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SUPPLEMENTARY FINANCE: CONSIDERATION OF IMPORT PRICES

L The UNCTAD resolution suggested that 'adverse effects from
significant rises in import prices' would be one of the relevant economic
circumstances to be examined. The Bank Staff Study recognized that,
ideally, export shortfalls should be calculated in real terms; that this
could be done by concentrating attention on unforeseen deviations in the
international purchasing power of exports. The Study points out, however,
it may not be practicable in many cases to measure changes in import prices
within a reasonable margin of error. In estimating the likely scale of
operations under the Scheme, it was noted that consideration of import
prices would probably make little difference.
&5 The question of import prices came up for general discussion
at both the meeting of the Committee on Invisibles in April 1966 and the
first session of the Intergovernmental Expert Group in October 1966. The
principal questions emerging out of these discussions can be summarized
as follows:
(a) Is it possible to obtain an estimate of the additional cost that
might be incurred by the proposed Scheme if provision were made
to take adverse movements in import prices into account in the
administration of the Scheme.
(b) In what way could a provision that movements in import prices be
taken into account in determining the amount of aid that the
Scheme should make available to a given country be administered.
(c) What is the availability and character of existing import price
indexes for the developing countries and what are the solutions

to the statistical problems that these may present.
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3. The crucial question is whether import price indexes constitute
a sufficiently accurate measure of price movements to warrant their use

in any mechanism for adjusting transactions under the Scheme. A survey of
the results of recent research by the Bank staff on the subject of both
export and import price indexes indicates that existing indexes are used
widely as a useful tool for analyzing general world trade problems. Any
conclusions derived from such use, however, are subject to qualification
regarding the weaknesses and limitations of the indexes; the availatle
indexes leave much to be desired, particularly if an attempt is to be made
to use them for critical measurements.

. The principal problem lies in the inherent difficulty of devising
a true indicator of price movements for a group of manufactured products,
particularly capital goods, i.e. a statistical measure whose movements
would reflect only changes in price and not also other changes, such as
the utility or efficiency of the individual products or changes in the
composition of the group. This problem still remains to be solved.

5e For a developing country the composition of imports, and particu-
larly manufactured goods, can change rapidly. In Brazil, for example, the
share of transport equipment (in terms of value) varied between L5% and
13% of total imports of manufactures in the period 1959-1963, and within
the transport category, the share of motor vehicles dropped from L9% in
1959 to a negligible proportion in 1963 while the share of airplanes rose
from 10% to 38%. Such shifts in composition cause price indexes to give

a distorted view of the true situation. Frequent changes of index weights,
under such circumstances, can also lead to exaggeration of the extent of

changes in prices.



6. Another main difficulty relates to measuring price changes

in the individual components of the index. Unit value indexes of machin-
ery, for example, are frequently based on declared value divided by weight.
In such a case, as the machinery becomes lighter and more efficient, its
index price would automatically rise. In cases where unit values were
computed by reference to numbers, a shift toward the purchase of fewer

but larger machines of equal capacity would also result in an incorrect
price signal. Beyond these machanical difficulties there lies the further
problem of taking account of improved quality of new products. The most
familiar illustrations regarding the difficulties of reflecting quality
changes are automotive tires and batteries, which have shown a continuous
improvement in efficiency and service life for which, however, no adjust-
ment is made in the unit prices used in an index.

7. Thus, the statistical difficulties involved in including a full-
scale consideration of import prices in working out the Scheme are indeed
real. An attempt should, of course, continue to be made for improving the
data, but this is a separate and time-consuming process. Assuming this
were done, should they be considered an integral part of the Scheme's
approach and calculations?

8. At the time a country's development program is formulated and
suosequently agreed upon for purposes of arriving at an understanding
regarding basic development finance, the entire balance of payments pros-
pects for the Plan period are considered; the import requirements are a
main part of this exercise, and certain assumptions regarding the course

of import prices would have been made by the country and built into the



estimation regarding import needs. There can of course be uncertainty
regarding this aspect, as there can be in respect of other aspects, such
as development aid and private capital flows. The Scheme itself, however,
is based on the finding that export shortfalls have been a main factor of
uncertainty, that they are disruptive of development, and that they are
measurable. It so happens there is considerable experience in the World
Bank in this area of export projections for a period of one to several

years. The UNCTAD resolution addressed itself to this specific cause of

disruption of the development program and seeks a remedy to it. Accordingly,

the Scheme does not purport to make good shortfalls from any or all causes
but only from this major one. If the Scheme, and the underlying calcula-
tions, were extended to cover other aspects like import prices, the statis-
tical underpinning would become questionable, and implementation, therefore,
might be rendered significantly more difficult.

9 At the same time, it must be recognized that for particular
countries, from time to time, a significant rise in import prices may pose
a difficult problem. Conversely, when a country suffers an export short-
fall, simultaneously it may have been afforded considerable relief by a
fall in import prices. This particular aspect merits further consideration
by the Group; i.e. whether the administering agency should consider such
cases, on an individual basis, after the export shortfall has occurred, on
the basis of the available prices data for imports of a particular country.
Here again, the question arises whether sufficiently reliable import price
data would be available at the time the export shortfall became apparent.
There is, of course, the other question: would import price adjustments

be for total exports or only for shortfall amounts?



10. Another possible approach, in view of such statistical and
other difficulties, would be not to bring into the Scheme the consider-
ation of import prices in the initial 5 years, and based on the actual
working of the Scheme in the initial period, subsequently to consider

these other refinements and considerations.

I.B.R.D. Staff
January 20, 1967
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EXPORT PROJECTIONS IN THE WORLD BANK

Introduction

Due to the critical importance of foreign exchange earnings in the
economic development and growth of less developed countries the projection
of future foreign exchange earnings plays a central role in any assessment
by the Bank of the problems, potential, and needs of its developing member
countries. Since primary commodities account for by far the bulk of the
total current account receipts of most developing countries, however, the
work of the Bank in the field of export earnings has been concentrated and
has been most systematically developed in the commodity sector of the export
earnings situation. Attention to this sector has been further reinforced by
the fact that for developing countries primary commodities frequently also
raise development issues other than those related strictly to the financing
of development programs,

This paper, therefore, focuses first and primarily on the Bank's
work in the field of commodity projections, and secondly on the projection
of other foreign exchange earnings, in the context of the country-by-country
economic analysis work done in the Bank.

Commodity Projection Work

In the years since World War II there has been an increasing
interest in the projection of demand, supply and prices of the principal
internationally traded commodities over medium and longer term periods. This
interest has been stimulated by a number of factors, among them:

(a) the need in the low income countries heavily dependent on exports of
primary products to know the likely world demand prospects for these
products, since the latter will influence the resources available for
development, and also will help to determine whether the production

of these products should be stimulated or not;



(b)

(c)

(d)

- B

the search by the less developed countries for increased stability in
their export prices, and for solutions to the surpluses that have
developed from time to time in some of their major export products;
the widespread adoption of full employment and a steady increase in
per capita income as major national policies or goals in most countries,
which, if quantified, in turn require quantitative estimates of major
imports in the future;

the desire in many industrialized countries dependent on supplementary
imports of food and raw materials to anticipate future trends so as to
avoid disruptions in the functioning of their economies, or plan more
rationally their domestic production policies in the field of primary
commodities.

Some international economic organizations such as FAO and the

regional commissions and including the IBRD, have been engaged in making

commodity projections for some time in connection with the carrying out of their

responsibilities. Work in this field, however, has never been as widespread or

at such a high level of activity as it is today. Moreover, as experience is
being gained, there is also developing a tendency for those engaged in this type
of work to seek ways to improve and refine their methodology and to discuss with
one another both the problems of commodity projection and the results of

projections themselves.

The following is a brief review of the methods and problems of

commodity projections based on the Bank's experience in this field.

Purpose of Commodity Projections in the Bank

(a)

Commodity projections have the following principal uses in the Bank:
for making balance of payments projections in country economic reports
that assess creditworthiness or the financial feasibility of development

programs, irrespective of the magnitude or nature of the World Bank
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Group's lending operations in the country concerned;

(b) in formulation of economic judgments on the future allocation of
investment resources among alternative lines of production in
member countries, and the adequacy and feasibility of government
policies affecting the development process;

(c) for the economic and financial evaluation of projects that involve
prinmzﬁ'commodities directly (e.g. development of mines, factories
or agricultural smallholder production schemes) or indirectly
(eege. roads, ports or power facilities the services of which are
oriented toward production and export of particular commodities);

(d) in formulation of Bank views and policies regarding the general
problems of the export trade of the developing countries.

Of these primary uses of the Bank's commodity research by far the
most frequent one is that relating to country economic reports, which are
used for a number of purposes including assessing the creditworthiness and
economic performance of member countries, the provision of technical
assistance in the economic field and providing the World Bank Group and
other lending institutions with an objective and carefully prepared appraisal
of a country's economy and outlook from the viewpoint of development.
Individual projects requiring a commodity projection as an important part of
their economic evaluation alsoc arise from time to time, past examples in-
cluding projects for the production of pulp and paper, manganese and iron ore,
steel, and fertilizer materials. More recently, cooperation with UNCTAD has
increased the use of commodity work in the context of general policy
considerations in the field of international trade and development.

Basic Approach

The basic approach to commodity work and projections in the Bank is

determined by their ultimate end-uses as outlined above. Accordingly, the

Bank's commodity work is highly empirical and pragmatic. It is basically
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quantitative but still subject to qualitative alteration based on available
information on prospective changes in technology or other factors not re-
flected in historical data. The bulk of the analytical work proceeds on a
commodity by commodity basis.;/ It is characterized by continuous review
and study by a specialized staff of all available information relating to
the current and prospective economic and technical trends in the commodities
of interest, including published reports and studies prepared in other or-
ganizations and institutions.

The Bank's commodity projections assume substance in two forms:
individual basic commodity studies and unpublished internal staff papers.
Most of the work is in the form of staff papers that form substantial dossiers
on most of the principal internationally traded primary commodities of
importance to the developing countries. Over the years, however, basic studies
involving projections have been circulated to member governments of the Bank on
coffee, medium and extra-long staple cotton, wool, rubber, pulp and paper, fats
and oils, aluminum, lead and zinc, iron ore and manganese ore. Projections of
other major commodities plus revisions of the studies just mentioned have taken
the form of internal staff papers.
Methodology

Commodity projections usually consist of a group of interrelated,
internally consistent estimates of the future supply, demand and price prospects
of a commodity, based on explicitly stated, reasonable assumptions. These
assumptions may rely heavily on past experience and particularly on observed
historical relationships between the quantitatively measurable variables per-
taining to a commodity (i.e. its consumption, production, stocks and price) and

various macro-economic variables, such as population, gross

1/ BEach staff member engaged in this work, however, is responsible for
a group of products, rather than a single one. Consolidation of all
such work in a single organizational unit responsible for analyzing
export trade generally makes possible continuous cross-fertilization
among the individual specialists and the testing of the consistency
of the individual projections with trends in the aggregate trade of
the developing countries.
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national product or income, fixed capital formation, production or consumption
of other commodities, or indices of industrial production or its components.
Projections are analogous to algebraic equations; indeed, at the highest levels
of abstraction, if all necessary data are available, they may be expressed en-
tirely as a set of simultaneous equations.;/

Briefly, at present the procedure commonly used in the Bank involves
these basic steps:

(a) analysis of the long term and recent trends in the production, con-
sumption and price of the commodity; attempts to establish, through
simple or multiple regression equations, what relationships exist among
the relevant variables (and particularly between consumption and
relevant macro-economic variables such as population, income and in-
dustrial production) and how persistent these relationships have been;

(b) preliminary projection of world or regional demand in the commodity as
a function of independently projected trends in the macro-economic
variables to which it has been found to be closely related and assuming

constant prices;g/

1/ The Bank's current research program in the field of commodity studies calls
for increasingly combining the more advanced econometric techniques with
the more traditional econometric methods.

2/ The projection of the macro-economic variables lies in a separate field of
endeavor and for purposes of this paper may be considered as "given". In
recent years the Bank has relied for such projections on the work of the

- CECD, governmental and other planning bodies or institutions in the
developed countries and assessments contained in its own economic reports
in the case of most developing countries. The macro-economic variables
most commonly projected are gross national product (or national income)
and industrial production. Very briefly, such projections for the in-
dustrialized countries (which are the biggest consumers of primary products)
lean heavily on assumptions concerning the future size and composition of
the population and the labor force. On the basis of further assumptions
concerning working hours, productivity, and the rate of capital inputs, a
framework is created for estimating GNP or national income at some future
date under conditions of full employment, assuming the absence of war or
any serious depression in the intervening years. (This does not exclude
cyclical behavior except that which is so violent as to have far-reaching
retarding or other disruptive effects on the economy).
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(¢) preliminary independent projection of future probable production or
production capacity based on statistically derived supply-price
functions or industry surveys of expansion plans;

(d) analysis of the effects of projected demand and capacity or output
on price, including examination of the possible effects of recent or
impending technological developments (e.g. trends in inter-material
substitution, including new uses for some traditional products, ex-
pected changes in food habits, and changes in future costs of
production due to trends in yields or productivity) on historically
derived relationships; this also entails successive reconciliation
of the supply and demand with price;

(e) determination of probable trade flows based on comparisons between
prospective levels of consumption and production by region and/or
country.

These steps lead to an estimate of future demand, supply and price
on a global basis. The global consumption estimates usually consist of the
aggregation of country or regional consumption projections. The production
estimates are often derived from global, regional or individual country
supply analyses, depending on which ones show the most stable characteristics
in relation to price and demand trends. In a growing number of cases, e.g.
copper, lead, zinc, iron ore, tea, rubber, coffee, pulp and paper, and
fertilizer raw materials, comprehensive industry or inter-governmental surveys
of planned expansions are also available. Country shares implied or explicit
in the global analysis are evaluated and are subject to readjustment in the
light of findings in individual countries by Bank economic missions. If
mission reports indicate that major readjustments are required in previous
estimates of prospective supplies from countries accounting for an important
share of the market, the existing projections are reviewed to determine the

possible effect on demand, prices, and the shares of other producing countries.
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On the basis of the Bank's experience in the past, it appears
that mastery of the art of projecting demand objectively is far more ad-
vanced than that of projecting supply and price. However, much progress
is being made, especially through the increasing use of the econometric
approach, in the development of improved objective techniques for deriving
reliable functions encompassing all the variables. Essential to this
progress is the continuation of the very encouraging rate of growth in the
volume and quality of economic statistics gathered and published under the
auspices of national governments, industry associations, the United Nations
and its specialized agencies and other international organizations.

Even the most sophisticated and statistically reliable econometric
model, however, is tied to structural relationships in the historical past.
In a dynamic world of rapidly changing technology these historical relation-
ships are subject to change in the future. In the final analysis, therefore,
the end product of the projection process must entail expert judgment
regarding such factors as the possible future impact of current and imminent
developnents in industrial technology and human consumption habits, impending
changes in national or international economic policies, or changes in the
institutional framework of an industry that could affect producer marketing
strategy. For this reason it is believed that an essential feature of commodity
projection work must be a competent staff of individual specialists who are not
only versed in the basic analytical techniques but also have an intimate and
up-to-date knowledge of all economically significant aspects of individual
commodities. In addition to enabling better anticipation of future structural
changes, this approach also makes possible the necessary continuous review of
existing projections.

Projection of Other Export Earnings

In order to complete the projection and analysis of the prospective

balance of payments of borrowing member countries, the Bank also must make
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projections for their prospective earnings from exports of products other
than primary commodities and from sources other than merchandise. The
development of such projections has been traditionally decentralized in

the Bank and has been carried out on a relatively ad hoc or country-by-
country basis. There are a number of reasons for this procedure. Firstly,
for most developing countries, non-primary merchandise exportsl/ form a
very marginal and often extremely diversified part of total exports.
Secondly, the same is largely true, in most cases, of earnings from in-
visibles.?/ Thirdly, for many of the components of both the residual
merchandise exports and for invisible earnings, there is no world market
that can be clearly defined, or profitably followed on a continuous basis.

Projections of these export earnings items, therefore, are made

by each country economic mission to the extent necessary in the light of

their importance for the country in question and for the problem at hand.

In general, projection of these items relies heavily on an analysis of past
trends. In addition, however, members of country missions review these

trends, whenever they are of significance, with responsible government

agencies and officials in order to determine the effect of relevant government
policies and programs, and prospective developments in domestic capacity (in
the case of manufactures), on the possible impact on future earnings from these
sources. To the extent that these items become of generally increasing sig-
nificance to developing countries, increasing attention may be expected to be
devoted to them in the context of the Bank's work., In items where a "world
market" concept is conceivable (e.g. in tourism) more systematic and continuous

studies no doubt will be attempted. Where such a concept does not apply, the

problem would probably be handled through more intensive study on a country-by-

country basis.

1/ For purposes of this paper certain intermediate products, such as un-
wrought metals, cotton and jute textiles, and lumber and plywood are
considered to be primary commodities.

2/ See Document...on the contribution of invisibles to foreign exchange
earnings.

I.B.R.D. Staff - January 18, 1967
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THE CONTRIBUTION OF "INVISIBLES" TO FOREIGN EXCHANGE EARNINGS

1 In the IBRD Staff Study on Supplementary Financial Measures,
export receipts from which shortfalls are to be measured have been defined
to include "merchandise and, where appropriate, invisible items". At the
meeting of the Committee on Financing and Invisibles in April 1966 where
the Study was considered, and later at the first meeting of the Inter-
governmental Group on Supplementary Financing, questions were raised as

to the reliability of statistics on invisibles as well as the practicability
of including these in the definition of export receipts from which short-
falls could be measured.

2. The attached note examines the importance and composition of
invisibles in the aggregate exchange earnings of L1 developing countries.
The available statistics show that on an average, invisibles have been
quite significant in the total current account receipts of the countries
studied, but the average has been considerably affected by the importance
of invisibles in a few countries (e.g. Korea, Jordan, Israel, Panama, Libya,
Mexico, Vietnam, Morocco). Moreover, the composition of invisibles differs
among countries: for example, in Mexico the major item has been tourism,
in Korea, government transactions and in Israel private transfers. The
principal question is whether shortfalls in some of these items should be
included in the definition of export receipts for the purposes of Supple-
mentary Finance Scheme.

s In the opinion of the IBRD Staff, the judgment as to whether it

is appropriate to include invisibles should depend not only on the size of



invisibles in the current account earnings of a country, but also on the
nature of invisibles as well as their composition. The appropriateness

of including invisibles for the purpose of a Supplementary Finance Scheme

would then have to be decided on a country by country basis.



THE CONTRIBUTION OF "INVISIBLES"™ TO FOREIGN EXCHANGE EARNINGS

Concepts

Invisibles are defined to include the following broad categories
of transactions and are identified in the balance of payments as formulated
by the IMF in the following manner:

Item 3 - Freight and Insurance

This relates to freight received by domestic carriers on ship-
ments to foreign countries as also to freight received for transport of
goods between any two foreign countries. Similarly, insurance covers
insurance receipts on international shipments.

Item L4 - Other Transportation

This covers receipts from foreigners for services rendered by
inland waterways, coastal shipping, railways and airlines, e.g. passenger
fares, bunkerage, stevedoring, port dues, etc.

Ttem 5 - Travel

The main component of this is "tourism" but it also includes
receipts from foreign business travelers, students, government officials
and other travelers.

Item 6 - Investment Income

Receipts under this head cover transferred income from financial
investments abroad and include undistributed earnings of corporate direct
investment enterprises, other undistributed dividends as also interest

payable but added to principal amounts of outstanding assets.



Item 7 - Government Transactions Not Included Elsewhere

Under this head are included domestic expenditures by foreign
governments in respect of their diplomatic and military personnel, pay-
ments received for services rendered under foreign aid programs, sale
proceeds from purchases of real estate by foreign governments, etc.

Ttem 8 - Other Services

This item comprises a variety of payments received for services
such as non-merchandise insurance premia, wages and salaries received by
nationals from foreign non-governmental employers, management fees, under-
writing commissions, stc.

The sbove six categories of 'invisibles' are characterized as
"services" and constitute, along with merchandise exports and non-monetary
gold, the goods and services account of the balance of payments. Quite
frequently, the concept of a current account is also used; it includes
besides the items referred to above, "private transfers".

Private transfers cover all non-governmental transactions which
lack a 'quid pro quo'. They include such receipts as tax refunds received
by private nationals, other taxes and fees, non-contractual pensions and,
most importantly, so-called migrants' remittances, besides voluntary contri-
butions received by private persons and institutions.

Statistical Limitations

There are numerous difficulties in assessing the precise contri-
bution of receipts from "invisibles" to a country's foreign exchange earnings.
The complexity of the transactions involved despite the formalized classifi-

cation adopted by the IMF makes reporting difficult. Quite frequently no



breakdown of the various components of "services" is given and in some
instances no data whatsoever are available. A less frequent but serious
difficulty arises from the fact that figures for the various items are
shown on a net basis: this leads to an understatement of '"gross receipts"
since a credit figure under one head might be net of some payments and a
'debit' figure does not necessarily mean that the country earned nothing
what soever from that source. A further difficulty stems from the not un-
common practice of combining receipts from more than one source or of
including them in the catch-all "other services". For example, earnings
from freight and insurance are sometimes included with those from "other
transportation" or under "other services".

Analysis of Data

Despite these limitations, the data are sufficiently reliable
to reveal what relationship receipts from 'invisibles' bear to total cur-
rent account earnings and which are the more important items. Data were

compiled for L1 developing countries for the period 1956-19632/

and the

summary results are shown in Annex Table 1, The Table indicates that total
receipts from invisibles as a percentage of total current account (exports

plus invisibles) for the period were on an average 19.L per cent for the Ll
countries. Earnings from "services" for these countries amounted on average to
$3,335 million in the 8 years 1956-1963 and correspond to 20.lL per cent of their
earnings from merchandise exports, inclusive of non-monetary gold. If private

transfer payments are also taken into account, their average annual receipts

from "invisibles" rises to $3,933 million or 24.0 per cent of exports.

1/ The Federation of Rhodesia and Nyasaland comprising the present Malawi,
Rhodesia and Zambia is treated as one area for the period in question.



For the period in question, the data also indicate that the
average rate of growth in earnings from invisibles has been greater than
that in merchandise exports per se, e.g. during 1956-1963 exports rose by
3.l per cent annually, whereas earnings from invisibles rose by L.3 per cent.
Consequently, the weight of "invisibles" in gross externmal earnings had risen
somewhat: in 1956 they corresponded to about 18.6 per cent of aggregate re-
ceipts on current account; by 1963 the proportion had risen to 19.4 per cent.

Except in the recession year 1958, earnings from invisibles dis-
played a steadily upward trend during the period as a whole (vide Table II).
The most rapid rate of growth among the various sources of earnings from in-
visibles was in 'private transfers' category, which averaged 9.7 per cent per
year during the period. This was followed by receipts from freight (7.0 per
cent per year) and travel (5.5 per cent per year).

The relative contribution of each item in the invisible earnings
of each of the L1 countries is summarized in Table III. The picture that
emerges is broadly as follows:

"Travel nl/

is the most important constituent accounting for some
22.3 per cent aggregate receipts from "invisibles". However, only in the
case of Mexico was "travel" of overriding significance, contributing about
nine-tenths of aggregate receipts from invisibles. Mexico alsoc accounted

for over 60 per cent of the total receipts from travel of all the 41 coun-

tries taken together.

1/ Source: International Travel Statistics, 1963; International
Union of Official Travel Organizations.



"Freight, Insurance and Other Transportation" is the next largest

source of income from invisibles in the countries studied. Together they
constitute about one-fifth of the aggregate earnings from invisibles. For
some countries, e.g. Argentina, Ceylon, Chile, U.A.R., receipts from this
item were by far the most important in their total receipts from services.
An equally important source of invisible earnings for most coun-

tries studied is the catch-all item "other services". It accounted for a

little over 20 per cent of the annual invisibles earnings for these countries.

The next largest single source of income is "Government Transactions

Not Included Elsewhere". Receipts under this head constituted the most signi-

ficant item in the aggregate invisible earnings for a few countries, e.g.
Korea, Libya, Morocco, Pakistan, Philippines, Thailand.

Investment income receipts form but a relatively minor part of

total earnings from invisibles of the less developed countries (LDCs), for
the Ll countries studied such receipts constituting, on average, about 5.9
per cent of their gross earnings from invisibles. Nevertheless, it is signi-
ficant that they were about the most volatile element in "invisible" earnings,
the year-to-year fluctuations in their case being much sharper than in other
items of invisibles receipts. Data also indicate that over the period
1956-1963 as a whole, the annual average receipts from this source, in
contrast to other items, declined by a small amount for the group of Ll
countries taken togsther.

Private transfers contributed on average about $598 million to

the L1 countries in 1956-1963 or 15.2 per cent of total invisibles.



Table IV shows the relative weight of invisibles in the total
current account receipts of the L1 countries ranked according to the share
of invisibles in total earnings. In eight of these countries (viz. Morocco,
Vietnam, Mexico, Libya, Panama, Israel, Jordan and Korea) average receipts
from invisibles over the period 1956-63 were over one-third of their total
receipts on current account. For Panama, Israel, Jordan and Korea the con-
tribution of invisibles was over 60%. For Panama and Jordan "other services"
consisting largely of earnings of Panamanians working in the Canal Zone and
Jordanians working abroad, were of overriding importance. In the case of
Israel '"private transfers'", consisting largely of personal and institutional
remittances from abroad, and for Korea "Government Transactions not included
elsewhere", were the largest source of income from invisibles.

However, it is interesting to note that for a majority of these
countries (25 out of L1), the average contribution of invisibles over the
period 1956-63 to total current account was less than 19.4%, which is the
average for all L1 less-developed countries taken together. The average
contribution of invisibles to the total current account of these 25 countries

taken together was only 10%.

I.B.R.D. Staff
January 18, 1967



Table I

Summary Statement of Gross Receipts from Merchandise Exports, Non-monetary Gold

and "Invisibles" of L1 Less Developed Countries

~Calendar year data in millions of U.S. dollar equivalent-

Annual Average

1956 1957 1958 1959 1960 1961 1962 1963 1956-63
Exports of merchandise and 15,294 15,778 14,711 15,502 16,465 16,575 17,416 19,109 16,357
non-monetary gold
(Qross receipts from services
of which: 3047 3307 3123 3025 3382 3431 3540 3820 3335
Travel 737 817 736 809 902 961 997 1066 878
Government n.i.e. 698 726 690 568 601 578 637 718 652
Investment income 2368 231 200 198 2L5 289 219 216 231
Freight, insurance and other
transportation 602 631 631 656 821 858 930 952 760
Other services 773 902 86L 794 812 743 756 864 81k
Total goods and services 18,341 19,085 17,835 18,527 19,848 20,006 20,955 22,929 19,692
Private transfers LL8 L23 L35 518 627 677 763 827 598
Total gross receipts from
handi t d
i T 18,789 19,508 18,270 19,10h 20,474 20,682 21,719 23,756 20,290
Total Invisibles 3495 3730 3558 3603  LOO9 L4108  L303  L6uT 3933

N.B. Totals may not add up because of progressive rounding.

Source: IMF Balance of Payments Year Books.




Freight, Marine Insurance
and Other Transportation

Travel

Investment Incomes
Government, n.i.e.

Other Services

Total Services
Private Transfers

Total Invisibles

Merchandise Exports and
non-monetary gold

Total Receipts

Table II

Annual Percent Changes in Gross Receipts from

Invisibles and Merchandise Exports of L1 countries, 1956-63

Cumulative
Annual Average
1956-57 1957-58 1958-69 1959-60 1960-61 1961=62 1962-63 1956-63
L.8 0 L.0 25.2 L.S 8.4 2.4 7.0
1009 -9-9 909 11!5 6-5 30? 6-9 5-6
-3.0 -13.4 -1.0 23.7 18.0 -2l.2 -1.k4 -2
L.O =5.0 =17.7 5.8 -3.8 10.2 12.7 9
16.7 =l.2 -8.1 2.3 -8.5 1.7 1.3 2.0
8-5 -506 -301 11.8 lth 3.2 7-9 3-h
-506 2.8 32.9 8.5 8.0 1207 B.h 907
6.? -ho6 1.3 11.3 205 hl? 3.0 ho3
3.2 -6.8 S.l 6.2 o7 5.1 9.7 3.4
3.8 =6.4 L.6 7.2 1.0 5.0 9.4 3.5

N.B. A minus (=) sign is for a decline.
Source: IMF Balance of Payments Yearbooks




Argentina
Rolivia
Brazil
furma
Ceylon
Chile

China (Taiwan)
Colombia
Comta Hica
Dominic an Republie
Feuador

El Salvador
Etrfopla
Ghana
Justemala
Haitd
Homduras
Indis
Indonesin
Iran

Iraq

Israel
Jordan
Karea

Libya
Malawi, Rhodesia, Zambia
Mexico
Moroceo
¥icaragua
Pakistan
Panam

Total

267
69

16356

# Indicates an amount lese than 1,
N.B. Macrepancy in totals duve to rounding.
Soures: INF Balance of Payments Tearbooks

Freight insurance
and other

Tramsportation

El...a’..-ﬁ Bl uuBu sl aBs Pl anlBrbBunmarm: awSEER wl o

Table TIT

Average Amnml feceipts from Merchandise Exparts snd Invisibles, 1956-1963

=in $ million=

Total Services Total Invisibles

Travel Investment Income  Government n.i.s, Other Bervices (2-6) Private Tram fers (7+8)
6 20 10 3 157 L 161
1 * 2 1 ks 1 5
1 3 25 &6 15k 15 1£9
. b 7 6 22 2 2h
2 [ 8 10 50 1 52
20 - 12 7 62 7 69
2 1 1n 5 30 10 Lo
16 1 4 30 B8 g 93
T . 2 & 16 2 20
H 1 2 H 18 2 21
I * 3 3 10 1 1
5 1 2 5 12 2 1
2 2 8 1 17 3 20
3 1z ;| 22 h9 - Ly
6 1 b 3 16 1 17
6 - 3 1 12 5 17
1 1 1 2 6 - T
32 3% 86 7 320 129 Lh9
- 7 b 19 %] - Lé
é 2 22 20 s 3 57
18 n 10 - 60 1 61
2k n 7 29 11 199 330
9 2 b 17 k' 5 ] 1
1 " 68 3 1] n m
2 2 3h 13 sh 1 55
9 1 2 25 n 3 11
539 - n L 591 5 596
26 [ 136 8 as 1n 206
2 . 3 1 1% - 16
1 8 39 n 9 12 106
29 2 b Lk Bé L L]
1 - 2 2 5 1 7
20 . 7 20 ] 9 66
3 7 58 52 125 sk 179
1 [ 6 10 23 1 2
n - 13 10 58 9 67
6 7 19 1 53 5 58
9 16 b 79 263 ] 276
27 1 3 3 3 . a1
2 b H 66 1no - 1no
- 6 3 20 5] 15 L8
878 221 65l Bog 131 596 »il

Total Current
Account Heceipts

1229
n
1506
260
L1s
514
228
626
10k
170
150
138
95
350
136
sk
) §
1829
817
857
661
533
51
1L8
128
M
12k
557
9
L82
bk
us
L83
121
213
213
Ls9
752
188
2577
n7

—

20,287
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Table IV

Invisibles as % of Total Current Account for L1 Countries
(Annual Average, 1956-63)

Total Invisibles as %
Invisibles Total of Total
Services Private Transfers 142 Current Account Current Account
Venezuela 110 - 110 25717 L.3
Indonesia L6 #* L6 817 5.6
Irzn Sk % 57 857 6.7
Bolivia L 5 § 5 71 Tl
Ecuador 10 1 1 150 15
Honduras 6 * 7 81 8.8
Burma 22 2 2L 260 9.2
Iraq 60 1 61 661 9.2
Fl Salvador 12 2 1l 138 10.1
Brazil 154 15 169 1506 11,2
Sudzan 23 1 2L 213 1l W
Dominican Republic 18 2 21 170 12.4
Guatemala 16 1 17 136 12.5
Ceylon 50 1 52 1as 12.6
Thailand 53 5 S8 L59 12.6
Argentina 157 L 161 1229 13.2
Chile 62 T 69 51l 13.5
Peru 57 9 66 L83 13.7
Ghana L9 * L9 350 14.0
Colombia 88 5 93 626 14.8
Parzguay 5 i} T L5 15.6
Malawi, Rhodesia, Zambia 81 30 111 671 16.5
Wicaragua 16 * 16 93 17.2
China 30 10 Lo 228 17.6
Costa Rica 18 2 20 104 19,2
Uruguay 36 * 37 188 19.7
Ethiopia 17 3 20 95 21.1
Palkistan oL 12 106 L82 22.0
India 320 129 LL9 1829 2L.6
Philippines 125 5k 179 721 2L.8
UAR 263 13 276 752 27.2
Hzitd 12 5 17 Sk 31.L
Syria 58 9 67 213 31.6
Morocco 195 11 206 557 37.0
Vietnanm 33 15 L8 117 k.o
Mexico 591 5 596 142l ln.g
Libya SL 1 55 125 LL.0
Panama 86 3 89 14 61.8
Israel 132 199 330 533 61.9
Jordan 3k 3 37 51 74.0
Korea 81 31 111 148 75.0

Source: Table III
% Indicates an amount less than 1.
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SUPPLEMENTARY FINANCE: "FORM AND TERMS OF ASSISTANCE"

Form of Assistance

As in the case of the provision of any type of long-term aid,
Supplementary Finance could be provided to a country by the Agency in
three forms: a) related to projects; b) related to a list of goods and
services for which the funds could be used; and c) as an outright transfer
of cash to the country. One prerequisite in determining the choice of one
of these three forms as the appropriate one for Supplementary Finance is
that of ™/imeliness"; that is, such assistance should be forthcoming
shortly after an unexpected shortfall has been identified so that it avoids
the disruption of the development program which would otherwise occur.
Consideration of the "oimeliness" criterion leads to the discarding of -
the alternative of linking Supplementary Finance to projects. Adminis-
tration of aid through them is a time consuming process, which does not
meet the need to have assistance provided in a matter of a few months or less.
The choice between the other two alternative ways of providing Supplementary
Finance cannot be decided on economic grounds. Whatever alternative is
chosen, the fundamental need for the Agency to be satisfied that the resources
thus transferred are used effectively and for worthwhile development purposes
is met by the fact that satisfactory performance of the members under the
Scheme is a prerequisite to the assistance and that access to it depends on

the implementation of a development program and related policies previously



agreed with the Agency. It may, however, be mentioned that of the
alternatives previously mentioned, if it is found necessary to relate

the assistance to particular goods and services, the procedures adopted
would have to take into consideration the particular situation of each
country concerned, so as to ensure that the requisite of "timeliness" is
fulfilled. This consideration suggests that, in order to ensure the most
efficient operation of the Agency, the choice of the form of assistance
should be left to the discretion of the Agency to work out with the member
country requesting assistance so that the development program may go
forward.

Terms of Assistance

Here, as elsewhere, the approach of the Study has been pragmatic
and flexible. The principal idea underlying the attitude of the Study on
the question of terms is to emphasize the need for tailoring these terms
to individual country situations which differ markedly in export outlook,
debt structure, savings potentiality etc.

Given the outstanding debt position of many developing countries,
the World Bank, the Development Assistance Committee of the 0.E.C.D. and
others have been arguing for softer terms on development assistance. The
terms on which a developing country receives development finance should be
determined on the basis of an examination of the over-all financial and
economic position of a country - not only the present but the future outlook
as well.

On the subject of terms of financing, the Study expressed the
view that supplementary finance should be treated on the same basis as basic
development finance. This view is based on the argument that financial

assistance under the Scheme is intended to enable countries to carry out



their development programs, which would otherwise be disrupted. Hence,
the terms of such assistance should be those appropriate for the financing
of long-term investments. This is particularly true regarding the matur-
itity of credits provided for this purpose, as short-term financing of
such investments is undesirable and has been at the root of many debt
crises in the developing countries. Since we have argued that the terms
of basic development finance should be determined by the economic outlook
in a country, we also feel that the same considerations should apply in
determining the terms on supplementary assistance. Given the present
indebtedness problems of developing countries, and the fact that in several
countries the debt servicing ratio has already reached serious proportions,
which severely limits the capacity of these countries to undertake further
debt on any but the "softest" terms, it is clear that terms on supplementary
finance (as also on basic development finance) for some countries, should
be something like IDA terms. Though the precise terms on which a country
receives supplementary finance could be decided individually, for adminis-
trative convenience it may be possible to decide broad categories of terms
within which different developing countries would fall. In this way it may
be useful to indicate in advance to the member countries the particular
group to which they belong without having to specify the precise terms of
a credit, which can then be left to be determined at the time of the short-
fall.

An illustration of the division of countries in such categories
is provided by the practice of the World Bank group. While the terms of
Bank lending are generally the same for all borrowers - repayment periods

related to the life of the project and interest determined by the rates at



which the Bank borrows - repayments are at times related to the debt
servicing capacity of the country. The IDA credits are interest-free
(with only a service charge of 3/L of 1%) and maturity of fifty years
(including the grace period of ten years). By varying the Bank-IDA mix
in the total volume of lending to countries, it has been possible for the
Bank, in effect, to have different average terms for different countries
depending on the economic conditions and outlook. The flexibility that
the Bank has been able to exercise in determining average terms of lending
to member countries has, of course, been limited by the availability of
IDA funds. Nevertheless, within these limits, it has been possible to
achieve marked variety of terms on development assistance from the Bank
group. There are now broadly four categories of countries:
(1) entirely "Bank countries",
(ii) entirely "IDA countries",
(iii) '"hard-blend" countries, which receive assistance mainly
from the Bank but also some IDA finance, and
(iv)  "soft-blend" countries which receive assistance mainly
from the IDA, but also some Bank finance.

Granting the need for flexibility in the terms of supplementary
and development finance, there is an interesting question which is sometimes
raised: should not the terms of supplementary finance be more lenient than

those of basic finance (even in the ideal case) because of the fact that



(a) following a contraction in exports, the savings and debt servicing
capacity of the country would have diminished and (b) the bridging of the
exchange gap through the Scheme can only insure a continuation of develop-
ment according to the plan but does not generate extra foreign currency
earnings in the future. The idea behind the former argument is that the
terms of basic finance would be determined at the beginning of the plan
period or in yearly aid negotiations, on the basis of the expected outlook
of the country's debt servicing and saving capacities. If an export short-
fall subsequently occurs, the gquestion is whether there are reasons to
suppose that the outlook has changed or not. If it has not, the terms for
Supplementary Finance should be the same as those currently prevailing for
basic finance. It should be rscognized that, for practical purposes, these
terms are associated with a range of values of the relevant factors which
affect their choice. An increase in the amount of long-term indebtedness
because of the Supplementary Finance received - with all other factors
remaining constant -~ would not by itself require different terms for aid.
However, if the occurrence of the shortfalls leads to a reassessment of
the country's debt servicing capacity and saving potentiality, the more
lenient terms which would be required for Supplementary Finance would, it
is argued, be only a reflection of the new terms which would now be deemed
necessary for basic finance too. This may be associated with a revision
of the development program if it is agreed that a fundamental change in

the country's economic outlook has occurred.



The other idea - that the Scheme can only insure a continuation
of development according to the plan but does not generate extra foreign
currency earnings in the future - is only partially true. It would depend
on what the expected exports were meant to finance. If there are export
(or re-export) industries, by making possible the implementation of original
investment or production targets, the Scheme does contribute to an expansion
in exports (now or in future) over what would have been otherwise possible.
The real question, however, is that since supplementary finance is a credit,
an export shortfall covered in this manner would increase the total indebted-
ness of the country over what would have been the case otherwise (had this
shortfall never occurred); and therefore the terms of these credits should
be as soft as possible unrelated to the terms on which the country receives
basic finance. The validity of this point of view depends on how one looks
at supplementary finance. If one thinks of it in terms of "compensation",
that is compensating the developing countries in some sense for their un-
expected export shortfalls, then of course supplementary assistance should
be grants (to equate it to export earnings). If, however, as viewed in the
Study, supplementary assistance is an emergency development credit to augment
the long-term flow of capital to the extent of an export shortfall, then
there is no reason why it should be treated any differently from basic
finance so far as terms are concerned. This, of course, increases the
indebtedness of the country; but if the terms of additional indebtedness
are tailored to the country's debt servicing capacity, this is no more than
what a country would have been willing to undertake, in the form of basic

finance, had the "unexpected" shortfall been in fact "expected" at the



beginning of the planning period. In the event of an export shortfall,
the availability of supplementary finance is tantamount to an increase
in the flow of basic development finance in mid-period in order to support
an agreed plan.

Some have suggested the idea of "rotation of funds" for the
Scheme by making such assistance short-term, or at least medium-term
(10 to 15 years). Our view on this is that relatively quick repayments
of supplementary finance by countries which are likely to be dependent
on foreign capital and are already in critical indebtedness position
"would usually mean that they would have to borrow elsewhere in order to
repay the amounts due to the Agency; the alternative of retarding the
development process runs counter to the very purpose of supplementary
finance" (p. 60, Study). As we see it, supplementary finance is not
temporary balance of payments support - to tide over year to year imbalances -
or a "bailing out" operation, but a species of development finance, ex-
tended on the same basis and for the same purposes as basic development
finance - to promote long-term growth of the country. Only in the case
of those developing countries where there are good reasons to expect the
resource gap to close in the near future while maintaining an adequate
rate of economic growth and where the present indebtedness position is
comfortable, would it make economic sense to prescribe relatively short
repayment periods.

The concluding paragraph in the chapter on the form and terms
of assistance in the Study had pointed to the possibility that there may
be circumstances under which the Agency could request advance repayment
of its credits to a country. It has been suggested that this idea would be

self-defeating since it would run counter to the basic rationale behind



foreign assistance. As it is clearly stated in the Study, the circumstances
which would make advance repayment possible are probably infrequent, and

it is not envisaged that developing countries which still have a "resource
gap" would be asked for advance repayment. It is only in cases where the
resource and foreign exchange position of the country improves so substan-
tially over time that it could afford to repay its debt to the Agency before
maturity (e.g. due to the discovery of oil or the emergence of a new export
factor) without affecting its attainable rate of growth that the Agency may

retain the right to request repayment earlier than originally stipulated.

i.B.R.D., Staff
December 1L, 1966
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THE POLICY PACKAGE OF THE SUPPLEMENTARY FINANCE SCHEME

1. Introduction

The UNCTAD Resolution A.IV.18 of 196L called for a scheme to provide
long-term assistance to developing countries which would help them to avoid
the disruption of their development programs due to unexpected shortfalls in
their export earnings. The Bank Staff Report on Supplementary Financial
Measures proposes a scheme for this purpose. An integral part of this pro-
posal is a mutually agreed projection of 'reasonable expectations' of export
earnings over a period of years, so that this could be used to determine
whether and to what extent an 'unexpected shortfall'! of export earnings oc-
curred during the period. Another basic feature of the scheme is a 'policy
package!', i.e. an agreement between the Agencyl/ administering the scheme,
and a member country about the development program to be undertaken by the
country and a set of basic development policies which are objectively regarded
as appropriate by the international community. An important purpose of draw-
ing up the policy package is to have a method of determining whether a short-
fall is due to factors beyond the control of the country or not, A shortfall
occurring in a country which has been following the policy package is assumed
to be beyond its control. If these matters are agreed to between the Agency
and the country at the beginning of a planning period, and so long as the
country adheres to the terms of such an understanding, it can be presumed
that any shortfall from reasonable expectations of export earnings, as speci-

fied in the agreed export projection, is one for which the country is eligible

1/ This memorandum does not attempt to specify the nature of the Agency, or the
extent to which it will be guided by the advice of other international
financial agencies in reaching understandings with its members.
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to receive assistance from the Agency, without a time-consuming study of

the causes and consequences of such shortfall at the time it occurs. It

is hoped, in this way, that the assistance provided by the Agency will be
both certain and prompt in times of difficulty. This paper is a further

elaboration of the nature of such & policy package.

2. The Development Program

A basic element of the initial understanding between the Agency
and a country is the development program which the country intends to under-
take. Some developing countries have already reached the stage of being
able to formulate comprehensive and systematic medium-term development programs,
covering a period of about five years. However, some other countries have not
yet reached that stage, but even in this case, there would be partial public
investment plans; in these cases, the Agency would adopt a flexible inter-
pretation of the criteria of potential disruption. Uhile it is not necessary
or desirable that all countries should have systematic and comprehensive plans,
there must be some conscious attempt to lay down objective and specific courses
of action for the future, irrespective of the existence of supplementary finance.
It is only on the basis of such targets for future action that any meaning can
be given to the idea of potential disruption of a development program. Whether
or not these targets can be quantified will depend on the countries, but in
most cases, it is likely that it would be feasible and desirable to quantify
such targets.

In evaluating a country's development program, two aspects have to
be considered. In the first place, given the long-term goals of the country,
the program must be formulated to achieve those goals as efficiently as pos-

sible. In the second place, the policies associated with the program should
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be such as to mobilize the required amount of the country's own resources.

In addition, the viability of a development program depends on whether

foreign assistance is likely to be available on a sufficient scale. As of

the present time, creditor countries have not been able to make firm commit-
ments of their assistance to the developing countries over medium-term periods,
covering their development programs. Even if firm commitments cannot be made
from the creditor countries, there must be some indication that the scale on
which external assistance is envisaged for the development program is adequate
and realistic.

The World Bank has been engaged in providing technical and financial
assistance to the developing countries in connection with their development
efforts and in making periodic reviews of these efforts, partly for its own
operational needs and partly in its role of coordinating aid to the develop-
ing countries from varicus sources. In evaluating the development programs
of its member countries for the purposes of supplementary finance, the Agency
could avail itself of this experience of the World Bank.

3. Export Policies

A matter of special importance, both in connection with the financing
plan and the projection of a country's export earnings, is the set of policies
which a country intends to pursue in connection with its exports. The exports
of a country depend, not only on the conditions of world trade, but also on
the country's own policies. In order to make a reasonable projection of ex-
port earnings, we must consider the conditions of world trade, the policies

of other countries and also the country's own policies affecting its exports.



The policies which are relevant relate to contemplated investments,
particularly in the export sector, the incentives to be given to
producers in this sector and the exchange and trade policies which
might affect the country's competitive position in world trade.

L. Monetary and Financial Policies

Another element of the policy package that has to be a part
of the initial understanding is the set of monetary and financial
policies of the developing country, as these would affect the development
progrem itself, the mobilization of domestic resources for the program,
and the balance of payments. The monetary and financial policies would
presumably need to be compatible with the objective of the Supplementary
Finance Scheme to maintain the scale of the development program. However,
quantitative precision in such matters cannot be achieved over a period
as long as five years. In reaching an understanding with a member
country, the Agency could avail itself of the experience and advice of
the International Monetary Fund on matters falling within the field of
the Fund's responsibilities.

5. Adjustments to Changing Conditions

When a development program is drawn up, an attempt is made to
estimate the likely future values of many variables, using all such
information as is available at the time. However, the actual changes
of these variables are unlikely to conform exactly to expectations.
Those concerned with formulating development programs must, therefore,
recognize this possibility, and incorporate some method of adjusting the

country's policies to changing conditions.
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When a country suffers an export shortfall, in addition to any
assistance it receives from the Agency, the country itself should make
an effort to offset a part of this shortfall without disrupting its
development program. One possibility for some countries is to reduce
consumption; to some extent this would follow automatically because of
the fall in incomes of the export sector; in addition there may be
deliberate attempts to restrict consumption of non-essential items over
and above the automatic adjustments which would result from the income
changes. Further, in some cases, countries affected by export short-
falls may be able to use a part of their reserves to meet the loss of
export earnings. In order that the obligations of the Agency and the
country are clear-cut fram the beginning, and to avoid delays in provid-
ing assistance at the time of the shortfell, there should be an agreement
in the initial understanding about these ways of meeting any shortfall.
In addition, some countries may also be able to borrow short-term funds
from other sources for this purpose, although the Agency might have to
refinance such loans,

In the past, when developing countries were faced with large
end unexpected shortfalls of their export earnings, they often had to
make serious adjustments in their investments, amounting to a dis-
ruption of their development programs. The establishment of the Sup-
plementary Financing Scheme will remove this cause of a disruption of

development programs. There may, however, be cases where the whole
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export picture of a country or the market for its major export has
suffered so drastically that it becomes desirable to have a major
revision of the development program, which was based on an earlier
export projection. Such instances are likely to be infrequent
within the planning periods of about five years covered by the
Scheme, but when this type of change occurs, the allocation of
investments to the sectors producing the exports for which market
conditions have changed seriously has to be reconsidered. While
the sectoral composition of the development program might need to
be altered, it should generally be possible to maintain the scale
of the program and the Agency would provide assistance to meet
shortfalls from the original export projection. 1f, however, it
is agreed between the Agency and the country that the change in
the export prospects of a country is a fundamental one, then a

new development program and associated policy package based on a
revised export projection will have to be drawn up.

Because of the need for these various adjustments, to
meet the effects of a shortfall, policies agreed upon in the
initial understanding cannot be assumed to be frozen at the time.
On the contrary, they would be adapted to the particular circum-

stances which will occur in the course of a planning period. These
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adjustments would be made in consultation with the Agency, which
would presumably look to the World Bank znd the International
Monetary Fund for advice on matters falling within their respec-
tive fields.

6. Periodic Review

For the purpose of the Supplementary Financing Scheme, it is
not sufficient that a satisfactory development program is agreed to
at the beginning of a plan period. It is also necessary that such
a development program and associated policies are implemented dur-
ing the plan pericd. This requires periodic review and consulta-
tions between the Agency and the member countries similar to those
of such institutions as the World Bank and the International Monetary
Fund. In the course of such pericdic reviews, it may be found that
a country is not following the policies agreed to initislly; in
that case, the country will no longer be eligible for assistance
from the Agency in the event of unexpected shortfalls occurring
in the future, until such time as the country conforms to these

policies, or a new understanding is arrived at.

I.B.R.D. Staff
December 1L, 1966



SHORTFALLS AND "OVERAGES" IN THE SUPPLEMENTARY FINANCE SCHEME

2 9 The Supplementary Finance Scheme has been proposed, on the basis

of UNCTAD Resolution A.IV.18, to help avoid the disruption of well conceived
development programs, which have commanded international support for their
financing, when this disruption could potentially be caused by a lack of
foreign exchange due to an unexpected export shortfall. It is thus analogous
to an insurance fund for protecting development programs from one particular
unforeseen and unavoidable circumstance - a shortfall of actual export earnings
from the expected values. In the event of such a shortfall, the Scheme would
assist a developing country by providing long-term credits to prevent a dis-
ruption of its development program. This paper elaborates on the method by
which to determine the amount of financial assistance that a country can
expect from the Scheme.

2 An essential feature of the Scheme is an understanding between

the Agency and the country on an export projection for a period, over which
the country has formulated a development plan. The export projection indicates
the amounts of foreign exchange which the country may reasonably anticipate
earning from its exports in each year of this period. Such projections are
based on reasonable assumptions regarding world trade developments, and on
the assumption that specific policies will be followed. Such projections,
together with projections of other items affecting foreign exchange availa-
bility, would be required by developing countries irrespective of the

existence of supplementary finance, in order to judge the feasibility of



their development programs. Agreement on these export projections
between the country and the Agency would reflect the financial viability
of the development plan in terms of internal and external resources, or
in other words, from the point of view of availability of adequate

domestic savings and foreign exchange.

Xe Given such an agreed projection of export proceeds on which a
country's development program is based, the financial assistance which a
country can expect from the Scheme in the event of an export shortfall may
be determined by comparing the actual exports with the projected exports.
The basic principle proposed in the Scheme is that such financial assistance
should be related to the amount of shortfalls - the amounts by which actual
exports fall short of projected exports in particular years - net of "overages" -
the amounts by which actual exports exceed projected exports in other years
within the same planning period. In this way, the country uses any overages
it earns during a projection period to finance shortfalls which occur in
that same period. Because overages may occur before or after particular
shortfalls, it is proposed that the assistance provided by the Scheme during
a projection period should be in the form of 'contingent credits', in the
sense that a part or whole of it may be repaid within the projection period.
At any time during the projection period, the total contingent credits
extended by the Scheme to a country would equal the total shortfalls net of
total overages which have already occurred up to that time; if an overage

occurs after such contingent credits have been advanced, then the overage



would be used to repay such loans. All the contingent loans which remain
outstanding at the end of the period would be converted to a long-term credit,
equal to the total shortfalls less total overages which occurred during the
entire period. However, there are certain other adjustments which have to

be made in this calculation, and these are described below.

Adjustments in Shortfalls and Overages

L. When actual exports fall short of projected exports, the need

for extra foreign exchange to maintain the agreed development program is

not necessarily equal to the entire amount of such shortfall. e reason

is that when an export shortfall occurs, the income of the export sector

is correspondingly lower. This may affect its consumption and investment
expenditures. Depending on the economic conditions in a country and the
kind of policies which the country adopts, there may be room to absorb part
of the loss of expected foreign exchange receipts through a reduction in
consumption expenditures without disrupting the development program. This
reduction in consumption may include deliberate attempts to restrict con-
sumption of 'non-essential' items over and above the induced adjustments
which would result from the income changes.

B3 In the same way that shortfalls will cause a decrease in con-
sumption expenditures through the process of income reduction, overages
will operate in the reverse direction, as incomes in the export sector

tend to rise. There will be a tendency for foreign exchange requirements

to increase to meet the increased consumption expenditures which will absorb
part of the unexpected receipts. Therefore, in calculating the financial
assistance provided by the Scheme, the amounts of shortfalls and of overages
must be reduced by a factor to take account of the income effect on con-

sumption expenditures, so that the financial assistance of the Scheme is



more closely related to the actual changes in the demand for foreign
exchange. An exact calculation of the changes in foreign exchange require-
ments due to shortfalls and overages of export earnings is, of course, a
very complicated matter, depending on many variables on which adequate
information may not be readily available. Therefore, for practical purposes,
it may be sufficient to agree on a percentage factor which may be applied
to both shortfalls and overages. In any case, it may be expected that such
percentage factors would be small, relative to total shortfalls or overages.
6. Another element that has to be taken into consideration in cal-
culating the financial assistance to be provided by the Scheme is the extent
to which a country may be able to use its own reserves to meet a part of
unexpected shortfalls. Where a country and the Agency l/ agree that the
country's reserves position is such that a part of it can be used for this
purpose, an item indicating the extent of such use would be shown in the
initial understanding. In reaching such an understanding, it must be noted
that a country would have to use its own reserves to meet unforeseen events
other than unexpected export shortfalls, and the usual leads and lags in
foreign exchange payments and receipts; further, a part of its reserves may
have already been committed for development expenditures. To the extent
that it is possible to agree on a certain amount that a country would use
out of its reserves to meet unexpected shortfalls, the eventual demand for

funds from the Scheme will be correspondingly diminished. On the other hand,

1/ This memorandum does not attempt to describe the Agency, or the extent
to which it will be guided by the advice of other international financial
agencies in reaching understandings with its members.



the level of reserves for a number of developing countries is such that
this item of the understanding may, for practical purposes, be zero for
many countries.

T» Finally, under the Scheme, the availability of other sources of
finance to meet export shortfalls has to be taken into account in calcu-
lating the financial assistance to be provided by the Scheme. In the
international financial machinery there exists one type of arrangement
which is specifically designed to meet problems arising from export fluctu-
ations, the Compensatory Financing Facility of the International Monetary
Fund. In addition, there are some other bilateral sources of assistance,
for example, the emergency foreign trade loans of the U.S. Export-Import
Bank, the program loans and the Food for Peace Program of the U.S. Agency
for International Development, and the World Food Program. The extent to
which these sources of finance could be utilized by a country would have
to be made a part of the initial understanding between the country and the
Agency. This would, of course, call for coordination with these other
bilateral agencies, though these agencies would be guided by

their own policies and procedures. In cases where these agencies cannot
give the necessary assurance or fail to provide the agreed assistance, the
Agency would be responsible for providing adequate financing in the event
of an export shortfall.

8. In the Scheme, the shortfalls and overages are considered in
terms of the gross value of exports. This raises the question of whether
the exports should not be measured on a 'value added basis', especially

to take account of the import-content of exports. From the point of view

of operationality, however, it is considered that, as a general rule, the



magnitude of the problem is not important and that the adoption of the
value added basis would introduce too many complications. It may perhaps
be left to the Agency to use the value added basis for particular countries
in which the problem might prove to be significant.

Financial Relations between the Agency and the Country

9. Based on the above considerations, the amount of credits which a
country can expect in the event of a shortfall and the amount of repayments
can be expressed by the formulae presented below. They indicate the out-
standing indebtedness which a country is entitled to have with the Agency
at the end of any intermediate year and at the final year of a projection
period. The credits which the country receives during the projection period
are regarded as "contingent" credits being subject to repayment in case of
subsequent overages during the same period. The outstanding amount of credits
received at the end of the projection period would then be converted into
a final long-term credit.
10. The maximum outstanding indebtedness which the country would be
entitled to have with the Agency at the end of any intermediate year during
the projection period (Lt) would be given by the result of the following
calculation (when positive):
Lt = (5-a.S) -(0-a.0) -R-PF,
where
S = accumulated shortfalls during the projection period

0 = accumulated overages during the projection period

a = agreed coefficient of adjustment of consumption

R = agreed use of reserves

F = agreed amount of outstanding loans from bilateral sources of
finance to meet export shortfalls (at the end of the year).



13 When the outstanding indebtedness increases from the end of one
year to the next, the country would receive a contingent credit equal to the
difference. On the other hand, if it decreases, the country would have to
pay the difference to the Agency. This repayment would obviously have to

be made only to the extent that there still existed an outstanding amount

of contingent credits. In terms of the above formula, the amount of credits

received ( + ) by the country or repaid (- ) to the Agency is given by:

E=ly - Ly
where L and L, . >0.

The method suggested above indicates the maximum extent to which countries

can resort to the Agency. However, a country is expected to use the
Compensatory Financing Facility of the International Monetary Fund to cover
the shortfalls to the extent that the country is eligible to do so under

that Facility. In such a case, any subsequent overage would first be available
to effect repurchases under that Facility as they fall due.

12. The amount of outstanding indebtedness at the end of the projection
period (which would be equal to the total of the contingent credits received
less the repayments, if any, made during the projection period) would then
be transformed into a long-term credit. In addition, the Agency may also
have to take over any short-term indebtedness that the country may have in-
curred for this purpose. The use of other short or medium-term sources is
Justifiable only in cases where shortfalls prove, after the event, to have
been temporary; if it proves to be persistent, the Scheme should, in effect,
finance such a shortfall by repaying such short-term debt. An alternative
would be for the repayment of short and medium-term debt to be taken into

account in the discussions of overall financing of the next plan.



¢ . T The transactions between the country and the Scheme ("contingent"
credit or repayment of a "contingent" credit) would take place on a yearly
basis. Given the usual delay in getting data on actual exports to be compared
with the projection, there might be a lag of a few months for the calculations
to be made and for the eventual loan from the Supplementary Scheme to be made
available. It is to be hoped that the existence of the Scheme in operation
might contribute to improve the speed with which these data would be prepared.
Moreover, it would be possible to operate on the basis of preliminary data, if
they could be considered reliable enough, subject to adjustment when the final
data become available.

1L, The meaning of the suggested rule for calculating the indebtedness
which the country is entitled to have with the Agency during a projection
period can best be understood by referring to alternative situations. For
example, if during the projection period, the country has only shortfalls, the
loss of foreign exchange due to unexpected shortfalls in export proceeds would
have been substituted by a long-term loan, and the Scheme would have allowed
the country to continue its development program without disruption. At the
same time, the country would have contributed its share to meet the unexpected
situation by reducing to some extent its foreign exchange expenditure for con-
sumption purposes, and by using its reserves to some extent, where feasible.
Tﬁis would mean that for the next projection peried - unless the country's
reserves had been replenished by an inflow of capital - the country would not
be able to use as much of its reserves to meet future shortfalls.

15. In an alternative situation, if during the projection period the
amount of shortfalls had been equal to the amount of 'overages", the country

would have been able not only to carry out its development efforts, but also



to maintain the expected level of consumption expenditures. Although it
would have used the facilities of Supplementary Finance on a contingent
basis, it would end the projection period without making a net drain on

the resources of the Scheme, because it would have repaid the loans which
had been received during the projection period.

16, It is worth noting that all calculations referred to above are
related to a projection period. The value of accumulated shortfalls and
overages at the beginning of the next projection period would be zero. This
would mean that if the country had finished the previous projection period
with net overages, they would not be transferred to the next projection
period for purposes of the operation of the Scheme. Members who succeed in
acquiring more foreign exchange than had been expected during the course of
a projection period would be allowed to consolidate their advantage. How-
ever, they would begin the next phase of their development with a stronger
financial position. This would be taken into account in assessing the scale
of their future development program and their need for long-term capital or
the possible extent to which the country would be expected to use its own
reserves, in the next projection period. By not carrying the "excess of net
overages" from one period to the next, the Scheme would provide a measure of
incentive for developing countries to try harder to surpass their export
targets.

17« According to the Scheme, a country has to use any excess export
earnings to meet future shortfalls within the same projection period. It
has been suggested by some that the country may as well use its overages to
step up the pace of its development program, in the sense of initiating new
development projects, over and above those which were initially contemplated.

In other words, the stepping up of the pace of the development program would



w 10 =

involve an increase in the initially projected and already agreed expenditure
of foreign exchange during the projection period. This argument should be
considered in the context in which Supplementary Finance Scheme is supposed
to work. The Scheme assumes that there is a reasonable development program
for which the needed foreign financing is expected to be forthcoming, as a
result of the understanding with the capital exporting countries and inter-
national financial agencies. This development program may not be as big as
the country could implement, given its absorptive capacity, defined in terms
of the country's ability to carry out development projects. But this i= a
realistic program for which it was found possible to obtain the necessary
external resources for carrying it out and for which the Agency has under-
taken the responsibility of providing the needed foreign exchange in case of
export shortfall, so that the projected development would not be disturbed.
In order words, this is a development program for which there is certainty
that it will not be impaired because of lack of export proceeds.

18. It is argued that a country should not use the unexpected foreign
exchange available because of the "overages" in its export proceeds to
accelerate the pace of its development (assuming it had the absorptive
capacity to do so); to do so would be contrary to the logic and purpose

of the Scheme.

19. There is, however, the practical problem of how the authorities
can resist pressures to spend the accumulating foreign exchange reserves

of the country, when the advocates of a larger program point to the
innumerable problems which remain to be solved in the country. The logical

argument of insuring an orderly development tends to weaken as the reserves



.

pile up. However, there are many ways by which a country can use such
foreign exchange accumulations to improve its international financial
position, without holding such accumulations in forms defined as reserves
in the country. Another possibility is to utilize the excess earnings from
exports in part to bring forward certain development projects and corres-
ponding imports from later years of the plan period. Further, countries
which do not use up the foreign exchange corresponding to excess export
earnings but hold it to meet possible future shortfalls, may have to take
fiscal and other measures to counter any possible inflationary impact on
the domestic monetary situation.

20. There may, however, be cases of an accumulation of unexpected
earnings above certain limits, (say, 'net overages' being equal to one or
two average years' export proceeds), as, for example, when a country finds
a new resource leading to larger exports. In such cases, the country
could initiate measures to revise its development program, taking the
appropriate initiative with the Agency as well as other external financing

agencies,

I.B.R.D. Staff
December 1k, 1966
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cing scheme.

DISTRIBUTION

Commi ttee:

Copies For Information:
President

The Economic Adviser to the President, Chairman

Director, Economics Department
Director, Special Economic Studies
Director, EDI
Special Adviser to the President (Mr. Rist)
Senior Adviser, Economics Department
Economic Advisers, Area and

Projects Departments

President's Council

Directors, Area Departments

Special Adviser to the President (Mr. Schmidt)
Secretary

Treasurer

Director, Office of Information

Director, European Office

Secretary, Loan Committee

Executive Vice President (IFC)




Da

3. A resolution which was adopted at the meetingl/established,
subject to the approval of the UNCTAD Board, an intergovermmental group
to study the Scheme further and to submit a report, possibly in Septem-
ber- October, for considar?tion by the UNCTAD Committee at its second
session in November 1966.2/ This meeting might take place in Geneva or
New York, but Washington was also being considered because the technical
knowledge of specialists at the Bank and the Fund could then be utilized.
The Bank and the Fund Staff have been asked to assist in the work of the
intergovernmental group., Some assignments for staff members should be
completed by June 1 to be ready for the group's first meeting in early
July. Dr. Raul Prebisch, Secretary General of UNCTAD, hoped that an in-
ternational agreement for implem?nting the Scheme would be ready in time
for the 1967 UNCTAD Conference,>

L. A New Relationship in Development: The UNCTAD Committee meeting
gave the participants the feeling that a new relationship could be estab-
lished between developed and less developed countries. The 0,E.C.D.
countries had indicated their desire to do more to help the less developed
countries, which welcomed the expression of mutual responsibility for deve-
lopment. The less developed countries particularly welcomed the prospect
of additional aid through an international agency which would be multi-
lateral and non-political. As a result, they were prepared to accept the
requirements of the economic performance criteria on which the Scheme

was based.,

5. IDA Resources and Total Aid: Representatives of the less deve-
loped countries were in favor of the Scheme, so long as it would provide
truly supplementary assistance. They did not want funds, which would
otherwise go to IDA, to be diverted to the Scheme. The developed coun-
tries also agreed with this basic notion. No one challenged the figure
of $300-3L00 million per year (on average) as being too high, (although
representatives of certain developed and less developed countries were
more worried whether this amount would be adequate),or the general need
for more money for development finance.

6. Relationship to IMF Operations: The Bank representatives, in
response to questions from different country representatives, had confirmed

1/ Copies of this resolution of the Committee on Invisibles and Financing
related to Trade, together with the statement by Dr, Raul Prebisch at
the plenary meeting, were distributed on April 28, 1966 (EC/M/66-18).

2/ The group consists of representatives of the follcwing cauntries:

a) Developed countries: (6) -- France, Germany, Japan, Sweden,
United Kingdom, United States.

b) Less developed countries: (7) -- Argentina, Brazil, Ceylon,
Ghana, India, U.A.R., Yugoslavia.

There was provision for 2 more members, in case the Eastern Bloc
countries wish to join the group.
3/ The Conference is expected to take place in Geneva in May, 1967.
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that the Scheme was based on the assumption of an active IMF compen-
satory financing scheme.

7. Economic Performance: More experience would be required in
order to achieve improved performance evaluation; the criteria would have
to be general enough to be acceptable to the less developed countries,
yet, specific enough to be meaningful. There were a number of major
problems in clearly establishing the concepts and criteria for economic
performance, which were essential for effective policy formulation. A
number of Economic Committee meetings, or meetings of several sub-groups,
would be held to discuss these problems, and Fund staff invited to attend.

8. At the UNCTAD meeting the Bank representatives, in response to
questions, had emphasized the identity of the economic performance crite-
ria that would be used in the Scheme with those used in basic development
finance, Representatives of the less developed countries seemed to accept
the view that, what was already being done in practice in several instances,
could become a practice of general application. They were considerably
interested in the arrangements for consultative groups.

9. The representatives of the developed and the less developed
countries expected the cooperation of the Fund with the administering
agency. Mr. Frizdman indicated that discussions with the Fund on sco-
nomic performance wculd probably take place; joint Bank/Fund work in
this field, he felt, was desirable and feasible.

10, Cormodity Agreements: Some representatives of bolh developed
and less devoloped countries (France, Belgium, Nigeria, Ghana) emphasized
that implementation of the Scheme should not endanger the arranging of
new commodity agreements, or the operation of established ones. The Bank
representatives had emphasized that the Scheme and commodity agreements
were not mutually exclusive, and that work on commodity agreements should
continue. Indeed, the estimated financing of the Scheme assumed the ef-
fective operaticn of existing commodity agreements.

il. Division of Ideas: Certain differences of opinion persisted
after the end of the UNCTAD meeting, the main ones relating to the size
of the Scheme. Some country representatives were still concerned that
the $300-$L00 million per year envisaged would not prove adequate. The
Bank representatives had emphasized that the Scheme assumed the possibi-
lity of assistance through bi-lateral aid and IIF operations. The pos-
sible adequacy of the financing envisaged for the Scheme depended, among
other things, on further discussions with international aid agencies.
Other differences of opinion, related to the relationships between the
Scheme and commodity agreements, and to the making of the export pro-
Jections. It was interesting that these differences of opinions did not
exist between developed and less developed countries, but rather that
developed and less developed countries were represented in the different
groups of thought.
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12. Staff Requirements: The question was raised as to the adequacy
of the Bank staff to undertake the work involved in judging performance
e.g. the role played in consultative groups. Mr. Friedman felt that an
increase in staff (of loan and project officers, as well as economists)
would probably be necessary, although there was the question of how
rapidly new staff could be assimilated. However, if additional staff
were not recruited now, the Bank would not be equipped to take on more
of such work, even in four to five years time.

C. F. Owen
Secretary
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Original: TNGLISH

TRADE AND [EVELOPIZNT BOARD

Coirvittee on Invisibles and Financing
related to Trade

Resumed first session

Geneva, 13-20 April 1966

SUPPLILEITARY FINANCIAL MEASURES

Brazil, India, Sweden, United Arab Rggubli¢, United Kingdam
of Great Britain and Northern Ireland, Yugoslavia: Jjoint
draft resolution

The Committee on Invisibles and Financing Related to Trade:

TAKING NOTE of Recow eadation A,IV.18 of the first UIICTAD and having regard
tn the ciscussions of tiie Committee durin; its resumed first session,

D.PRESSING its considerable appreciction for the study prepared by the staff
nf the IDP-.D,- in response to tle invitation of the first UNCTAD under Part A of
that Decoumendation,

WOTING thet the existin- international financial machinery dees not include
a rzechar‘xism desipgned to deal with problems arising from adverse movewents in export
proceeds wihich prove to be of such a nature or duration that they cannot adequately
be dealt with by short-term balance of payments supnort, and to provide longer term
assistance to developing countries which would help them to avoid disruption of
their development programmes and that, accordingly, appropriate measures should be
introcluceél,

without prejudice to current cnd future work towards agreement on individual
coimncities in international trade and other practical ieasures to achieve a
stabilization of commodity markets, including the process ol orsanization of
markets, expresses the hope that the relationship of any ieasures taken under the
recnivencation in question with this other work 1ill be studied in the Committee on

Coivncities and in other competent organs of the ULICTAD;

Y, 66=923
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HUILC the considerable measure of supvort in the Corwittee for the concept
of supilementary financial measures elaborated in the IDRD staff study;

AGRIIES that the scheme of supplementary financial measures set out in the
study prepared by the stall of the International Dank for Reconstruction and
vevelonment in accordance with that Recoumendation should be further studied and
elaborated in the 1li~tht of the discussions of this Comuittee, as a means of
cealing vith this question, and therefore

DECIDES for this purpose, subject to the approval of the Boarc, to establish
under Rule 63 of the Rules nf Prnacedure of the Comaittee a siall zroup of
representatives of governmenis, with the requisite expertise, consizting of ." . .9“ L
members, to study and report on this matter to the seconc session of the Committee,
witii the terms of reference set nut in the annex to this resolution;

IIIVITES representatives of the staff of the IBRD and the IIT as well as
representatives of such other bodies as the Group may consicer appropriate to assist
in tie work of the intergoveriusental group and in particular to prepare sucii factual

1terial as may be required in enable the group to accomplish its task.
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ANNEX
TERMS OF REFERENCE FOR INTERGOVERNMENT«L GROUP

1. The Group should exanine the study presented to the Secretary-General by the
staff of the IBRD, in the light of the discussion of it in the Committee. The
Group should submit a report on the .study (with such modifications to the Scheme

as it may consider appropriate) as a neans of achieving the objective set out in

Fart 4 of Recommendation A4.IV.1l8 of the First Conference. Having regard to the

-timetable for the next Conference, the Group should endeavour to submit the report

in good time for consideration by the Comnittee at its second session, in November

1966.

2. The Group should pay special attention tc the following points:

(1)
(i1)

(21d)

(iv)

Questions affecting the scope of the Scheme, including the treatment of
overages and the regard to be paid to import prices.

The forn, terms and conditions for the provision of financial assistance
to countries participating in the Schene.

Measures for establishing a relationship between the resources available
and the rescurces required; in this connexion the Group should exanine

the implications for the Scheme of the hypothesis that resources on the
scale suggested in the IBRD staff study (taking account, of any modifications
which the Group may suggest) would be available.

The need to establish a boundary between problems of an economic nature
and those which fall within the political sphere in the administration

of any Schenme.

Questions relating to the methodology to be applied in the formulation

of the projections and the technical assessment of the policies on which
the development plans of individual countries are based, the circumstances
which may give rise to a claim on the Scheme, and the considerations which

the Agency should take into account in dealing with such a clainm.
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(vi) The appropriate period of time for which the relevant projections of
exports should be established and the concomitant obligations ¢f the Agency
and the developing country concerned respectively should be assumed.
(vii) The relationship between supplementary financial measures and other types
of economic assistance, both multilateral and bilateral, with particular
regard to the need to ensure compatibility between them as regards the terms,
conditions and criteria on which they are to be provided. .
(viii) The comparative effects on economic developrment of the scheme proposed and
of other possible methods which might be employed for the same purpose but
with due regard to the primary task laid down in the fifth and sixth
paragraphs of the resolution to which these terms of reference are annexed.
(ix) The status, membership and functions of the Agency and its relations with
other international bodies, having regard to paragraphs 7 and 8 of Part A
of Recormendation 4.IV.18.
3. The Group mey also put forward suggestions, for further consideration by
governments, of ways in which the Scheme might be financed. '
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T..4DZ AND DEVELOPI:INT BOAUD
Cormittee on Invisibles and Financing related to Trade

.esuned first session )
Geneve, 13-20 April 1%9AS.

STATZLSIT EY Di.. iaUL Pi3BISCIH
SCCETAY-GENELL OF UCTAD,
AT THE TUEJTY-EIGHTH PLIlauY 1.3ATING OF THE COM _ITTE:
OF 13 APARIL 19%6

liu. Chairman,

I thank you for giving me the floor to speak on the 3tudy by the International
Bank for deconstruction and Develonrment on Supplementary Financiel lleasures, the
irportance of which you have rightly stressed. Tuis report, which the Cormittee
is going to consider at its present neeting, is of great significance, not only
because of the subject ratter itself, but also because this is the first opportunity
TICTAD has had since the 1964 Conference of engaging in a discussion which will no
doubt be very fruitful. |

It will be recelled that, at the Genevae Conference the developing countries
stressed the need for .casurcs against the continual fluctuations in the external
sector of their econouy. It was in response to thet concern that the United
Wingdo:. and Svedish cGelogetions sul:itted a dreft resolution which led to the
report we are now ebout to exaiiine. The ciscussion thereisre has a concrete
proposal as its sterting point.

It is a metter for satisfection that UJCTiD is thus entering a new field of
dctivity. It has Ueen repeatedly stressed that UICTAD shoulc not be rerely a
forwi for the discussion of problems, but also sn adequete instrw ent for solving

then in practice. Ilence the great signilicance of this 1esting of the Corriittee,

wiich 1s called upon to study a prograrre and a practical solution oresented to

us with all the authority of the International Dank.

T.T; . (}é"" "{". F




T0/8/C.2/20
ange 2
T should li'te to weil with throee asmects of the rencrt. Lrght; en
cxainetion of the provosel itself. Jecond, iils nature and characteristics.

Tianl, the ralationship between this schel e for supnle-enisry Tiaarcing and the

hosic finenciny of ~cane ¢ aevelnpreat plens.

On the first »ncirt, we should consider whether the idea of cuvpplerentary
financing which ererged fron tiwe 1264 Conference provides the best means of
counteracting tne effects of fluctuetions i the external sectcr of the
doveloning countries. I have uo hesitation in saying thet it 1s an &adequate
solution and perfectly coupatible with other :ethods of redaucing the e:xtent of
these [luctuations. I refer, in particular, to tliz arrergerents or egree ents
releting to prirery corriodities, in other words to the ovgenization of rarlets.
I &» not velieve that these agreevents offer ron alternatise to surnlementary
finzancing, but ierely another couvergent reans of solving the problen of
cxterns] fluctuaiicas. 1 say this fer twe ressons. 2Mirst, because not 211

-

aricary cornwodities cann be the subject ol stebilizction agreenments and secondly,
beceuse these zgreerents are not generally intended tc eslablish a fixed orice;
bt rather & _axirms and r.iniiw between vhich maret prices can continue to
fluetvate. This is true of the cocon crveement viick WICTLD 1s now considering
with, I am sure, very good prospects of overconing the differenc¢es which still
aivide the countries interested in that cormodity.

fcecordinely, even where satisfactory ccit.odity agreerents sre arrived sat,
there will stlll be @ arpin of {luetuation which will recuire supplerientary
financang to obviate the effects of such fluctustion on the econouy of

dev-loping countries.
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Phe Study subaitted oy the Bank has the unguestionable merit of frankly
raecgnizing that i1t is very aiflicul’; if not 1apossicle, to formulate a systeaatic
ceonciic develcgment policy and aooly 1t in a aevelopusnt plan, if all the fundamental
calculations for the zlan ere upset by external fluctuations. This constitutes a
very positive contraibution to the solution of one of the most serious probleas facing
the aeveloping countries.

1 srould now like to examine briefly some of the wain characteristics or

wéalitlies.

]

of' the Bank's study. It is esscntially based on 3 projection of &
counbtiy's exports. 'he i1dea that the projection of exports constitutes an essgeatizl
elenent of any econocinic development plan is fully accepted, so that there is no need
to discuss it, although, frou the technical point of view, there may be differences of
opinion regarding the methods used (or which should be used) in making the projections
or the criterion on which this work should be based.

The Bank has used the projection :method to determine the magnitude of the supple-
awentary [inanecing. At the sawe tiue, it has used it to introduce the closely rclauvca
concept of exports which at a given wmoment are larger than those forecast in the
grojection. The Bank uses the term 'overages" - 1,8, eXxcessas - to describe this
and considers that the excess of exports over the projected figures must subsequently
be taken into account in deteruining the anount of suppnlementary finaneing which a
couniry should receive when there is a shortfall., This means that there woula be socue
of f-zctting between a present deficit and a past surplus with respect to the projectea
figures. . This point should be ecxauined in detmil. What will a country do when its
¢¥poris exceed the projectea [lgures? 111 it accumulate aaditional monetary
recerves if its reserves are already at a satisfectory level? Will it increase its
reserves and await a fall in exports to bring thea into play?  Will it invest the
reserves if they appear excessive in the light of the country's experience, or will it
usc thea to import capital goods?

In the thirties, when I had playea some part in umy country's Central Bank, I had
occaslon to recommend an anti-cyclical nolicy based on the foraation of additional
wactary reserves during the upward phase of the cycle, when exports are increasing,
€17 us to have resources available to face the downwara phase. To this end, thc
C-ntral Bank put notes or bonds on the market so as to withdraw the excess woney ~reated
o7 asundant exports and at the same tine accumulated reserves. Thus the anti-cyclical
Jolicy was coubined with an anti-inflationary policy, by withdrawing excess purchasiug

powcr froa the narket.
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s polisy of Lol tyme ves giate uncerstardadle ot the tire, :or tuo 1ala
PeA30NN. First, comise wo wers then luving uncder the treserusus irpressior
censted by the crle desreasion, amwl censiderctions of rtability vrevailed over

conzideraticnz of lzvelepoent in the eentiel Leriss of the developing countries,
the aii- being to avoid say further sericus cortracticn of the econcty. another
Lasic consiceratior was that the world then had no irternational credit
schinery to cover o deficit ir the belance of peyrents, whether it was cyclical
or not. Today, 'v. Ghairuen, I woull ot advocote & volicy of thet nature.

I believe that =ow, when considerctions of econoiic developrent prevail,
ceserves in excess of whet trudence requires & cenlral bank to reintain should
he used to acquire canital soods. /e should consicder this point and erplore
the possibil._ ty that, in the event of & cycliczl recession, the external
resources thus used in booi neriods can be recoverecd through the agency of
internationsl credit orzanrizations. T would like to subriat this ides Tor

the coensigeral.cy of lr. friednan and, of course, of the group of experts whieh
will be set up to consiler thic problen: 1f the suppestion made & crent ago by
the Chainan is adonted hy this Covmittee end by the Trade and Developrent
Gosard.

L pnoint of considersble interest vith regard to supnlenentary financing

s that it vould be grantec on terrs siiler to those of basie financing.
On this noint T should like to ask the distingmished representctive of the

caniz a few questions, i ©t.m besic financine of & plan has been granted on
certain specific terrs as to interest rctes and duretion, and a cortraction
of external ori~in then cccurs which reduces z country's capacity for saving,
will supnle:entary financing be granted on the sare ter:s as the hosic
[11encing althourh the country's canacity for ssving hes altered? Or, will
sunplerertary financiry e adiusted Lo tike zecount of the worsened conaitions
wien heve wriner for re.as-sng toyomnd the couttry'!s controel? Will it not be
@eessary in scone caser to consider loans for lonzer periods or at lower rates
of interest, sc as net to place the country in dilficulties with regard tc the
>

flfilrent of 1ln obliratrons?
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This whole concept is based on the necd to face the conseguences of an
unexpectea fall in exports. Projections arc made on the basis of certain
conditions, aua when these conditions change supnlementary financing cowes into
play. It is conceivable that, ia certain specific cases, projections should be
sade bearing 1n wind a tendency [or the terus of trade to deteriorate. It is
not wy intentioan to give, at this stage, any interpretation of the Bank's report
or of the interesting puper recently read at Chatham House by Mr. Friedaan; but
I woula like to ask this question: what would happen if a tendency for the terus
of trade to deteriorate, which had not been observed at the tise whean a develop-
ment plan was formulated, were to appuar during its ingemcntutioﬁ? The Bank's
study only mentions the casc of a fall 1n exports, which iay be due to 2
decreasc in their physical voluwae or to a fall in prices and rightly offers
supplenentary financing as a wmeans of dcaling with the consequences, But I
wonder what would happen 1f the fell in export prices werc to coinecide with a
sucstantial inercase 1n the price of iiports, resulting in a decreasc in the
external purchasing power of a country. Could a country obtain supplenentary
financing in those circuastances? 1 take the liberty of putting these questions
te mr. Friecuwan, becausc I believe they will make it easier to understand the
problea.

Lastly, without uwaking an exhaustive analysis of the modaiities of the schene,
I think it is imjortant to exanine the magnitude of the resources which the Bank
reeo.muilds should bu aobilized for supplementary financing. The study wentioas
an ascunt of 3300 to 400 willion a year, on the basis of previous cxperience
and of a detailed analysis of export trends for a large grou) of countries, It
also arrives at the coneclusion that the 2verage size of past fluctuations is
about ;1,600 m1llion, and rightly aaintains that part of this aaount coula be
providea frou wonetary reserves, ImF drawiings, other types of eredit and, lastly,
by restricting so.c lLaports. It 15 20 doubt of the greatest iuportance to stuuy
this uspeet of the question, but 1 belicve that cily when the schemc is put 1ato
operation will 1t be jossible accurately to definc the nature and .aagnitude of

the roesources that will have to be brought into play. I have the fullest
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confidence that the scheue 1s feasible .nd, what 1s uore, that it cau be
effectively implenented. In this connexion, 1 shoulu like werely to refer
to 1uport restrictions. In his recent worky-Mr. Frieducn speaks of the
possibility of placing rostrictions on certain superfluous os luxury Lports.
This is a point of great iutcerest, Supplementary financing shoula be
accoupanied by a rational anti-cycliczl policy te be pursuca by the developing
countries, which woull uce every niecus in their powce to mitigute the coasequences
of external fluctuations anc to avold cxcessive indebtedness.

sverything possible wust be done to ensure that international financial
resources are used to cover the savings ceficit or the differcnce between
the investinents a countiy wishes to iiake under its plan ana the amount of
interncl resources it .iobilizes. In cay cese; excuest in exceptional circui—
stances, these external rosourccs sust net be used to wect coasuwer necas,
Tor sooner or later they will have to be repaid to the lending agencies; it
is of the grsatest isportance that thoy should be used for investuient, not
for finanecing exteraal sayients aeficite, although certairn eircwastances may
make this inevitable, It is true that sc.ae countries have carrica the
policy of iluport substitutes to a point wherc no .iargin is left for
restricting zaports when n adverse uovesent of the cyele occurs.,  Other
countries, however, still have = margin of iwports which, although not
necessarily luxury goods, could be reduced or deferrca, because they are
not indispensable for ccono:.dle aevelopaent, On the other hana, 1t would
be difficult te curtail, for exaiple, suports of saai-finisheua artaclces,
essentisl coasuaer gooas, or certain capital goods. = Consideration shoula
be given to this aspect, with a viww to reduciag the need for supplementary
financing as .uch as possible. The eriterion I @a putting forvard is not
that of finauncial institutions, but the one which should guide the
developlag couutrics, beeausc their 1avestrient neeés ars so great that it
would be truly ucplorable 1f resources of this kine were not used for

investacnt.
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The third aspect of the study to which I wish to refer is the
connexion between supplementary financing and the basic or regular
financing of a developuent plan. as 1 have said before, one of the
wain features of the Bank's proposals is the fact that the whole systca
is based on the idea of planning. We are well aware that the technique
of good planning includes the projection not only of exports, but also of
the internal savings which a country .wust .obilize to demonstrate its own
effort under the developaent policy and also a projectica of the external
resources available for executing the plan. All these projections will,
of course, be carefully scrutinized by the agencies concerned with the
financing of a »nrogrammne.

In addition to its technical character, this analysis has a very
inportant implication. So far; save in a few exceptional cases, the
policy has been to finance isolated projects without having any overall
idea of the external contributions a country requires to carry out its
plan, The fact that thc projection of the external resources required
for financing an scono.iic developaent plan is accepted, means, if 1 an
not uistaken, acceptance in principle of the idea that international
lending agencies, when studying a plan as a whole, recognize the need to
settle on a certain volume of externsl resources beforehand; in other
words, while the essential idea of financing specific projects has not been
abandoned, the need to decide beforchand the total awount of external aid
which a programne or plen of five, six or seven years may require, now
appears to be recognized. This seezis to ne to be of the greatest
importance from the point of view not only of basic, but also of suppleuwentary
financang.

Jhat aoes "supplementary” .iean? It wneans that outside financial
resources are added to those previously provided for under a plan. The
deternination of these basic resources is of special inportance, since,
if this fundauental principle is not accepted, supplementary financing uaay
well be proviued at the expense of the basic financing when, on thz contrary,

what 1s desired is the addition of suppleamentary to basic financing, in order
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to enable a country to carry on its developuient plan without any serious
disruption. It 1s an accepted principle, which seeas to me to be self-
evident, that if a group of international institutions recognizes, in soie
forw, the nced to provide resources during the lifetiue of a plan, it
should ieke a thorough study of that plan, of its soundness as regards the
objectives 1n view, of the resources required to carcy it out and of its
other churacteristics.

I have previously referred to the need for a projection of the
internal savings required for o plan. How far can the internationa.
lending agencies go in analysing purely dowestic measures taken by a
country? To what extent will countries submitting a plan be required to
adopt a certain type of weasure? These are matters which have long been
under discussion.

Let us take the case of the wobilization of savings. It is obvious
that in oruer to determine the aiount of external resources, lending
agencies uust know the aaount of internzl resources, anu the country in
question .uust undertake to ..ake its own efforts to cbtain these rescurces.
This is a watter entirely aistanct from consideration of the domestic policy
neasures which a country will apply in order to fulfil its unaertaking to
aobilize its own savings.

Is a specific financial, credit, wonetary or fiscal nolicy going to
be demanded? Is it going to be decided how a country should manipulate
its fiscal and wonetary aachinery in order to aeet the savings projection,
or 1s the country's undertaking to raise this predetermined a.ount
sufficient? This is 2 wattcer of such iaportance that a dividing line .wust
be drawn between the technical requireients of a plan and what aay be called
its political requirwicats. Since this is a point of the greatest iiportance
ana 1s essential in any development plan, I think that it will be discussed
by this Cowulttee not only froa the point of view of supplesentary financing
oroper, but also 1n a general context, since it relates to the whole concept

of the financing of developuient plans.
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I can give another example. A country may have special views on combining
economic and social investments. There are countries which prefer to settle a

pressing problem of low-cost housing before investing in directly productive projects.
#hen considering a plan, should international credit institutions pass judgment on
these aspects of it which concern a country's domestic policy? On the other hand,
the difficulties encountered by a country in applying a particular policy within
the framework of its conception of economic development can be assessed only in the
light of the experience acquired by people of that country. All this suggests
that a clear dividing line should be drawn between what should really “we recognized
as a fundamental requwirement for the soundness of a plan and for its application -
and no one could deny that the international credit institutions, must satisfy
themselves that the plan is rational and feasible - and those cther aspects which
fall within a country's exclusive sovereign right of determination.

As I have said before, these matters have been widely discussed, and I might
mention an experiment in that part of the world which I have so far known best,
namely Latin America. w#hen a few years ago, the Charter of Punta del Este was
considered, from which the Alliance for Progress originated, a group of economists
which had been consulted proposed that, without prejudice to the evaluation of
economic development plans and their implementation by international credit
institutions - which could not be deprived of the powers essential to them - plans
should first be evaluated by a small group of impartial experts. The purpose was
to ensure the greatest measure of objectivity in the analysis and at the same time
to cbtain impartial advice on certain fundamental aspects of economic developmment
policy.

The idea was approved by the govermments represented at Punta del Este, but not
in the form in which it had been submitted: on the one hand, the number of experts
was increased, but, on the other hand, the group was decapitated, in that it was
deprived of a chairman. All this contributed to the failurs to carry out this

excellent project in the form in which it had originally been proposed by those who
had conceived it.



TD/B/C.3/20
page 10

A few days ago, at another inter-American meeting held at Bucnos Aires, the
idea was modified. The experté were reduced in number, and instead of acting as
_ an independent group, they are to advise the Chairmen of the inter-imerican Committece
of the Alliance for Progress, an officer whosz important duties include making
recommendations on the allocation of the financial resources which the United States
Government places at the disposal of Latin American countries. It is to be hoped
that after this change the experts will continue to have a large measure of
independence in evaluating plans and advising governments and credit agencies;
this will make it possible for the experiment, which was begun a few years ago,
to be refined, and for the group of experts tc be very useful. ,

The initial proposal not only laid it down as an essential condition of
external financing that a plan should exist, but also required that the plan should
be submitted to the experts. These two conditions were abandoned at the time,
possihly because the idea was very new, but perhaps experience shows that it would
be advisable to reconsider them. I have ventured to recall this matter, because
certain apprehensions I have noticed among some delegations of developing countries
in this matter might perhaps be dispelled if it were considered desirable to set
up machinery of that kind.

At any rate, the fact that a country reserves to itself certain domestic
policy decisions which are its own inherent and inalienable prerbgative, does not
mean that it is not to that country's advantage, as experience shows, to receive
technical assistance - which may be multilateral or bilateral according to choice -
for the purpose of determining what kind of measures should be applisd.

It will also be remcmbered that the regional economic commissions of the
United Nations in the developing areas have established planning agencies capable
of training staff and providing technical assistance to countries applying for it,
with a view to advising them on programming. The International Bank, too, has
an institute qualificd to deal with these matters. But let me stress that this
is technical, and in no case political assistance. The former is what the

developing countries need; the latter is something that concerns them alone.
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This Committee is meeting for unly a very few days, and it cannot possibly
consider 2ll the inportant aspects of the Bank's report. You yoursel,
Mr. Chairaan, in suggesting that an inter-governuental coiniittee should be set
up, have recognized the iaportance of the 1iaea. I hope that the Coumuittee on
Financing and, thereafter, thc Board, will approve the suggestion. However,
it would also be valuable for this Committee to support, in a positive manner,
| the idea of suppleaentary financing as such, because the task of the experts
would be considerably facilitated if the acceptance of the idea itself were to
be taken as a starting point, which would not nean accepting all the details of

the bSrcposal. The experts would then not need to spend any tiie discussing
whether supplasentary financing is desirable or mot. We all know that discussions
involving decisions of that kind are always diffioult. I think that this task
would be niade much easier if it were recognized that the Bank's report solves,

in prineiple, the serious problen which the 1564 Conference laid before govern-
aents and which the delegations of the United Kingdom and Sweden took up. I
believe, Mr, Chairuan, that this would be one of the most iiportant

contributions the Connmittee could nake, and it would define the scope of the

study to be undertaken by the group of govermnent experts, if the idea of setting
up such a group is accepted,
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Bank Study on Supplementary Financial Measures

Mr, President and Members of the Board:

I have been invited to come and present some thoughts on the Study prepared
by the Bank staff on Supplementary Financial Measures. May I begin by expressing
my appreciation for having been given this opportunity to explain further the
Study and the proposed scheme to which a number of us have devoted considerable
time and effort. My role in the World Bank is that of an economist and advisor
on economic and financial policies. It is in that capacity that I would like to
share some thoughts with you.

The Bank Study was done in response to the request from the U.N. Conference
on Trade and Development and we have looked to the resolution requesting the
Study for our basic terms of reference. I shall not burden you now with a
detailed exposition of the scheme or the Study, for they were submitted last
December 6 to the Secretary-General of the United Nations by Mr. George D. Woods,

President of the World Bank. Rather, I should like to direct my remarks to some

of the broader questions which in my judgment lend particular relevance to the

Study in the context of the development task as a whole. From many points of
view-bﬁr Study and its proposals are an outgrowth of the regular work and
experience of the Bank which cover all aspects of the development process. We

are dealing here with a major, but only one aspect of the overwhelmingly important

problem of develggment. The fact that we af; deaiiﬂé with only one slice of the_
wholé_;ie_doesﬁit make it less important; great and complicated problems are often
best solved piecemeal. Moreover, concentrating on a segment may throw new light
on the whole and suggest new approaches and solutions to the over-all problems

especially when this particular slice of the pie performs a unique function in

relation to the whole. However, we cannot forget that the central preoccupation
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is with the entire development process as such and a proposal on a segment must

fit in with a rational approach to the over-all problem.

The world clearly recognizes the importance of development, as is
evidenced most immediately by the presence of you gentlemen here on the U.N.
Trade and Development Board. There are many great issues involved in this
field of development and many relatively unknown areas which need further
exploration and enlightenment. Indeed, it_%g difficult to tglk or_EEnsider
one aspect of this problem without Eééping in mind the thinking and suggestipns

which are being made on other aspects. However complicated the discussions and

however varied the suggestions, there is a common thread that weaves through all --

what can be done to deal with the baffling problem of development in a more

effeétive way than hitherto.

- In presenting the Study we were well aware of the discussions in other
related fields. Indeed, as you know, the Bank itself has been engaged in
inquiring further into many different aspects of the problem of development and
its financing. However, in our Study, now before you, we did try to address
ourselves to the specific problem which had been given to us and, with your
permission I will confine my remarks to it, hopefully, without losing sight
of the broader framework of the entire problem of development.

For nearly two decades the poorer countries of the world have been urged

to approach their task of development in a rational and determined way. We have
come to use the words "plamning" or "programming" to cover this rational and
determined way even though they include many different kinds of economies and
economic policies with great differences in the role of governments in the economic
life of the nation. For many, acceptance of the role of planning or programming
was slow and difficult. Paper plans could quickly be drawn up; but, as a rational
and continuous mechanism for managing an economy in order to reach certain stated

goals, the process of planning has proved a tough and demanding discipline.
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It has required vision, resolution, sacrifice and resistance to internal political
and social pressures.

As the discussions at UNCTAD vividly demonstrated, however, no effort on
the part of developing countries, however wise and steadfast, could by itself
assure the success of their efforts. We all have seen how vulnerable a development
program can be to unpredictable changes in the external environment beyond the
control of the poorer countries themselves.

It was hardly surprising, therefore, that the disruption of development
programs resulting from unpredictable adverse movements in the export receipts
of developing countries -- movements which are either too prolonged or too drastic
to be dealt with by available short-term balance of payments support -- should
have been a matter of urgent concern two years ago in Geneva. The problem has
been a persistent, nagging cause of perplexity for nearly two decades, as the
world community has groped its way toward the slow perfection of development
finance machinery. We have all been aware that the developing countries, and
most especially the large majority whose earnings of foreign exchange come almost
entirely from the export of agricultural commodities, are highly vulnerable to
unforeseen declines in commodity prices and that their ability to finance develop-
ment is sharply limited by the sluggishness which typifies the growth of demand
for such products. This dual problem has been with us for decades constantly.

At different times and in different ways, efforts have been made to cope with
various aspects of it, but the problem remained and the UNCTAD responded in the
resolutions well known to you.

To the leaders of many less developed countries, the problem appears to be
a vicious circle. To escape from reliance upon highly volatile prices of one or
a few commodities, they must look to the diversification of production and exports.

This, like all early development, depends on the execution of an investment program



- -

for infrastructure and productive facilities which requires a wide range of goods
and services that must be imported and paid for in foreign exchange. As the
program gathers momentum, it speeds the pace of urbanization, creates the need
for more capital goods and creates new consumer demands which must be met, at
least in part, for they represent the newly aroused hopes of the people and are
in themselves an important ingredient in the dynamics of development. But this
need for more goods cannot -- and I believe should not -- be wholly satisfied
through domestic production and therefore raises still further the requirement
for imports. Thus the need for a constantly increasing and reasonably reliable
supply of foreign exchange is frequently experienced. Less developed countries,
however, are usually not greatly endowed with foreign assets or reserves upon
which they can draw for such purposes. In any case, such resources are depleted
in rather a short time since the external position of such countries does not
usually produce enduring surpluses necessary to replenish such resources. If
their programs and policies appear to be sound and prospects seem favorable, a
certain amount of foreign exchange can usually be obtained in the form of official
assistance and private investment from abroad. In the best of circumstances,
however, by far the greater share must come from their own export earnings; in
1962, for example, which was a year of relatively low commodity prices, export
receipts of the developing countries were still more than three and a half times
the net inflow of official aid and private investment. So their major reliance
for obtaining the needed foreign exchange must be on sales in foreign markets.
The advantages of markets are well known, but they do involve uncertainty
in prices and volume of trade. For all countries these uncertainties are
welcome only when there are unexpected gains, but for the poorer countries,
however sensible their domestic policies might be, the unexpected declines may

mean widespread hardship and setbacks, if not catastrophies.
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The problem arises immediately from the unexpected decline in export
earnings, but more profoundly, the problem arises because of economic develop-
ment and the consequences of poverty. When countries are able to save enough
foreign exchange to meet major unexpected setbacks, schemes like the one prepared
by the World Bank will no longer be necessary. Unfortunately, these conditions

for many countries can be achieved only in the distant future. At present, the
——
alternatives are basically to rely upon the countries experiencing the unexpected
_._..”__,_._.-——-—-‘_"'__—__—"——-—--____________—__ — s
export shortfalls to absorb mcst, if not all of the impact, 1rrespect1ve of the

retarding effect on % the development process, or to provide from abroad some form

- — ———— — — =
E—

of additional foreign exchange in sufficient time to substltute 1n whole orin

part for the foreign exchange not earned because of the unexpected decline. Our

proposal is to provide enough substitute foreign exchange from external sources

—y

to enable a good and prev1ously agreed development program to be carried on
_-—-——'_'_'_'__'_.—._ — S— e — —— -

without dlsruptlon, as long as the country in difficulty is followlng economic

pollzigs whlch are objectively regarded as appropriate by the international

community.
G e

Thus we were not concerned in our Study with the effect of Bredlctable

e -

declines in export earnings, whether they result from temporary and reversible

causes or from long-term shifts in the trend of demand or supply. Our assignment

| was to study the problem of disruption of development programs caused by unpredict-

able shortfalls from reasonable expectations of export earnings. Our findings

after much new research and enquiry, led us to the: “OnCIUQIOQ«that the probleﬂals

" both real and 1mportant To help reach a conclusion on this critical question,
| =

how the problem might be met until the facts convinced us that there was a_ﬁajor

|
'|
I
4 we drew on the rlch experlence of the World Bank. We did not proceed to consider
I

problgm: P
When prices fall abruptly and sharply, or when they continue to decline over

a long period, and if these setbacks are not foreseen and taken into account when
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the country plans its investment program, the results are likely to be serious for
development. Ironically, they can be most serious for those very countries which
have been conscientious in planning and ‘effective in executing their development
programs. An effective development program is relatively complex and its various
segments are intimately interrelated. For many countries, the development program
cannot leave margins of safety reflected in policies designed to accumulate and
retain foreign exchange over a considerable number of years or the acceptance of
deliberate unemployment or underemployment of domestic resources which may enable
the country to increase quickly domestic output for export or for domestic con-
sumption when export earnings fall unexpectedly. Sensible development programs
avoid the dangers of inflation and economic strains on domestic resources and the
balance of payments, but, within these limits they try to bring about the best
and full use of available resources in the private and public sectors. The key-
stone almost invariably must be an estimate of export earnings, since as noted
before, they are the major source of foreign exchange upon which the whole
structure of investment frequently depends. Cnce a program has been designed
around such a forecast and set in motion, an unexpected shortfall that cannot

be offset in time can have far reaching consequences, upsetting the pattern of
investment and limiting the effective use of all remaining resources, both
external and domestic. In such circumstances, the government may be forced to
adopt restrictive measures which further choke off the breath of development,
resulting not only in retarding the rate of growth, but also in introducing
uneconomic distortions and inefficiencies into the economy which may burden
growth for many years, with such undesirable by-products as chronic reliance

on high levels of protection or continuous need for large scale governmental

subsidization.
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Consequently, the disruptive effects of such events are far broader and
more pervasive than the country's economic progress; it encompasses the entire
society and their repercussions are felt throughout the social structure of a
country. If not dealt with successfully, they produce broadening waves of
disillusionment which may discredit the development program and its advocates,
and may well affect the action of other developing countries.

The scheme devised by the World Bank staff to deal with the problem depends
for success upon a range and degree of international cooperation which, if forth-
coming, would have beneficial consequences far beyond the limits of the problem
itself. The basic criteria underlying our proposal can be stated briefly:

(1) Shortfalls in export earnings must be measured against objective estimates;
(2) They must be of a nature or duration which could not adequately be dealt

with by available short-term balance of payments support; (3) They must result
from causes beyond the control of the affected country; (L) External assistance
cannot be expected unless there is certainty that it is needed for development and
will be used for that purpose, and therefore such assistance will require some
form of administration; (5) The administering agency will be international because
of the role which the agency is expected to play vis-a-vis the donor and the
recipient countries; (6) Before turning to the administering agency for relief,
the country must make whatever adjustments it can to offset the shortfall without
disrupting its development program, and it must make all reasonable use of other
available sources of finance, including any earnings which it may have had
previously during the projection period in excess of the agreed export projection--
what we call "overages"; (7) When a shortfall occurs which cannot be offset by
other means, assistance must be timely and certain; (8) Any scheme must reconcile
effectively the need for administration with the need for timeliness and certainty
when the difficulties arise; (9) The terms and conditions of assistance should be

similar to that on which the country receives normal development finance.
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To meet these criteria our scheme requires that the steps necessary to make

e

the scheme effective for each country must be worked out and agreed upon in

advance. This is a process that would require the closest working relationship

P - e

between the administering agency and the ihdividual country. It would also

~ depend upon close and cont1nu1ng cooperatlon between the agency and other 1nter-

—

national financial institutions involved -- the World Bank the IMF and the many

other national and international agencies that are concerned with the provision

of technlcal a351stance and finan01a1 ald to the less developed countrles.

The scope of such cooperation is suggested by the various elements in the
agency-country understanding, which is the heart of the scheme we propose. The
first requirement would be a mutually agreed projection of 'reasonable expecta-
tions" of export earnings over a period of years, normally corresponding to the
time horizons of the country's development program which is usually about five
years. This projection would be arrived at in the context of an understanding
on the program as a whole and would be subject to revision only as part of a
general reshaping of the program. World Bank experience indicates that such
projections are practical and feasible; we are doing it now.

The country and the agency would have to agree upon a set of basic develop-

ment pollcles to be pursued by the country durlng the period covered by the
progectmon of export earnings -- a "policy package', as we have called it ;p our
Sdgéi. i£ would cover what we have called the "projection period", which is
similar to what in many countries would be called the '"plan period". This would
include a financing plan and a projection of the balance of payments. The
financing plan would cover investment in the public sector and the best estimates
possible of private investment, stating the levels of anticipated investments in
principal areas and estimates of domestic and external sources of financing.

The balance of payments projection would include estimates of the principal

components of exports, imports, use of reserves and the various categories of
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external financing. The financing plan and balance of payments projection would
"quantify" the underlying policy understandings and would be essential in assess-
ing performance under the scheme. Again, experience indicates that this is
practical and feasible.

In working out such a policy package, full collaboration would be required
with existing international financial agencies, so that the financing plan would
be consistent with financial policy targets and criteria agreed upon between the
country and the international financing agencies. The need for such collaboration
would continue throughout the course of the agreement, for both the projection of
export earnings and the policy package would be subject to regular review and,
if necessary, to revision.

The agency and the country would also have to agree upon steps to be taken
by the government in order to adjust to a possible shortfall in its export
earnings without disrupting its development program. First, any excess of export
earnings above the agreed projection experienced earlier in the projection period
would be applied against the shortfall. Further steps might include appropriate
use of the country's own reserves and resort to the IMF if deemed appropriate by
the country and the IMF.

In addition, the agency would survey and keep under review with the govern-
ment of the country and with other agencies the possibilities of using other
sources of funds for offsetting shortfalls if they occurred. A number of these
possibilities are mentioned in our Study. Others might appear if effective use
of such emergency assistance were assured. After taking into account such
other sources of assistance, the scheme w;uld provide with certainty and in time
additional foreign exchange needed to carry on_£he agreeé development plan and

policies. This is new, but it is based on related experience and we think it is

practical and feasible.

— - - —
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As far as the developlng countries themselves are concerned, the level of

‘cooperation with the agency whlch would be required to assure entitlement to

benefits under the scheme would constitute an innovation only in degree. Many
developing countries are practicing the kind of cooperation required to reach

and maintain such understandiegs. This is a part of their regular relationships

with a number of worldw1de and regional international agencies. However, I

realize that the scheme would 1mpose ﬁpen them a heaV1er burden ef.accountablllty

for performance than many have been accustomed to in the past I see no way out

of this if the assistance provided by the scheme is to be ‘made available with

certalnty and in time, and stlll fulflll the obaectlve of ensuring that the

‘__._ = ——— _.—-'—'_'_.—‘_'_‘—‘—\—\_\_\_ -
reseurce§_9§ the scheme will be used to maintain a development program deemed

worthy of support by the international community.
o — T (T e i -
While we are concentrating our attention this afternoon on the proposal on
supplementary finance, I must reiterate that we cannot forget the obvious fact
that it deals with only part of the development problem, whether seen from the

viewpoint of the developing country or from the viewpoint of the donor or creditor

countries. In designing our scheme, we have tried to make it fit into the larger

( ——
whole. Thus, much of what is done for the i@plemente@}gg_giﬂphe scheme such as

the so- called policy package and export proJectlons may well become part of the

broader process of providing development finance. There are already many 1nstances

of this. If so, the inclusion of such provisions in a scheme for providing supple-

mentary finance to deal with unexpected export shortfalls, Wlll not add responsi-

bllltles in the fleld of performance, but rather help ensure that these responsi-

bilities were not assumed in vain because of failure to deal with the unexpected.
I believe that the scheme would provide both an incentive and a focus for
international cooperation on a new and more fruitful scale. Since the scheme

would provide international assurance of performance on the part of developing
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_countries prepared to meet its criteria, it should allay fears that funds
P

( provided for assistance will be dissipated because of poor performance. To

that extent, it should improve the international atmosphere in which the problems

; \\ of development are approached. Since the development programs of participating
! } members and the policies for their execution would be the subject of agreement
with the agency, the scheme would provide a framework within which the inter-

! national community could more readily judge the requirements for external assis-
i tance of all types. This would be of immediate interest to many agencies, such
2 | as the World Bank, that are concerned with the complex problems of providing or
coordinating development aid. For example, the scheme's requirement for an

|
objective estimate of export earnings would be of vital concern to all countries

|
| ; and agencies that are involved in providing assistance; indeed, it is important
for the operations of the scheme that this export projection would be used not(’
: only to help determine the amount of possible assistance under the scheme but
f also the amount of normal development finance required by the country. Since
| the scheme requires a continuing review of the participating member's program,
policies and prospects in collaboration with other agencies, it will help

a
\
)

provide a reliable basis for the regular review of requirements for assistance./

= There is no doubt that countries which fail to give a high priority to
development in their public policies and actions, may not qualify for assistance
under the scheme. This is deliberate, for the objective of the scheme is to
assist the development process.

The basic approach is internmational, not unilateral. The techniques
suggested are based on actual experience all over the world. The scheme does
not set up theoretical or absolute standards. It deals with each country

| separately within a general approach. It leaves much for the administering

agency. However, the general instructions to the agency are meant to be clear --

your (meaning the agency's) job is to prevent the disruption of development due
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to these special circumstances by being prepared to provide timely financial
assistance as the lender of last resort, and to organize its relations with
countries in such fashion as to ensure that the assistance will be used effectively
to carry on the agreed development program or policies. We are not trying to
avoid the inevitable adjustments to changing export conditions, but to ensure

that the process of adjustment enables countries devoted to development to carry
on this vital work.

I have not yet spoken of how much the scheme would cost. Our Study tries
to make clear how we came to the estimate of a need of an additional $3C0 to
$L0O0 million per year, on the assumption that it would be supplementary to and
not a substitute for already existing forms of aid. These estimates, as other
similar estimates made by our staff, are made without any effort to inject
political judgments as to the readiness of the international community to con-
tribute the necessary funds. They are based on the best available experience
and facts.

If the scheme suggested in our Study achieves international acceptance,

the next step will be to consider in detail ways and means of providing the

-— o — S —_—

necessary financing and, more precisely, how such a scheme should be administered.

I hope that my brief remarks todé& will ﬁeib in your further deliberations

on our Study and the scheme proposed therein. I hope I have succeeded in
avoiding either the role of the teacher or the advocate. For me to try to
lecture you in development would be egotistical and pompous; for me to try to
persuade you of one approach to a highly complicated and troublesome problem
would be presumptuous and unfitting. We have done our best in our Study to tell
you how we analyzed the problem, what facts we used, how we weighed the facts,
what assumptions we made, and how we derived our conclusions.

The document, I am afraid, is lengthy and, at times, rather technical in

language and exposition. As for the length, I can only say that our first
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drafts ran into many hundreds of pages and the final version is relatively brief.
Already fellow economists are eager to learn more. (We know that nothing will
really satisfy their hunger, for they all (including myself) live by the French
proverb -- "L'appétit vient en mangeant".) As for the technical parts, they are
given in the hope that they will help in achieving an objective, dispassionate
and careful consideration of the major problem which is the subject of our Study.

Believing, as I do, in first things first, I hope that the world will
first decide whether they agree with our diagnosis that there is a problem and
what its magnitude is, and whether the Bank scheme makes sense technically and
economically as an attack on this problem. We have made our small contribution;
the next step -- the big one -- is yours to make.

Thank you.



