sport betting agencies begin operating, putting Costa Rica on the Internet gambling map. 
1999 Moves to privatise state banks do not succeed in the Legislative Assembly. 

An office of the International Conciliation and Arbitration Centre opens in Costa Rica. 
Development banking office established within the Banco Nacional.  

2000 Costa Rica is classified as a tax haven and a major centre for money-laundering by the Mexican and French parliaments, the G-7 and the United Nations. 
 

Compiled by the author from various sources including Lara (1995); CMC (1995a, 1995b, 1992, 1988, 1983, 1976, 1973); Estado de la Nacion 
(1995, 1996, 1997, 1998, 1999, 2000). 
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