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The Mis-Ferception of Price and Credit
Policy in Developing Country Agriculture: The Case of Costa Rica

By
Donald W. Larson and Robert C. Vogel

ABSTRACT
The impact of price and credit policies on agricultural production
in Costa Rica {s examined. Declining relative prices and an overvalued
exchange rate have contributed to the stagnation of farm production.
Low interest loans have not promoted agricultural production but have

rather reduced the flow of bank credit to apriculture.



Biographical Data

Donald W. Larson - professor, Pepartment of Agricultural Economics
and Rural Socicvlogy, The Ohio State Urniversitvy.,
B.S. South hakota State Universicy
M.S. - Michizan State University
P.D. - Michivon State Unfversity

Robert C. Vouo!l = Professor of Feonomics, University of Miami and Visiting
Profossor of Avriculiural Feonomics, The Ohio State University.
B.A. = Amberst Collese
M.S. - Stanford Universitv
Ph.?, - Stanford University



The Mis-Perception of Price and Credit
Policy in Develsping Country Agriculture: The Case of Costa Rica

I. Introduction

Developing countries are frequently perplexed by the failure of seem-
inglv high farm prices and subsidized interest rates to promote agricul tural
output. The stagnation of Cesta Rican agriculture in the later part of the
1970s is an excellenu example of this problem. A leadin: Costa Rican ccono-
mist, Eduardo Lizano, has documented this stapgnation in his recent book,

Agricultura v Desarrollo Economice, which shows that the growth rate of value

added in apricultur fafled to average even 1 percent annually in the 1973-77
period while the growth rate of gross domestic product (GDP) averaged more
than 5 percent per vear over the same period. An important characteristic

of this stagnatien, as Lizanc points out, is that it is not concentrated in

one or two products bul rather tends to be spread throughour the agricul tural

sector. In his search fors possible causes of this stagnation, Lizano exam-
ines and then dismisses prices nd markets, and he also 7finds no causal rela-
tionship between agrlcultural production and bank credit.

The purpese of the present paper is to examine the impact of price, ex-
change vate and credit policies an the aggrevate performance or Costa Rjican
agriculture during the 1970s. Tt will .= argued that Costa Rica, not unlike

many other developing countries, has pursued price, exchange rate and credit

policies that adversely affect the performance of the agricultural sector.



Agricultural price policy in develsping countries often tends to emphasize
the level of nominal prices rather than real prices, and this becomes par-
ticularly serious in ar inflarionary setting where nominal rrices are af-
justed with 1 lag. Moreover, domestic prices are rarelvy compared to inter-
nztional prices, and when such comparisons are made the appropriatencess of
the exchange rate is seldom considered. Government credit policics for the
agricultural sector typically focus o preferential low Interest rates and
fail to recognize that credit is fungible and cannot casily be tied to par-
ticular activities, Moreover, in an inflationary settine such interest rate
policies discourage banks from maintaining the real volume of agricultural
lending while providing substantial income transfers to a relativelv few credit
recipilents.

The following section examines the output performance during the 1970s of

-

twelve of Costa Rica's principle agricultural products (rice, corn, beans,
sorghum, coffee, bananas, cocoa, sugarcane, beef, milk, hogs and broilers) in
relation to their real (deflated) prices. The next section compares the
prices of these products to their international prices, that is, their prices
in the United States. The next to the last scction exe ines the effects of
low interest rate bank loans on agricultural output and the relationship of
output to the real volume of bank credit. The final section summarizes the
main conclusions of the analysis, and especially the implications for govern-
ment price and credit policies.
I1. Production and Keal Domestic Prices

Two government institutions play a major role 1in determining prices in
the agricultural scctor. The Consejo Nacional de Produccion (CNP) guarantees

minimum purchase prices to farmers for basic grains (rice, sorghum, corn and



beans) and has monopoly control over imports and exports of these crops as
well as livestock products. The Ministerio de Economia, Industria v Commercio
(MEIC) has an iwmportant role in controling the retail and wholesale prices of
ftood products and in coordinating its price control policy with the CNP's
price support policv,

A level of prices high enough to stimulate production while guaranteecing
consumers an abundant, low-cost supply of food 1s usually a focus of contro-
versy for institutions that have price control responsibility such as the
CNP and MEIC. Price setting Is oven more complex in an inflationary economy
where the level of nominal prices mav be quite different from "real prices,
that is, nominal prices adjusted for inflation bv some deflator such as that
for Gross Domestic Product (GDP). Althouch the attention of policvmakers is
often focused on nominal prices, these prices are useless as indicators of
price incentives in an inflationary cconomv where a high nominal price mavy,
affer a time without adjustment, hecome a low real price that ne longser
provides any incentive to increase production,

Nominal prices of all twelve agricultural products examined in the pres-
ent study increased significantly during the 1979s, and this mav have led
policymakers to helieve that farm prices were adequate.  However, when these
same nominal prices arce adjusted for inflation 1t becomes clear that loy real
farm prices mav be an important cause of the stagnation of Costa Rican agri-
culture. Onlv three of the twelve products (coffee, cocoa and serzhum) had
higher deflated farm prices at the end of the decade than at the beginning.
For the other nine products, the deflated farm price was not only lower at
the end of the decade but also substantially below deflated farm prices In

the mid-1970s.



Declining real farm prices in the 19704 appear to have contributed to
the stagnation of production for eight of the twelve products studied. Corn,
bean, hog and poult v production have all stagnated as their deflated farm
prices have decline| during the 1970s. Goviernment price policies, accom-
panied by the exchange rate policies to be discussed in the next scction,
appear to be a major cause of the stagnation in bee”, milt, banana and sugar
producticn. Total slaughter of beef cattle increased onlyv 1 percent annually
as the deflated farnm price decreased bv almost 25 percent frem the earlv to
late 1970s. Milk production also Increased at a 1 percent annual rate in
the late 1970s as tne deflated farm price decreased to a level below that of
the earlv 1970s. F.nana production has stagnated at about 1.1 million metric
tons annually as the deflated farm price declined by about 22 percent from
the mid to the lat. 1970s. Sugar production has not kept pace with domestic
demand so that sue exports have declined from over hal® of production to
about 35 percent o: production in the late 108705,

Coffee and cocon experienced increasing real prices during the 1970s
and achieved satisfactory rates of increase in production. Sorghum produc-
tion increased at an average annual rate of 30 percent in response to increas-
ing real farm prices until 1977, but since then prices and production have
declined. Although deflated rico prices have fallen bv about 20 percent dur-
ing the 1970s, production has increased at an annual rate of 8§ percent,
partly due to the introduction of highcr vielding varieties and a shift in
rice production toward arcas with a more favorable distribution of rainfall,
A second factor contributing to increased rice produvction has heen the intro-

duction of a highly subsidized crop insurance scheme (premiums pail were



equal to only about 20 percent of damages paid) primarily benefiting large
rice producers (Varjas).

I1I. Internatvional Price Comparisons

When the prices of apricultural products in Costa Rica are compared with
the prizes ol these same products in other countrics, and these comparisons
are made at the ofricfal exchange rate for the Costa Rican colon, Costa Rica
appears to be noncoupetitive in the production of manv agricultural products.
However, using the official Costa Rican exchange rate for such comparisons is
inappropriate and misleading. Using the official exchange rate is not only
likely to mislead govermment officials in sectting price policies for the agri-
cultural sector, but also directly affects agricultural output through incen-
tives for producere. If, as is the case In Costa Rica, the official exchange
rate is overvalucd, then revenues received In domestic currency for export
sales are accordingly reduced, so that the incentives for producers to export,
or even to produce those products which might be exported, are reduced.

There are two separate reasons for arpuing that the Costa Rican colon is
overvalued, and ecach of these must be taken into account independently in ar-
riving at an estimatc of the exchange rate that should be used in makine inter-
national price comparisons. The first reason is base on traditional purchas-
ing power parity arpuments (Ofticer). In mid-1974 Costa lica of ffcially de-
valued by unifving fts multiple exchange rates at the hipher free market rate
of 8.57 colones per U.S. dollar, and this fixed official rate was maintained
throughout the rest of the 1970s. TFrom mid-1974 to mid-1979 the Costa Rican
wholesale price index increased bv 81 percent, while the wholesale price in-
dex in the United States, Costa Rica's major trading partner, increased by

47 percent. Assuming that the official exchanpge rate adopted in mid-1974 was



an equilibrium rate at that time and using the relative changes in wholesale
prices in Costa Rica and the United States implies that the Costa Rican colon
was overvalued by 23 percent as of mid-1979. It can further be argued that
the m1d-1974 devaluation was insufficient to remove completelv the overvalua-
tion of the colon cven at that time, as the large deficit in Costa Rica's
balance of trade persisted after 1974,

To this estimate of the overvaluation of the offical exchange rate must
be added an cstimate of the overvaluation due to the structure of protection.
It is now widely recognized that the protection of Import-competing activi-
ties through tarififs and other trade barriers implies neszative protection for
export activities, in part because the domestic currency is valucd higher
vis-a-vis foreipn currencies than it otherwise would be.L/ Tariffs and other
barriers against {mports reduce the demand for foreign exchange and thereby
raise the value of the domestic currenav.  Fstimates of overvaluation due to
the structure of protection are based on comparing the existing exchange rate
with estimates of what the exchange rate would be under a regime of free trade.
This depends, 1n turn, on estimates of the clasticities of demand for imports
and of supply and demand for exports together with the rate of tax (or subsidy)
on exports and the rate of nominal protection for Imports (including both
tariffs and other trade barriers) (Bacha and Tavlor). Estimates for Costa Rica
based on data for 1978 vield an overvaluation due to protection of slightly

2
more than 20 percent.=
When the official exchange rate is used to compare farm level prices in

Costa Rica with thaen In thae lndtad Crakae  men ;me A€ come bt o



rate is taken into account. As shown in Table 1, the ratio of Costa Rican
farm level prices to U.S. farm level prices at the official exchange rate sug-
pests that Costa Rica is more efficiont than the United States only for beef
among the eight commedities examined.l/ However, when a 40 percent overvalua-
tion of the official exchange rate is taken into account (which 1s quite con-
servative given the foregoing estimates) Costa Rica is more efficient in five
of the elght commodities: rice, milk, pork, and possibly beans, as well as
beef. Such a dramatic change in the competitive position for these products
indicates clear]v that an overvalued exchange rate can introduce serious dis-
tortions in government price policies and can eliminate price incentives for

producers of actua! or potential exports.

Table 1. Comparison of Farm Prices in Costa Rica and the U.S. for 1978-79
at the Ofticial Exchange Rate and Adjusted for a 40 Percent Over-
Valuation of the Costa Rican Colon

Ratlo of Costa Rican Prices to U.S. Farm Prices
Commodity Official Exchange Rate Exchange Rate Adjusted 40 Percent

(8.57 Colones per U.S. §) (12.00 Colones per U.S. §)

Rough Rice 1.24 0.88
Corn 2.39 1.71
Sorghum 2.10 1.50
Dry Edible Beans C1.32 0.99
Beef 0.72 0.51
Milk 1.19 0.85
Hogs 1.14 0.82
Broilers 1.73 1.23

Source: Banco Central de Costa Rica and U.S. Department of Agriculture.



IV. Agricultural Credit

Commercial banks have long been the predominant source of agricultural cre-
dit in Costa Rica, accounting for two-thirds to three-quarters of agricultural
lending, with most f the rest spread among a varicey of Informal sources such
as monevlenders and friends and relatives Vogel and Gonzalez-Vewsa).  The Costa
Rican bankin: syston consists of a Central Bank and four commercial banks, all
of which ar¢ owned Iy the government of Costa Rica, but which operate.with
some automony, espocially the commercial banks.  The most important attributes
of hank agriculturil lending in Costa Rica are the low interest rates set by
the Central Bank and the limits (both minimum and maximu:) that the Central
Bank sets on the amount of credit to be made available for different activities.

Throughout mo-.t of the 1970s, intevest rates on bank agricultural loans
have been sct betw 'n 8 and 11 percent, with the lowest rates on loans for
small farmers and ! or certain preferred activities such as planting basic
grains and cilseeds. The main argument for these low interest rates, which
have even been below the rate of inflation in Costa Rica during several vears
of the 1970s, is that thev improve the distribution of income and promote agri-
cultural productior in the face of other distortions that place the agricul-
tural sector, and especially small farmers, at a disadvantage (Lizano). How-
ever, bank agricultural loans have bheen found to be highly concentrated in
large loans to relatively wealthy farmers, a pattern unlikely to {mprove the
distribution of income (Vogel). Moreover, as argued below, the ability of
lew irterest rate loans to promote apricultural production {s equallv unclear.

Given the impact of the government's price policies on agricultural pro-

duction, there 1s little Indication that bank credlt at low lnterest rates has



eff -tively complemented these price policies or offset any distortions that
may have been Induced. Recent studies of rural financial markets that em-
phasize the fuugibility of credit help to explain why this is so (Von Pischke
and Adams). Becausc credit is fungible, preferential low Intercst rates for
the agricultural sector will fail to redirect resources toward favored activ-
ities in the agriculturai sector. Preforentlal low interest rates do not
change the prices paid by farmers for inputs or received for ocutput or the
technologies available to them, and hence the relative profitability of agri-
cultural and non-acricultural activities as well as different activities with-
in the agricultural sector is left unchanged.

Since credit provides general command over resources, 1t cannot readily
be tied to the production of particular goods. Diversion of loans to other
than the prescribed uscs by farmers has been found to be widespread whenever

. 4/ o
audits of credit use have been carried out.-~  Even diligent and costlyv pro-
grams of credit supervision bave failed to ¢liminate diversion and, in any
case, ave based on the dubious assumption that supervisors know better than
farmers what farmers should be producing and how they should be producing it.
More subtle and pervasive than outripht diversion is the case in which the
farmer presents the lender with his most attracrive undertaking, one which
would be carried out even if a loan were not received, and then uses the addi-
tional resources obtaincd with the loan for some unspecified activitv, Such
behavior is especiallv likely for relativelv wealthy farmers who, as mentioned
above, obtain the lion's share of bank agricultural credit in Costa Rica and
often have economic activities outside the agricultural sector.

The belief that preferential low interest rates on bhank agricultural loans

can promote agricultural production has also diverted attention from the more



important fact that bhank credit for agriculture has been declining in real
terms durin; most of trhe 1970s. Measured in nominal terms, banl credit dis-
bursed for the agricultural sector has increased in almost every year during
the 1970s, but when these figures are corrsected for inflation a very differ-
ent picture emerges. For 1977, 1978 and 1979 the real value of new loans to
the agricultural scctor averaged less than 90 percent of what it had been in
1971 and less than 80 percent of the peak reached in 1974. TFor only three of
the twelve agricultural products considered in this study (beef cattle, sor-
ghum and cocoa) was the real volume of bank credit rreater at the end of the
decade than it had been in earlier vears. Mornmver, the share of bank credit
going to the agricultural sector had fallen from almost 50 percent at the begin-
ning of the 1970s te less than 40 percent by the scecond half of the decade.

The reduction in bank credit for tne apriculiural sector mav in part re-
flect a decrease In the demand for credit due te the adverse trends in apri-
cultural prices after inflation 1s taken into account. However, the substan-
tial subsidv implicit in low Iinterest bank loans for agriculture ard the fact
that credit is fungible make it difficult to belfove that a lack of profitable
opportunities in the agricultural sector would deter barrowing. A more reason-
able explanation is a reduction in the supply of bank credit for the agricul-
tural sector, in spite of the upper and lower limits that the Central Bank sets
on lending for differeat activites. A partial financinl re‘orm that was
initiated in Costa Rica in mid-1978 raised most interest rates substantiallvy
but left many bank lending rates for apriculture largely unchunged. This new
interest rate structure has made it unprofitable, if not impessible, for even
government-owned banks to provide more credit to the agricultural scctor, so
that vestricted access to bank credit is likely to continue to plaguce Costa

Rican agriculture.



V. Conclusions

Costa Ritan avricultural production has terded to stagnate during the
1970s, especially Jdaring the second half of the decade. Adverse government
price policies for the agrlicultural sector have contributed substantially to
this stagnation. Arthough the prices of most agricultnral products have rizen
in ﬁoninal terms duving the 1970s, deflating to resd prices reveals much lowver
prices for most apricultural products at the end of the decade than in carlier
years. Government price policies for the agricultural sector have either ip-
nored the reality of inflation or have atterpted to combat inflation through
agricultural price controls, and these have bcén costly policies in terms of
agricultural output foregone.

The government may also have been misled bv making inappropriate inter-
national price comparisons based on the official exchange rate, comparisons
which suggest that Costa Rica is an inefficient and noncompetitive producer
for many of its main agricultural products. When the official exchanpe rate
Is adjusted for an overvaluation of at least 40 percent. Costa Ricsn produ-
cers are shown to be cfficient and competitive in a variety of agricultural
products that arec not currently being exported or are even being imported.
Thus, Costa Rica ic not only foregoing agricultural output but is also wast-
ing foreign exchanege at a time of larze balance of pavinents deficits. More-
over, government credit policies emphasizing low interest rates on bank agri-
cultural loans have done little or nothing to offset the effects of adverse
price policies. The main result of such government credit policies has been
to reduce the flow of bank credit to the agricultural sector in real terms,

therchy complement ng government pricc policies in their discrimination

agalnst the agr’cultural sector.



Foctnotes

1/

Sea Balasca and Associates (1971) for a full discussion of effective pro-
tection and for estimates of effective protection for several developing
countries including Brazil and Chile,

2/

~"The estimate of 5 20 percent overvaluation in Costa Rica due to protection
aprrars quite modest compared to the estimates of Ralassa and Associates
of 27 percent for Brazil and 68 perecent for Chile as of the mid-1960s,

3/ - _ ; o -
= The four commoditios cxeluded are Costa Rica's rraditional exports: coffee,
sugar, bananas and co-oa.

4/ Coo . ) .
— Few ci these stuties have beon published beczuse thev are tvpically carried
out on o coniidentfal basis by international Tending institutions,
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