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FORM No . 58 

TO: 

FROM: 

S UBJECT: 

INTERNATIONAL DEVELOPMENT I INTERNAT IONAL BANK FOR 
ASSOCIAT I ON RECONS TRUC TION AND DE VELOPMENT 

IN TERNAT IONAL FINANCE 
CORPORATION 

OFFICE MEMORANDUM 
Mr.Irving S.Friedman 

R.M.Sundrum Gb14-
DATE : July 2.5,1968 

Financial Requirements for Price Stabilization. 

I am enclosing herewith a note by Miss Gertrud Levasy, which 
makes the case for long-term financing of reserve stocks, with estimates 
of financial requirements for the case of sugar . Regarding buffer stocks, 
she argues that the financial requirements would "essentially be of a 
short term character." 
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TO 

FROM 

SUBJiiCT I 

Office. Memo andum 

The Secretary, IBRD 

W. L. Hebbard ;&I._ 
DATE: July 241 1968 

Commodity Studies - Exchange of Observers and Documents 

This is to inform you that at this morning's Executive Board meeting, 
the Fund Board agreed to the following: 

1. That the Fund would welcome an observer from the IBRD to 
attend meetings of the Fund Board during discussion of the 
Stabilization of Prices of Prima.ry Products (Fund Governors• 
Resolution No. 22-9), with the hope that the Bank would ex­
tend a similar invitation to the Fund. It is my understanding 
that, if this is agreeable to the IBRD, arrangements will be 
worked out between the economic officers of the two 
organizations. 

2. That the Fund would make available to the Executive Directors 
of the IBRD--again hopefully on a reciprocal basis--the Fund 
Part II of the Study. This would be made available to the 
Executive Directors of the IBRD for their background in­
formation when they are considering the IBRD Part II. I 
would appreciate hearing from you how many copies of the 
Fund Part II would be required to meet your needs. In 
this connection you will, of course, appre~iate that dis­
tribution of the Fund Part II to member countries will be 
performed by the Fund Executive Directors and that the 
quantity we would send you would not contemplate any 
necessity that the Bank Executive Directors transmit the 
documents to the same countries. 

For your information, we are scheduling the discussion o~his matter 
for July 31 and August 2 and possibly--if arrangements can be worked ' out-on 
part or all of Thursday 1 August 1. 
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ASSOCIATION RECONSTRUCTION AND DEVELOPMENT CORPORATION 

OFFICE MEMORANDUM 
TO: Mr. Irving S. Friedman 

FROM: R. M. Sundrum ~ 
DATE: July 18, 1968 

SUBJECT: Draft of Part II of Commodity study 

I am enclosing herewith a draft of Part II of the Commodity Study, 
dealing with the scope of Bank action. '!'he draft was prepared with Mr. 
Avramovic before he left on vacation. At various places, the draft 
indicates a number of alternatives from which a final position has to 
be chosen. 

On some questions, the statement of the policy alternatives open 
to the Bank has been expressed very compactly and in very general terms. 
In case it is desired to be more specific on these issues, I am describ­
ing below what seems to me to be the basic problem. 

I believe the main purp:>se of Part II is to indicate in what ways 
Bank policies would differ in the future, in the light of its greater 
concern with the problems of the primary commodity trade of the developing 
countries. In discussing this, we might distinguish two cases: Case I, 
where we are dealing with countries which are members of an International 
Commodity Agreement;, and Case II, where we are dealing with commodities 
not covered by any international agreement, or with countries which are 
not members of any such agreement. 

In Case I, we might in addition to our normal procedures, undertake 
the following new activities: 

I 
v 

I (i) Ex:amine the provisions of an agreement, from the point of 
v view of its effect on the development programs and efforts of 

the member countries; 

j 
(ii) Make suggestions to the Commodity Council for modifications 
(e.g. suggest modifications in quota allocations, as suggested 
by Mr. Goreux in paragraphs 8 and 18 of his draft of Part II); 

(iii) Help member countries to meet their financial obligations 
towards the agreement' (as e.g. lending them their share of the 
initial costs of a buffer stock, suggested in Alternative II(b) 
of page 12.) 

(iv) Finance the commodity agency directly (as suggested in 
Alternative I(b) of page 11 or Alternative II(a) of page 12); 

(v) Finance diversification projects in a country, which curtails 
its production of a surplus commodity under the provisions of an 
agreement (Alternative II of page 4, and paragraph 9 of Mr. Goreux 's 
draft) ; and 
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(vi) Refrain from financing investments in surplus commodities 
which might; upset; the working of the agreement in which the 
country participates, and thus cooperate in enforcing such 
agreements, (suggested in paragraph 13 of Mr. Goreux 1 s draf't;, 
and in IFC paper IFC/FPC67-l, Attachment, paragraphs 19 and 2l(c); 

(vii) Administer diversification funds set; up under agreements 
(as suggested in paragraph 18 of Mr. Goreux 1 s draf't;, and in 
paragraphs 13 and 14 of enclosed draft.) 

Case II raises more complex issues such as the follotiing: 

(a) Should the Bank Group make additional loans to countries on condition 
they withdraw factors of production from commodities in surplus, even if 
there is no agreement covering these commodities, {as suggested in Alter­
native I of page 5; a position criticized by Mr. Goreux in paragraph 9); 

(b) What should be thepolicy towards investments in 'surplus' commodities 
not covered by connnodity agreements. 

These questions may be approached from two points of view, which 
may be described as the international effects point of view and the long run 
point of view. 'l'he international effects point of view has been advocated 
by Mr. Goreux in his draft. It is Alternative I of page 4. According to this 
point of view, the Bank's investments for commodity production in any country 
should take account of the net effects on the less-developed countries as a 
group. 'l'he "possible advek-se effect on existing producers" was also included 
as one of the considerations to be taken into account by IFC (FPC 67-1, 
paragraph 20); Mr. Goreux would only consider less-developed countries, and 
take account of the interests of both producers and consumers, in these countries. 

'l'he international effects approach might; affect the Bank's lending policy 
in two ways. It might lead to the Bank's lending to a country for a project, 
which generates net benefits to other developing countries as a group, even in 
cases where the project does not yield the country itself an adequate rate of 
return. It might; also lead to the Bank's denying assistance to a country for 
a project, which yields that country a high rate of return, because it leads 
to net disadvantages to other developing countries as a group. In these cases, 
therefore, the Bank would be using all its influence with an individual developing 
country to force it to sacrifice its own national interest for the advantage of 
others. 

I personally feel that the Bank is not justified in adopting the 
international effects approach, for a number of reasons. 

(1) 'l'he concept; of net advantages to the developing countries 
as a group is not clear. It is always possible to make estimates 
of net monetary benefits, under simplified assumptions, but 
impossible to reduce all the objectives of national development 
policies to any such simple measurement. 
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(2) The Bank would not be jusitifed in imposing a sacrifice 
on any one developing country for the sake of other developing 
countries, if it cannot protect this country from damage as a 
result of the actions of other developing countries. To be 
able to give such protection requires the sanctions attached 
to World Government, or in any case, to a much wider contract 
among nations than underlies our charter at present. 

(3) Insofar as the loan to a country is granted on the basis 
of the benefits accruing to other countries, the country would 
not be able to utilize these benefits in arranging repayment of 
these loans. 

(4) When the Bank denies a loan to a country because of the possible damage 
to other countries, this by itself would not prevent a country from 
going ahead with the investment with alternative resources. In order 
to exert stronger pressure on a country, the Bank would have to 
prohibit such investment as a condition for any loan which itmakes 
as recommended to other creditors. 

Especially in the field of primary commodity trade, there is the 
real dilemma that the interests of individual countries do not coincide with the group. 
This is the problem behind the failure of these countries to negotiate mutually 
satisfactory commodity trade agreements. To solve this problem by adopting 
the international effects approach is simply to substitute ex:ternal pressure 
on the countries - and I do not see that the Bank has that leverage, or if 
it does that it would be justified in using it in this way. 

In place of such an international effects approach, I believe that 
there is an alternative approach more consistent with the Bank's role. I call 
it briefly the long run point of view, but it is more than that. 

I believe that in dealing with an individual country, the Bank should 
be guided by the effect on that country and by that country's ability to meet 
the obligations imposed by the Bank 1 s assistance. But in estimating these 
effects on a country, we should take a really long-run point of view. In 
estimating such long-run effects, I believe that the Bank is justified in 
making the basic assumption that the international environment surrounding 
any country's development efforts will improve steadily, partly because the 
Bank and its member countries are pledged to provide such improvement. In 
the field of primary commodity trade, this follows from the sort of Bank 
undertakings listed above under Case I. When such a basic assumption is made 
to estimate long-run effects on an individual, I believe that we are intro­
ducing a more effective way of resolving the short-term conflicts of interests, 
especially by making international agreements more feasible. 
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A concrete illustration of the difference in the two approaches 
is the case of investments for a commodity by a new and efficient producer, 
which might damage the interests of an older but less efficient producer. 
In the international effects approach, full weight would have to be given 
to the loss imposed on the older established producer. In the long-run 
point; of view, investment by the new producers may be justified because 
long-run evolution of the international economy is likely to eliminate the 
older producers anyway. 



COMMODITY POLICY PAPER 

(1) Diversification as deliberate aim to bring about conditions of reducing over-

supply of commodity and eliminating producers with poor long- run competitive 

outlook - include eradication if desirable - willing to manage special 

~ication funds or act as 

(2) e competitive positions of 

advisors, if requested. 

efficient producers - with margins of profit 

giving basis for savings needed for development expenditures - part of 

development strategy of creating more savings and funnelling them into 

productive investment. 

(3) Approach (1) and (2) on "international" basis - go beyond present concern 

with larger- run commodity price outlook - not enough to see effects on one 

country (the borrower) - also on others Indonesia a major example because 

a major producer of a number of tropical agricultural products. 

(4) Finance research with new user. 

(5) Support commodity agreements with technical information and advice on quotas 

and production controls - to see that national policies and measures fit in 

with international agreements and domestic development programs. 

(6) Considering export credit facilities - (UNCTAD study). 

(7) SFS - would increase feasibility commodity agreement - because help maintain 

development programs which are essential unsuccessful development 

programs means resources transferred by commodity agreements do not go into 

development but into current governmental expenditures never-ending 

process of poverty and uncertainity. 

July 18, 1968 
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FORM No. 58 INTE RNAT IONAL DEVE LOPMENT I INTERNATI ONAL BANK FOR 
ASSOC IATION RE CONSTR UCTI ON AND DEVELOPMENT 

I NTERNATIONAL F INANCE 
CORPORATI ON 

OFFICE MEMORANDUM 
TO: Mr. I. S. Friedman DATE: July 18, 1968 

FROM: Louis M. Goreux 

SUBJECT: Assessment of the return to the LDC•s as a group 

The attached note outlines a simple method for assessing the impact 
of a project on the other developing countries and contains numerical 
illustrations. 

Attachment: 



RETURN TO THE LDC 1 S AS A GROUP 

1. THE PROBLEM 

DRAFl' 
L. Goreux 
July 17, 1968 

If the implementation of project p depends on the Bank's decision to 

finance it, the consideration of the impact of project p on country A1s trading 

partners is relevant to the Bank's decision. However, if project p would have 

been implemented even if the Bank had decided not to finance it, this consid-

eration would be irrelevant. The latter situation may occur particularly when 

project p is one of the most profitable to country A. Thus by financing project 

p, the Bank may make possible the implementation of another project p', which 

may not be identifiable. The relevance of the considerations below to the Bank's 

loan policy is therefore limited to the former case when the implementation of 

the project may depend on the Bank's decision to finance it. 

The method used for assessing the impact of the project on the various 

countries or country groups can be illustrated graphical~ Without project p, 

the equilibrium point M would be at the intersection of the projected schedules 

of the world import demand (D) and of the world export supply (S). With pro­

ject p, the supply schedule is shifted to the right from (S) to (8 1
); the new 

equilibrium point being M1 with M11M1equal to the quantity exported from project 

p. Alternatively, if the project resulted in a reduction of country A's imports 

equal to M1 1M1
, the new equilibrium point M' 1 would correspond to the inter-

section of the same export supply schedule (S) with a new :import demand schedule 

(D 1
) derived by shifting (D) towards the left by a quantity equal to M1M11 • If 

the price elasticities of the demand and supply schedules are both finite, the 

implementation of project p will induce a price decline from P toP'. If the 

elasticities are both finite as well as different from zero, the project will 

1/ see page 2. (graph) 
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displace exports which would have otherwise been produced (M' 1 H) and increase 

imports into countries other than A (HM 1
) such as M1 1H + HM 1 

• M1 1M'. 

The impact · of the project on the various countries or group of coun­

tries is measured in two stages. In the first stage, only the direct impact 

on the balance of payments of the trading countries is considered. In the 

second stage, the consumers• surplus as well aa the opportunity cost of the 

resources released by the displaced exports and the opportunity costs of the 

resources used in project p are also considered. 

The algebraic model is presented in section two. The reader not 

interested in the algebra may go direct~ to section three giving numerical 

illustrations and a graphical interpretation. 

Price 

p 

P' 

Quantities 
World Market 
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2. A:WEBRAIC MODEL 

Variables 

Q = Quantities traded without project (net exports (+), net imports (-)) 

Q1 
• Quantities traded with project ( II II II II 

P = World price without project 

P' = World price with project 

V=QP Value of trade without project (net exports (+), net imports.(-)) 

V'=Q'P' Value of trade with project ( II II II 

~V=V'-V Difference in values traded due to project 

~v*=AV + consumer surplus + opportunity cost of resources released 
- opportunity cost of additional resources used. 

II ) 

11 .. share of country or country group in world trade (net exports ( +), 
net imports (-). 

~ = price elasticity of quantity traded at price P 

~ = opportunity cost per unit traded as a fraction of world price P' 

Subscripts 

X 

m 
i 
p 
g 
gp 
r 
w 
a 

refers 
II 

II 

II 

II 

II 

II 

II 

II 

to exports 
to imports 
to the country 
to project p 
to developing countries as a group excluding the project p 
to II II II II inClUding II II p 
to the rest of the world (world minus developing countries) 
to the world 
to the country where the project is located 

Shares ct 

Qxi 
• - • share of countr;r i gross exports in total world exports ( +) 

Qx 

<lnti • Qm. = share of country i gross imports in total world imports (-) 
Qx 

) 
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«1xg = ~ = f-CX.xi • share of '!-qe gross exports of the developing 
~oo£A. ~ countries!/ as a group in world gross exports ( +) 

C( = Qxr = fa "" share of the gross exports of the rest of the 
xr Qx i xi world in world gross exports ( +) 

lxg + d..xr "'~(,(xi • 1.0 

Qi Qxi~ • -- • = Net trade of countr,y i as a fraction of 
Qx Qx world gross exports ( + net export~, 

- net imports) 

(X g "'~ « i .. Net trade of the developing countries as a group as a fraction 
lr of world gross exports (+net exports, -net imports) 

rJ +Ol •.j...~ +i-lL -~fl( . •0 
'-'g r ~ i f-""'1 y :t 

= ~ = Share of quantities exported from project f in relation to 
Qx world 'gross exports without project ( +); Q.;. may refer to 

increased exports from countr,y A or reduceM imports of 
countr,y A. 

Elasticities 

The value ~ refers to the point elasticity at price P without project. 

Within the small range P, P+AP the relation betweenAQ and AP is assumed to be 

linear; the demand and supp~ function do therefore imp~ a small modification 

in the value of the e~sticities from P to P+AP. 

'1 xi • Price elasticity of the gross export supp~ from countr,y i (usua~ 
positive). 

~ mi • Price elasticity of the gross illlport demand in countr,y i ( usua~ 
negative) 

y { rJ.xi means summation of ~xi for all i belonging to the deTeloping countries 
i r 

group g; Lf4xi means summation of U.xi for all i belonging to the rest of the 
i 

world group r; ~~ means summation for all i. 
i 
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" 

= .1:_ .J.. ct. n = Weighted average of the price elasticity of 
xg ~ L xi "'xi xg i the gross export supplies from all developing 

countries ( +) 

'tmg = 11
1 f O.m1 ~ m1 • Weighted average of the price elasticity of 
mg i the gross import demand into all developing 

countries (-) 

~ = .1:_ fCJ.. xi '1 xi '"' Price elasticity of gross exports from the 
xr ~xr i rest of the world (+) 

l r 
~mr = r r.~mi r'lmi • Price elasticity of gross import demand into 

mr ~ the rest of the world (-) 

~x = ~xg~xg +~xr~xr • Price elasticity of world export supplies(+) 

~m =-~ ~mg - <Xmr ~mr = Price elasticity of world import demand (-) 

~ = ~x - 'lm 

' Opportunity costs as fraction of world price P 

(!p 

~r 

= Opportunity cost per unit of quantities exported from project p 
expressed as a fraction of price P'. · 

= Savings resulting from the opportunity cost of the resources 
released in country i by reducing quantities exported by one 
unit expressed as a fraction of price P'. 

• Average opportunity cost of the resources 
released in all developing countries as a 
result of the reduction in exports induced 
by the project. 

l r 
= ..;;- ~ « Q • Ibidem for the rest of the world. ~ ~ ~·1xi xi Pi 

" 1x:r"Xr i 

~w = Vll ~~xi D(xi ·13i = Ibidem for the world. 
X i 

Gains or losses 

The general formula, given in table l, is illustrated in figures l, 2 

and 3 for a commodity for which the LDC•s have a net export surplus. 

Table 2 provides the graphical interpretation of the formula. 
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3. NUMERICAL ILLUSTRATIONS AND GRAPHICAL INTERPRETATION 

It is convenient to interpret graphically the model presented in the 

previous section and to illustrate with numerical examples the sensitivity of 

the findings to the assumptions made. This will be done first for a commodity 

such as tea, where the LDC's export approximate~ 4.5 times more than they im­

port. 

3.1 Basic data (table 3) 

Share of imports and exports 

The import and export shares of the different country groups shown in 

columns 1, 2 and 3 of table 3 correspond approximately to the situation for tea. 

LDC•s gross imports account for 20 percent of world imports. The two segments 

PA in figures 2 and 3 referring to the LDC•s and to the rest of the world res­

pectively are therefore equal to one-fifth and four-firths of segment PM in 

figure 1 referring to the world. Similar~, since LDC•s gross exports account 

for 90 percent of world exports, the two segments· PB in figures 2 and ) for the 

LDC•s and the rest of the world respective~ are equal to nine-tenths and one­

tenth of PM in figure 1. Since these shares can usual~ be projected accurate~, 

a single assumption was made in table 3. , In the numerical exercises, it was 

further assumed that project p is located in a minor exporting country which, 

without the project, would account for on~ 3 percent of world exports. 

Price elaatici ty of import deaand and export supplies 

Within the small price range P to P 1 
, the reaponse to price changes is 

assumed to be linear. This response is characterized by the value of the elas­

ticity at price P. Three different sets of assumptions were made regarding the 

values of these elasticities. In all cases the supply elasticity was taken as 

larger than the demand elasticity; this is shown by the slopes of (S) and (D) in 

figures 1, 2 and 3. 
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Scale of the project 

In assumptions II, III, IV and V the additional export from the pro-

ject was taken as one percent of what world exports would have been without the 

project. However, to facilitate the graphical presentation, this percentage 

was raised from one to 20 percent in assumption I. As appears from table 4, 

multiplying by 20 does not great~ affect the ratio between the various rates 

of return, and therefore the ratio between the shaded areas in figures 1 to 3. 

Opportunity cost of production 

The production of tropical commodities is general~ a labor-intensive 

activity in areas where underemployment is a serious problem. The opportunity 

cost was therefore assumed to be always lower than the market price P'. The 

opportunity cost was also assumed to be lower for the project output than for 

the production displaced by the project. For project p, it was taken as 5o per-

cent of the market price pr in assumptions I to IV and 30 percent of the price 

in assumption V (see col.6 table 3). 

3.2 The impact of the project 

When supp~ and demand responsesto price change are not infinite, as is 

generally the case, the project results in a price decline AP such as: 

AP p-= = share of the ro·ect in world ex orts 
sum of world price elasticities of demand and supply 

When the responses to prices are neither infinite nor nil, the quantity 

exported from the project KM' (figure 1) results in a displacement of exports which 

would have otherwise taken place HK and in a net addition to world trade HM 1 =HK+KM 1 

such as: 

!/ Absolute value of the demand elasticity. The sum ~ is therefore always 
positive. 
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Each country or group of countries trading the commodity is affected 

to some extent by the price decline resulting from the implementation of pro­

ject p. The gains (or losses) are shown in an algebraic form in table 1. To 

facilitate the interpretation, table 2 indicates the areas in figures 1, 2 and 

3 corresponding to the various terms of these formulas in table 1. Table 4 

shows the numerical values of the gains (or losses) of the different groups 

corresponding to the five assumptions made in table 3. The discussion below · 

will be limited to the total return shown in col. II of tables 1 and 2 and will 

be centered on two co_,.riaons. The first concerns the difference 

between the return to the project and to countr.y A on the one hand, and the 

return to the world as a whole on the other. The second concerns the difference 

between the return to countr.y A on the one hand, and the return to all LDC's and 

to the rest of the world on the other. 

Return to count~ A and to the world as a whole (figure 1) 

If resources are valued at their opportunity cost, the return to the 

project corresponds to the area of the rectangle KM 1 EB and the world return to 

the shaded area (M M1 E B C D) in figure 1. In all the assumptions used, the 

former is somewhat higher than the latter due to the fact that the consumers• sur­

plus (M M' H) is smaller than the loss of the displaced producers (K H DC). 

If the opportunity cost of the displaced production is close to the market price 

P1
, the difference between the project return and the world return is small. 

However, if due to a labor surplus the opportunity cost of the displaced production 

is substantial~ lower than the market price, the project return may be sub­

stantially higher than the world return,particular~ if the price elasticity is 

greater for supply than for demand. 

If country A is a minor exporter, as assumed here, the loss incurred 

by producers in countr.y A outside project p is comparatively small. The net return 
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to countr.y A is then only marginally lower than the project return and is 

always above the world return. This vas the case in the nllllerical examples 

selected, lines (1) and (5) in table 4. 

Return to the LDC•s and to the rest of the world (figs. 2 and 3) 

The loss of LDC•s, excluding project p, is shown in figure 2 by the 

shaded area ABCDEF. The magnitude of this loss depends basically on the size 

of the LDC•s net export surplus (A B) and of the amplitude of the price decl~e 

(A K-). In all the assumptions made (I to V) the loss of the developing countries 

other than A more than offset countr,y A's gain. The break-even point would corres-

pond to price elasticities equal to unity for world supply and -.4 for world demand, 

and to an opportunity cost two and a half times higher for the displaced production 

than for the project. 

The gain of the rest of the world is shown in figure 3 b.7 the shaded area 

A B C L minus the small rectangle C E F G. In assumptions I to IV, this gain ex-

ceeds both the gain of the project and the gain of countr,y A. For commodities 

exclusively exported from the LDC•s and exclusively imported by the rest of the 

world, the net return to the rest of the world would be ver,y slightly higher than 

the gross project return divided by the sum ~f the demand and supply elasticities.!/ 

When these elasticities are not too high, promoting the production of such commo-

dities through grants would be a ver,y favorable economic proposition for the 

importers taken as a group.V 

!/ The formula iiven in line 4 col.II of table I can then be written: 

A v* = AV ( 1 + -'1m Ol P J \ 1 AV 
r p ~-lp T 2(~-rJ.p)jjlf P 

gj With a capital-output ratio equal to three and one-third of the total in­
vestment covered by a grant in convertible currencies, the return to the 
grant would be equal to 50 percent a year for ~=2 and 100 percent a year 
for ~=1. 
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The ana~sis above has been limited to commodity Y for which the LDC•s 

have a net export surplus. For commodity Z which does not enter international 

trade channels, country A's return would be identical to the world return and 

the countries other than A would not be affected by the implementation of pro­

ject p. For commodity X, for which the LDC•s have a net import deficit, the 

position of the LDC•s vis-a-vis the rest of the world is basica~ the opposite 

of what it was in the case of commodity Y. In a graphical representation, the 

gain of the LDC•s excluding project p would correspond to figure 3 and the loss 

of the rest of the world to figure 2. The two situations are not, however, 

complete~ symmetrical. For commodities X the LDC•s generally account for sub­

stantial~ less than half of the world imports, while for commodities Y the rest 

of the world generally accounts for the major part of world imports. The 

difference between the market price P1 and the opportunity cost of production in 

developing countries is genera~ lower in the case of X than in that of Y. 

Furthemore, the price elasticity on the world market may be higher for X than 

for Y. These particular differences were taken into account in table 5 which 

shows the assumptions for commodity X, such as pulp and paper. To facilitate 

the comparison, it has been assumed that, as in the case of Y (table 3), country 

A and the exports generated by project p account for 3 and 1 percent of gross 

world exports respectively. The returns to the various groups of countries are 

shown in table 6 which follows the nomenclature used in table 4. 

Table 7 provides a summar.y of the impact of project p on the various 

groups of countries for commodities Y, Z and X~ The impact is expressed in 

relation to the project return. For siaplicity, the table shows only the range 

of the values obtained in the various numerical examples. The world return is 

in all cases lower than the project return, the difference being generally greater 

for Y commodities than for X commodities. The return to all LDC•s is negative for 

commodities Y, equal to country A's return. for commodities Z and larger than coun­

try A's return for commodities X. 



COMMODITY Y, such as tea 
(Data corresponding to assumption I of table 3) 
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(1) Project (p ) 

(2) Country (i) without project 

(3) All developing countries (g) 
excluding project p 

(4) Rest of the world (r) 

(5) World total (w) 
(5) • (1) + (3) + (4) 

Table 1 

Direct and Indirect rmpact of Project p on Trading Partners 

I • Balance of payment gain 
(direct inq:>act) 

A Vi ai ll hi IX. ~mi 
AVp • -~- xi rr- m:i -~- -

:vg • « 
~xg ~ - ~mg ~ - ...:L-

p '1-0Cp ~ 

AVr llr a 1\xr <l 'lmr 
AVp • -- - xr -'1-- mr-

~-~ ~ 

II • I +Consumer surplus + Savings due to opportunity 
cost of released resources - opportunity cost of 

additional resources used in project p 

* 'lxi + ~ '1mi d.E !:.Vi ((i 
~i) - - ·- - - <J,ci (1 -

AVP '1-Ctp 'l ~ 2(~-«p) 

t:.V* C( 
~g) ~ +0( ~ «E ~ ·- ~- ~ (1-

AVp 'I-tt:> g ~ mg 'I 2 (" -OCp) 

t.v; ·- 2 - a. (1 -KV; 'l-tlp xr 
~) 2,!! + C(mr llmr , "\ ~ 

AV# • l'lx (~ -#lp) - ~m fl-~p) + ((p J m; '\ 'l 2(1!-~) 



(1) Pr oject p 

(3) All LDCs exc 
project p. 

(4) Rest of the 
world 

(5) World 
(5)=(1)+ 
(3)+(4) 

AVp • 

fi g.l 

.A.Vg • 

fi g.2 

Table 2: GRAPHICAL INTF.RPRETATI0N OF THE FOWIULA . AREAS 0:11 ~<'IGS .l, 2 AND 3 C-:JRRSSP.'"lNDll'll 
TO THE VA~IOUS Tl!: R.M~ ) F THS SQUATIJNS ~ :, ''N' ' IN T4 J; LS 1 

o, g > o ~p(~Zl 

IIEI + con~umer surnlus + savings due opportunity cost of 
I = Balance of payment gain released resources - opportunity cost of resources used 

(direct impact) in project p . 

- Decline in the quantum Consumers surplus 
Price decline P-P' Decline in the Increase in the Price decline P-P ' of ~ross imports valued valued at the dif-
multiplied by the quantum of gr oss quantum of gros~ multiolied by the at the difference be- ference between 
original net trade exports valued imports valued ori ~ inal ne t trade tween world prices and marginal import 

balance at price P 1 a t price P ' balance opportunity cost (1- )P value and world 
price 

((P~ - ~)vx ~v~ = (1 - ~p)~Vp 

+(AKM 1 F) fig.l + (BKM 1E) 

~ ~ 3 if,.v* = ll. ~ +~ ~~A.V - '1-~AVp -~xg ~ AVP -~g ~ Avp 
_ g_ AV - C( (1 - ~ ) AV g '\_II(. p xg g "' P g " 2 (t\ -~ ) p p 

-(A B L K) -(E L G H) -(K F I J) fig.2 -(A B L K) -( E L C D) +( A K F) 

~2 -"'x: 'lxr A.V ~mr 
~v; E 

Kr 'lxr +Km l\mr O(,E AV AVr •---b..V -l<.mr 'I t:.Vp - -- AV "1\.xr (1 -~\)If AVp 11- cl...p p r , p '\-'), p r "\ 2 (I\ -«.p) p 

i~ .3 +(A 9 C D) -(E C H I) -( D L K J) fig.3 +(A 11 C D) - (ECGF ) +(A D L) 

~vw a ~~ E 
~ h [ 1 ~ )+~h o.o (f3w - /71 AVP - - p 2 (1 -«p ) ~ 

fig. l +(BCDG) +(G M M1 E) 



Table 3: Commodity YY: 

Assumption 
Shares 

llW_ 11-mi ~i 
Elasticity 

'(.xi YTmi 
(~xi+~ 

(1) (2) (3) (4) (5) 

A Country A + ,OJ .o + ,0) + .7 

0 Other LDC's + .87 - .20 + .67 + .6 - .6 

R Rest of World + .10 - .8o - .70 + .5 - .) 

1rl World +1,00 -1.00 .o + .S9 - .36 

p Project + ,01 

N.B.: See symbols pages 3 to 5 and formula on table 1. 

y Such as tea. 

y 
I 

Opp. 
c~t 

(6) 

+ .5 

+ .8 

+ .9 

+ .8o 

+ .5 

Shares in world trade and alternatbre sets of assurnptions 
regardine pri::e elasticiUes and opportunity costs 

Assumption II Assumptian III Assumption IV 

~xi llmi ~ 1'\xi ~mi lli 'lxi '\ mi Pi 
(4) (5) (0) (4) (5) (b) (4) (5) (6) 

+ .7 + .5 + .6 + .5 +1.2 + .5 

+ .6 - .6 + ,8 + .5 - .5 + ,8 +1.0 - .6 + .8 

+ .s - .3 + .9 + .4 - .2 + .9 + .8 - .3 + .9 

+ .59 - .)6 + .8o + .49 - .26 + .80 + .99 - .36 + ,80 

+ .5 + .5 + .5 

~/ Assumption I identical to assumption II with the exception of kp•,2 for I instead of +,01 for II. 

Assumption V 

hi l'lmi ~i 

(4) (5) (6) 

+1,2 + .) 

+1.0 .. . 6 + .5 

+ .8 - .3 + • 7 

+ .99 - .36 + .51 

+ .3 

/ 



Table 4: GAINS (+)OR LOSSES(--),ASSUI1PTIONS SPECIF'IED I lll TABL~ 3 

Assumption I Assumption II Assumption III Assumption IV Assumption V 
_(figs.1,2,3) 

A Vi AV* i 1:1Vi 1:1Vf ~vi AV-1! 
1 AVi A Vi AVi t..vr 

(p) Project +l58o.3 + 790.1 + 99.0 +49.5 + 98.7 + 49.3 + 99.3 +49.6 + 99.3 +69.5 

(a) Country A axel. p - 97.8 - 80.4 - 5.3 - 4.2 - 6.3 - S.2 - 4.9 - 3.6 - 4.9 - 4.1 

(ap) Country A incl. p +1482.5 + 709.7 + 93.7 +45.3 + 92.4 + J.J..l + 94.4 +46.0 + 94.4 +65.4 
(ap)•(a)+(p) 

(o) Lix: 1 s axel. A -2470.7 -1552.8 -137.0 -81.1 -159.1 -100.3 -122.8 -62.6 -122.8 -81.8 

(oap) LDC 1s incl. Ap - 988.2 - 843.1 - 43.3 -35.8 - 66.7 - 56.2 - 28.4 -16.6 - 28.4 -16.4 
(oap)•(o)+(ap) 

(r) Rest of the world + 988.2 +1513.6 + 43.3 +73.1 + 66.7 + 92.6 + 28.4 +51.5 + 28.4 +50.3 

(w) World o.o + 670.6 o.o +37.3 o.o + 36.4 o.o +34.9 o.o +33.9 
(w)•(oap)+(r) 

(1) llV:p/1:1~ + 0.90 + 0.91 + 0.90 + 0.93 + 0.94 

(2) AV* /AV* 
W' p + 0.85 + 0.75 + 0.74 + o.n + 0.49 

(3) A~a~A~ - 1.07 - 0.72 - 1.14 - 0.33 - 0.24 

(4) Av;f.6v; + 1.92 + 1.48 + 1.88 + 1.04 + 0.72 

(5) 1:1v:;av; + l.o6 + 1.22 + 1.21 + 1.32 + 1.93 



e(xi 

(1) 

A Country A + .03 
0 Other L00 1s + .02 
R Rest of world + .95 
vi World +1.00 
p Project 

-

A Country A 

0 Other r.oo•s 

R Rest of world 

w World 

p Project 

!/ Such as pulp and papell't 

Tabl~: Commodity xl1: Shares in world trade and alternative sets of assumptions 
regarding price elasticities and opportunity costs 

Assumption I Assumption II Assumption III 

Shares Elasticity 
Opp. 

~ 
cost 

Pl.m 'lx:i '1mi lit 'I xi 'lmi ~i WI xi 'lmi Pi 
~xi+~mi) 

(2) (3) (4) (5) (6) w (5) (6) (4) (5) (b) 

.o + .03 + .4 + • 7 +.4 +.7 +.8 +.7 

- .20 ~ .18 + •• 4 -.4 + .9 +.4 - .8 +.9 +.8 - .4 +.9 

- .80 + .15 + .4 -.4 + .8 +.4 - .8 +.8 +.8 - .4 +.8 

-1.00 .o + .4 -.4 + .80 +.4 - .8 +.8o +.8 - .4 +.80 

+ .01 + .6 +.6 +.6 

Assumption V Assumption VI A88UIIIption VII 

+ .8 + .7 +.8 +.8 +1.2 +.8 

+ .8 -1.4 + .9 +.8 -1.4 +.9 +1.2 -1.4 +.9 

+ .8 -1.k + .8 +.8 -1.4 +.8 +1.2 -1.4 +.8 

+ .8 -1.4 + .8o +.8 -1.4 +.8o +1.2 -1.4 ·•.80 

+ .6 +.8 +.8 

Assumption IV 

'1xi ~mi 
-i 

(4) (5) (b) 

+.8 +.7 

•.8 -.8 +.9 
+.8 -.8 +.8 

+.8 +.8 +.8o 

+.6 



Table 6: GAINS ( +) OR LOSSES (-), ASSUMPTIOtlS SPECIFIED I N TA BLE 3 

Assumpti on I Assumption I I Assumption I I I Assumption IV Assumption V Assumption VI Assumption VII 

fiVi AVf A Vi avt AVi Avf A Vi AVf h. Vi ~vr I:Ni ~vr A Vi Av! 

{p) Project + 98.8 +39.5 +99.2 +39. 7 + 99.2 +39. 7 +99.4 +39.7 +99.5 +39 .. 6 +99 .5 +19.9 +99.6 +19.9 

(a) Country A excl. p - 5.2 - 4.2 - 3.5 - 2.8 - 4.5 - 3.1 - 3.4 - -2.3 - 2.4 - 1. 7 - 2.4 - 1.6 - 2. 5 - 1.4 

(ap) Country A incl. p + 93.6 +35.3 +95. 7 +36. 9 + 94.7 +36.6 +96 .0 +37 .4 +97.1 +38.1 +97.1 +18.3 +97.1 +18.5 
(ap)• (a)+(p) 

{o) LDC's excl. A + 11.6 +22.5 + 1.1 +15.0 + 7.1 +14.9 + .3 +11.2 - 5.2 + 8.2 - 5.2 + 8.2 - 4.7 + 6. 8 

(oap ) LDC 's incl. Ap +105.2 +57 .8 +96.8 +51.9 +101.8 +51.5 +96.3 +48.6 +91.9 +46.3 +91.9 +26. 5 +92.4 +25.3 
(oap)•(o)+(ap) 

(r) Rest of world -105.2 -27.9 -96.8 -18.6 -101.8 -25.0 -96.3 -18.7 -91.9 -13.6 -91.9 _:1).6 -92.4 -14.4 

(w) World o.o +29.9 o.o +33.3 o.o +26.5 o.o +29.9 o.o +32.7 o.o +12.9 o.o +10.9 
(w)•(oap)+(r) 

(1) AV:/AV; + .89 + .93 + .92 + .94 + .96 + .92 + .93 

{2) AV:;Av; + .76 + .84 + .67 + .75 + .82 + .65 + . 55 

(3) *.;. * 6.Voa AVP +1.46 +1.31 +1.30 +1.22 +1.16 +1.33 +1,27 

(4) AV;_tAv; - • 71 - .41 - .63 - .47 - .34 - .68 - • 72 

(5) l!V:/AV: +1.18 +1.11 +1.38 +1 . 25 +1.17 +1.42 +1.69 



Table 7: SUMMARY OF THE NUMERICAL EXAMPLES 

COMMODITY 

y-y' z X 

Country A ~ Ap 
+ .90 + .94 a(l + .89 + .96 

World AV: + .49 + .75 a(l + .ss + .84 
AV~ 

A.V* 
Developing countries ~ -1.18 -2.03 0 + .20 + .57 
other than A A p 

All LDC 1 s A~ap -1.14 
~~ 

- .24 0 +1.16 +1.46 

Rest of the world A~ + .72 +1.88 0 - .34 - • 72 A¥p 
' 

!/ excluding assumption I 
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C.J.Ie AJJr.., -l:-ID EVAS 

1818 H Street, N.W., Wa.hi~ton, D. C. 20-±33, U.S.A. 
Ana Cock 202 • Tdephone- E Xecubve 3-6 360 

~alais des Nations, Geneva 

17 July, 1968 

To: FILES 

rrom: Federico Co~solo :t-', .' 
Subject: ECOSOC - 45th Sessicn - State~ent by Dr. Raul Prebisch 

1. Dr. Raul Prebisch, Secretary General of UNCTAD, addressed the 
Plenary of this ECOSOC session on July 10. As usual, he did not speak 
from a prepared text. 

2. He said he would first deal with TJNCTAD II and then pass on 
to the global development strategy to be followed in the second 
Development Decade . 

3. Jlany of the judgments passed on the UNCTAD II were exag­
gerated. It was true that, as he had stated in his report to the 
Secretary-General of the United Nations on the Conference, the results 
achieved had been wiry 1 i.mi ted and incommensurate with the dirr:ensions 
and urgency of the develop~ent problem. On the other hand, seeds 
had been sown ~hich could prove important if they received the care 
that would enable them to germinate and bear fruit. He was referring 
in particular to the three questions which the Conference had left 
unsolved : preferences; the transfer from the developea to the 
developing countries of financial res~urces equivalent to one per cent 
of their gross national product; and supplementary financing. 

4. Insofar as preferences were concerned, the Second Confe=ence 
had taken a ste:p forward by recognizing, for the first time, that the 
developing countries needed a system of preferences for their manu­
factures and seoi-manufactures. It was a pity that it had not gone 
further and laid the basis for the application of such a system. 
Nevertheless, it h~d decided that the matter should be discussed 
further by the Trade and Developnent Board at its session in 
September 1969, when, it was hoped, a solution to the problem would be 
found. 
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5. Similarly, the decision that the transfer of financial 
resources should be based on one per cent of the g-..coss national product 
rather than the gross national income of the developed countries 
represented progress; it would result in a 25 per cent increase in 
the volw:le of resources transferred to the developing countries. no 
decision had been taken concerning the year in which the policy would 
come into effect, but it was hoped that that natter, too, would be 
settled by the Trade and Development Board at its session in 
September 1969. 

6. The Conference's attitude to the question of supplementary 
financing had been more negative than had been expected. Though the 
Bank staff had prepared an excellent study, at one time during the 
consideration of this item, there had even been talk of adopting a 
more retrograde course than that originally proposed by the Swedish 
and U.K. delegations at the UNCTAD I, but this nove was neutralized. 
Fortunately, the resolution finally adopted on the subject constituted 
a small step forward and it was again hoped that the Board would bring 
the matter to fruition. 

7. It would thus not be possible to assess the results of the 
Second Conference properly until after the September 1969 session of 
the Board. The seeds had been sown and all that was required was the 
political will to ensure tha t they bore fruit. 

8. UNCTAD II had again demonstrated the unwieldiness of the 
UNCTAD machinery: the agenda had been impossibly heavy. There was 
a proliferation of simultaneous meetings (committees , working groups 
etc.). This problem of the UNCTAD machinery must be tackled now and, 
following on the Chilean, Indian and Snedish resolution, the Secretariat 
was considering proposals to make the machinery more effective; these 
proposals would be placed before the Trade and Development Board session 
in September 1968. Dr. Prebisch indicated that the machinery should be 
given the "negotiating" capacity it required. (I gather that this idea 
will be opposed by some developed countries, e.g. France). 

9. Concern had been expressed at New Delhi over the fact that, 
owing to its overcrowded agenda, the Conference had been unable to 
tackle the question of a global development strategy. It was hoped, 
however, that that question would be further debated by the Trade and 
Development Board. The progress made in evolving a develop~ent 
strategy was apparent and the attempt to do so showed that ideas had 
advanced considerably since the beginning of the first Development 
Decade. It had, for instance, come to be realized that the development 
problem was common to both developed and developing countries. It 
had also come to be realized that a large part of the responsibility 
for solving development problems rested with the developing countries 
themselves. It was generally agreed, for instance, that they could 
not c>.dopt modern technology until they had refor:r:1ed their economic 
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/ and social structures , int~oduced new ideas concerning family responsi-
, bili ty and population growth and taken me~sures to promote social 

mobility and deal with incowe disparities . One of the basic l essons 
l earnt f rom the f irst Develop:nent Decade was that the developing coUJ'ltries 
needed t o agree on a policy which would lead to i ncreased trade among 
t hemselves and t o regional and sub-regional integration . Faster economic 
growth was no t to be achieved solely through internati onal cooperationo 
The best l aid pl ans for international cooperation i n trade and finance 
would come to nothing i f the developing countries fai l ed to adopt a 
vigor ous policy of their ovm . 

10 . A successful development strategy meaJ'lt recognition of the 
pr i ncipl e t hat the measures taken by the deve l oped and developing 
countries mus t be convergent. UNCTAD had sought to gain greater access 
for t he commodities of the developing countries to the ~arkets of the 
i ndustrial ized countries, to establish a new preferential syste~ and to 
stabilize commodity prices . Some progress had been made on those oat t erso 
But the treoendous problem of bri dging the trade gap could not be solved 
t hrough ac tion by the industrialized countries alone . A very i mportant 
par t of the sol u tion woul d have t o be found i n increased trade among the 
developi ng c ount ries t hemselves . 

11. How were the problems of internal reform and pol icy rev1s1on 
to be fi tted i nto t he concept of a global development str ategy? The 
need for economic and social r eform i n t he developing countries had been 
recognized and so had the need for a greater f low of financ e to those 
count ries: what had not been fully recognized was the l ink be t ween t he 
two needs. Econcmie and social reforms could not , of course , be i mpos ed 
from ou t s ide or r egulated by internationa l decis i ons . But t he basi s for 
a policy of interna tional financial and technica l cooperation must be 
laid by the developing coun t r ies. Any increase in loans, whe t her mul t i­
latera l or bila t eral, should depend very closely on what a coQ<tr y was 
willing to do to vitalize its economic systemo 

12. The indus trialized countr ies still did not realize t hat the 
most disruptive influence on a plan was usually exter nal; t he continuous 
price fluctua tions to which the developing countries' products wer e 
subject could torpedo any pl~~. Tha t was wher e a policy of supnl ement ar y 
financing cou ld play a major roleo It had been s u,q-ssested a t UfTCTAD II 
that if agreement was r eached on commodity price s tabilizati on there would 
be no need for supplementar y financing , but t ha t wa s a mis t aken i dea. 
It was net possible to reach stabilization agreements for all coomodities 
and where stabilization was possible it could not be absolute as was shown 
by the cocoa agreement. Supplementary financing was thus essentialo 

13. At the recent meeting of ACC, the Under Secretary-General 
for Economic and Social Affairs had explained what was being done to 
quantify objectives. The De partment of Economic and Social Af fairs had 
produced an e conometric r eport which contai ned calculati ons on the 
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mobilization of the developing countries' domestic resotrrces, the 
contributions required from the developed countries and the extent of 
the h ·ade gap. The ffiTCT.AD Secretariat had been working on similar lines. 
He referred in that connection to the comments of the Director-General 
of the Food and Agriculture Organization (FAO ) on the world indicative 
plan. The calculations would make it possible, for the first tifle , to 
determine the actual size of the international effort r equired under 
the plan , both in trade - to expand exports from developing countries 
to developed countries and to other developing countries - and in 
financ i al assiste~ce ; one per cent of the gross national product would 
a ppear to be the r equirement consistent with a growth rate of 6 - 6! per 
cent. While the progress thus made was considerable , much remained to 
be done. He hoped that the Committee on Developoent Planning would 
make good use of the valuable material already provided or being 
prepared by the United Nations and the specialized agencies in order 
to fix quantitative targets for States - though those targets were not 
to be regarded as cornni tments. 

14. To indicate the extent of the measures needed to stimulate 
the growt h rate was probably as much as could be done . Plans for 
fe eding the population, or reducing mortality and illiteracy , while 
essential parts of national programmes , were perhaps out of place in 
international plans for regula ting international cooperation and the 
flow of finance from developed to developing countries . It might not 
be profitable in the present circUillstances to become involved in spheres 
where the problems should be dealt with primarily at the national level o 

15. One point that should not be overlooked was that for 
planning and executing an international strategy peroanent evaluation 
machinery would be needed to make an annual appraisal of what had been 
done, by both developing and developed countries. Tne value of a 
global strategy was that it covered all those involved and all aspects 
of the problem. The recent difficulties of some developed countries 
were national matters and irrelevant to international cooperation; 
they should not be allowed to make international strategy even more 
complicated than it already was or to divert attention from the problems 
of development . 

In formulating and executing international strategj- the important 
question to consider was how to make the best use of the machinery of the 
United Nations and the specialized agencies to obtain effective action. 
After twenty years of international bureaucracy, the question had to be 
asked: was the present system of proliferating organizations and meetings 
the best? He was not using the term "international bureaucracy" in any 
pejorative sense. During the past t wenty years, the basic ideas on 
economic development had come not from the acadeoic world but from the 
United Nations and its agencies; it was the interna tional bureaucracy 
which had produced the new ideas which had led to the plan for a global 
development strategyo He hoped that it would not lose its initiati ve 
and imagination in the new Development Decade. 

cc: Presidentts Council 
Mr. W. Clark 
Mr. Kama.rck 
~~. Karasz (Paris) 
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PART II 

DRAFT 
L. Goreux 
July 1, 1968 

l. In accordance with the request presented in Resolution 239, the Bank 

staff has investigated, in consultation with the Fund staff, feasible ways of 

reducing the adverse impact of price fluctuations and of unfavorable price 

trends on the economic advancement of the LDC. The analysis of the problem as a 

whole has been carried out jointly by the two instttutions but the recorr~endations 

are presented separately by each institution. The recommendations of the Fund 

are mainly concerned with the problem of short-term price fluctuations, those of 

the Bank with the problem of long-term price trend. The recommendations of the 

Bank are presented below under two headings. The first section considers how, 

within the scope of its present functions, the World Bank Group could directly 

contribute through its loan policy to an improvement of the LDC's terms of trade. 

The second section briefly reviews the contribution which the World Bank Group 

could make indirectly through its cooperation with commodity bodi P<. 

I. Loan policy of the World Bank Group and LDC's terms of trade . 

2. Over the last 15 years, the LDC's as a group have lost considerably more 

from the decline in their terms of trade, than they have received from the World 

Bank Group, expressing Bank loans in terms of their grant content. The World 

Bank Group is greatly concerned with the unfavorable trend of LDC's terms of trade. 

As a Development Agency, it is concerned because this unfavorable trend hinders 

the growth of th3 LDC. As a Financial Institution, the Bank is concerned because 

it weakens the repayment capacity of the borrowing countries much more than it 

strengthens the lending power of the donor countries. 
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3. The developing countries have not been able to reduce the decline in 

their terms of trade, because under the present pattern of production and trade 

there is generally a conflict between the interest of each developing country 

taken individually and the interest of thE! LDC 's taken as a group. The trade 

pattern of the LDC•s is characterized by a sharp distinction between two cate­

gories of commodities: category X for which the LDC's as a group import more 

than they export, for example wheat, nitrogen, pulp and paper and most manu­

factured goods; and category Y for which the LDC's as a group export more than 

they import, for example tropical agricultural products and minerals. For most 

developing countries taken individually, investing in Y is generally more at­

tractive and easier than investing in X; this is particularly true in the case 

of tropical agricultural commodities since this production provides a higher 

level of employment than most of commodities falling in the Y category. Conse­

quently, according to their individual interest, developing countries have in­

vested very heavily in Y; at present about 90 percent of LDC's export earnings 

are derived from commodity Y. If in country A the opportunity cost of producing 

one dollar's worth of export is lower for Y than for X, investing in Y rather 

than X is in the own interest of country A even if commodity Y is in "surpluses", 

but it is not in the i ni.erest of the other developing coun·r.ries nor of the 

developing countries as a whole. The obvious interest of the group would be 

to invest more in X and less in Y since this would tend to reduce the price of 

X for which the :DC•s have a net import deficit in relation to the price of Y 

for which the LDC•s have a net export surplus. To solve the conflict between 

the interest of the group and the interest of each member taken individually, 

there are two complementary approaches. The first is to restrict the exportable 

supply of commodity Y by imposing the discipline of the group to each of its 

members, as is done in the coffee agreement. The second is for the World Bank 

Group to invest in country A according to the interest of 
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the group by simultaneously taking i.I'1to con:3ideration the direct return to 

countr.y A and the indirect return to the other developing countries. 

4. The consideration of the rate of return to all LDC's as a group would 

be a natural evolution in the criteria used by the Bank for selectir..g projects. 

The "rate of financial return" of the project is the most tangible rate of 

return and the easiest to compute. However, despite a relatively unfavorable 

financial rate of return, a project may actually be very profitable for the 

economy as a whole because it provides employment to a large number of workers 

who otherwise would have remained unemployed. Thus, to take into account the 

impact of a given project on the rest of the economy, the "rate of economic 

return" to the country is used as an additional criterion for the selection of 

projects. By analogy, to take into account the impact of a project in country 

A on the economies of the other developing countries, the rate of return to all 

LOG's could be used as an additional criterion for the selection of projects 

related to international trade. Assessing the difference between the rate of 

return to country A and the rate of return to all LDC's would generally not be 

more difficult nor less precise than assessing the difference betwee.·.1 the rate 

of "financial return" to the project and the rate of "economic return" to coun-

try A. 

5. The rate of return to all LDC's could be computed in two stages. The 

first would consist in assessing the direct impact of the project in country A 

on the export earnings and import expenditure of all developing countries. The 

computation would be based on the shares of the LDC•s exports and imports in 

world trade and on the price elasticities of imports and exports, all data nor­

mal~ required to project prices. The second stage would consist of introducing 

a correction factor in order to account for the difference in opportunity costs 

between the additional production created, which is known from the economic return 
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of the project, and the marginal production displaced in other developing coun-

tries which would have to be broadly estimated. For most commodities, the LDC 1 s 

have either a large exportable surplus or a large import deficit. In those 

cases, errors in the estimates of the elasticity coefficients will affect the 

absolute margin between the return to country A and the return to all LDC•s but 

will not change the sign of this margin. In other words, it will generally be 

possible to know with sufficient confidence whether countries other than A are 

likely to lose or gain, even if the magnitude of this gain or loss may not be 

measured very accurately. The application of the "LDC•s rate of return" cri-

terion may result in a substantial gain for the developing countries as a whole 

as shown by the following example. Thus, by investing more heavily in a number 

of sectors X, the World Bank Group might succeed in bringing down the average 

price of one-fifth of LDC•s imports by one-half of one percent in relation to 

the level which would have otherwise prevailed. Similar~, by investing less 

in Y, the price of one-fifth of LDC•s exports might be improved by one-half of 

one percent. Such a modest change in the price strubture would nevertheless 

result in a net gain for all LDC•s equivalent to an additional $100 million IDA 

loan a year. 

6. After identifying the sectors (X) for which the LDC's are likely to have 

a major import deficit, it would be necessary to investigate which developing 

countries could efficiently increase their production in one of these sectors (X). 

Due to the diversity in the natural endowment of the LDC•s and to the difference 

in their present stage of industrialization, for many of these products it is 

probable that at least one developing country could become an efficient producer 

if sufficient aid was provided by the World Bank Group. Such an investment in 

country A would result in a net gain to all developing countries other than A, 

since the savings made by all developing countries importing this product would 

more than outweigh the losses of the few developing countries, other than A, 

exporting this product. In view of this net gain, the World Bank Group could be 
particularly generous in its lending policy and increase the share of IDA money 
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for such loans. This policy would reflect a basically healthy development 

strategy for the LDC•s, since it would stimulate the production of cmrnnodities 

most needed by the LDC•s in the developing countries which can produce them 

most efficiently. 

7. The consideration of the return to developing countries other than A 

could also be applied on a regional scale and in the field of applied research. 

The development of new Mexican wheat varieties provides a typical example of the 

international benefits which can result from applied research conducted in a 

given country. The World Bank Group should therefore be ready to finance applied 

research in a country, even if the rate of economic return to that particular 

country is low, provided the findings of this research are like~ to be beneficial 

to many other developing countries. In the case of natural products, such as 

rubber, which face an acute cost competition from ~thetics, investments in 

research might be among the most efficient contribution the Bank could make. 

8. On the other hand, the consideration of the rate of return to all LDC's 

would lead to a reduction of the Bank's investments in the case of commodities Y, 

when the volume of LDC's exports far exceeds that of their imports, and when the 

price elasticity of the world import demand is low. In such cases, the developing 

countries, other than A, exporting commodity Y would lose more from the price 

decline induced by an investment in A than the few developing countries importing 

commodity Y would save. The rate of return to all LDC 1 s may well be negative, 

even if A is an efficient producer and account is taken of the difference in oppor­

tunity costs between the new and the established producers. The Bank should 

therefore attempt to finance loans in sectors less attractive from the point of 

view of country A but far better regarding their impact on the other developing 

countries. The country economic survey may, however, indicate that country A has 
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no alternative but to increase its production of co~~odity Y. If this commodity 

is covered by an agreement, the Bank would, on the basis of its findings, address 

a strong recommendation to the Commodity Council concerned to increase co11ntry A's 

quota. 

The project approach has proved. successful by increasing production in 

particular sectors. However, it does not seem that the Bank project approach 

would be very appropriate for curtailing the world exportable supply in cases of 

surpluses. For example, if trees were uprooted in a given area under a Bank pro­

ject, the clauses of the project could not provide a guarantee that these trees 

would not be replaced by new plantings somewhere else in the world. The task of 

restricting world exportable supplies, when needed, could be more efficiently 

carried out through the specialized machinery of International Commodity Agreements. 

10. The consideration of the rate of return to all LDC's would affect only 

a fraction of Bank loans. Nevertheless, since the strict application of a given 

rule might lead to modifications in the allocation of loans between countries un­

satisfactory on equity grounds, adjustments would be required to avoid creating 

unequitable situations. In its loan allocation, the Bank has attempted in the 

past and will always attempt to find the most satisfactory compromise between 

criteria of economic efficiency and equity. 

11. Apart from the direct impact on investments through the project approach 

in the narrow sense, the World Bank can e:~ert some influence on the general economic 

policy of the country. When reviewing countries economic performance, the Bank 

could give greater weight than in the past to the policies related to international 

trade and use its leverage to orientate the country towards more satisfactory 

policies in this field when needed. The leverage of the Bank could be increased, 

if an agreement could be reached with other aid agencies on the broad lines of the 

desirable investment and trade pattern in the LDC•s. 
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12. To conclude this first section, within the scope of its present 

functions, the most efficient contribution which the Bank could make 

through its loan policy to improve the 1DC's terms of trade is to concentrate 

its efforts on increasing the production of those commodities which will be 

most needed by the LDC•s. This might be best achieved by introducing the con­

cept of optimization for the LDC's as a eroup in the Bank loan poli cy. The 

application of such a policy is bound to raise conflict, since the gains to be 

derived from it will result from the differences between the interest of each 

member of the group taken individually and the interest of the group taken as 

a whole. The difficulties to be encountered seem, however, well worth the 

potential gain. Furthermore, optimizing the Bank investment policy for the LDC's 

as a whole is in line with the broad mission given to the ~vorld Bank Group, and 

this group is in a unique position to apply such a policy. 

II. Cooperation with Commodity Bodies 

13. The action of the Bank as outlined in the previous section, would lose 

much of its impact if it were not complemented by the enforcement of market regu­

lations through International Commodity Agreements. The World Bank Group is 

therefore anxious to cooperate very closely with Commodity Councils and Commodity 

Study Groups. 

14. In the case of commodities with a low price elasticity of import demand, 

such as tropical beverages, LDC•s export earnings can be raised by restricting 

the volume of exportable supplies. ~ stabilizing world market prices somewhat 

above the level which would otherwise have prevailed, such schemes may provide 

additional funds for development activities. If the price differential is fully 

transferred to the exporting countries, which is generally the case, the govern­

ments of these countries have to withhold part of their receipts t hr ough export 
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taxes or other devices, and channel the proceeds into the sectors where expansion 

is most profitable. In such a case, the gain resulting from the restrictive 

policy followed by the agreement is distributed among producers in proportion of 

their export quota. Ex~Qrience has shown that the major impediment to efficient 

allocation of resources arises from the initial pattern of quota allocation and 

the general resistence to subsequent adjustments. 

15. This problem can be considerab~ eased by channelling part of the price 

differential into a Diversification Fund. Redistribution by the Fund would be 

made in accordance with relative opportunity costs rather than in accordance with 

the established quota. The Fund might "buy" from the countries with the highest 

opportunity cost a fraction of their quota, which would implicitly allow for an 

expansion of exports by countries with low opportunity costs. Such "purchases" 

could be negotiated or take the form of auction bids periodically offered to 

countries producing commodity Y at a high opportunity cost. The price to be 

offered by the Fund for a gradual quota reduction should be such as to enable 

the country to generate a flow of earnings higher than the one foregone. Since, 

as a rule, the production of tropical commodities is labor intensive, the transfer 

of resources will frequently raise problems of labor re-employment and income re­

distribution. A flow of earnings higher than those foregone should allow the 

country to cope with these problems. 

16. In order to enable the Diversification Fund to make quota purchases as 

described, uncommitted contributions in convertible currencies would be required . 

Such contributions could be obtained by imposing import levies or (uniform) export 

taxes. In the case of coffee, for example, a levy of one cent per pound exported 

would yield some $60 million per year, approximately equivalent to the grant con­

tent of a $200 million Bank loan or of a $90 million ID~ loan. Obviously, the 

larger the fraction of the export price channelled through the Diversification 
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Fund the more effective its action could be . Moreover, narrowing the gap between 

the price directly received by exporters and their opportunity cost would per ~ 

act as a stimulus to diversification. The import levy or export tax should vary 

with prices; it should rise faster than the l atter so as to prevent excessive in­

vestment during peak periods.!/ 

17. Obviously the shift of resources to other alternatives should not be 

made within the Y category, say from coffee to sugar. In order to be in the best 

interest of the LDC 1s as a group, transfers should conform with the broad guide-

lines discussed in the previous section. Prior to making any decisions to that 

effect, studies of relative opportunity costsare required . 

18. Commodity Councils have a particul ar expertise concerning markets; they 

are not, however, equipped to assess relative oppor tunity costs or to appraise 

projects in a variety of fields. The Bank, ther ef or e , would be ready to provide 

assistance in this respect as well as in t he supervision of pr ojects. The Bank 

could also supplement t he Diversification Fund disbursements by Bank loans 

depending on the particular merit s of the project. On request, the Bank would 

be ready to ful~ relieve the Commodity Council s of al l technical work involved 

in the Diversification Fund's operations. Furthermore, as noted in paragraph 8 

above, if as a result of its regular work the Bank s t aff felt it was necE:ssary 

to adjust the quota of a particular country, i t would r ecommend such a measure 

to the Council. Nevert hel ess, t he Commodity Councils would retain full control 

as provided for in the Agreement . I t would be their responsibi lity to negotiate 

Diversification Fund disbursements in exchange for agr eed r eductions of quotas. 

!/ Such a t ax woul d not aggravate the price increase to consumers during the 
pea ks if , as is the case for t r ee crops, the short-term production response 
at hi gh prices is negligible , while the short-term consumers' response is 
substantial. The quantit y bought by consumers at the price before tax would 
then be the only st able equilibrium posi tion and the tax would be transmitted 
to producers during t he peaks . Since the long - term production response to 
high prices is part icularly lar ge , t he amplitude of the subsequent trough would 
be reduced and cumulated producers' earnings increased . Larger resources of 
t he Di versification Fund during the peak would further contribute to preventing 
overinvestment dur ing t he critical period. 
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I l1ave asked Mr . Av 1ovic to tall: to you about it. 

ce: 1 • Avramovic 
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able to reply to your memorandum of June 20, . 1968o However, 
Mr. Avramovich and myself have discussed these matters at con­
siderable length and we share a common vi~w o . 

I 

I have asked Mr. Avramovic to talk to you about ~t~ 

cc: Mr o Avramovic 
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1. ~n- ~ccordance with the request presented in~esdlution 239, the Bank 

staff has investigated, in cons~ltation with the Fund staff, feasible ways of 

reducing the adverse impact of price fluctuations and of unfavorable price 

trends on the economic advancement of the LDC. The analysis of the problem as a 

whole has been carried out joi..-J.tly by t.he two institutions but the recommendations 

are presented separately by each institution. The recorrnnendations of the Fund 

are mainly concerned with the problem of short-term price fluctuations, those of 

the Bank w-Iith the problem of long-term price trend. The recommendations of the 

funk are presented belm-1 under two headj_ngs. Tne first section considers hmv, 

within the scope of its present functions, the World Bank Group could directly 

contribute through its loan policy to an improvement of the LDC'~ te1~ns of trade. 

The second section briefly reviews the contribution which the World Bank Group 

could make indirectly through lts cooperation ~lith other bodies. 

I. Loan policy of the 1;/orld Bank Group and 1DC's terms of trade. 

2. 

fr~the d~ :in t~ ten-:16 of trads, than-th-ew ~G-e-ived f'l"olll.-±.he wrld 

Bank 

Bank 

C4:oup, exp1 e:5s :i:ftg-Bii~:c loa.tu; in tef'1113 ef theirgPar..~ -e;e;er:i~· 1he Hu~~ 

Group is t,$ 1J-y concerned 'lvi th he unfavorable tret{d of 100:' s t "fi of trade_. 
--- .&'\ 

As- a DeveJ.op~gency, it is~ncorned because Jhis ~n£avorable trend hinders 

~ growth ~- Jt,s a Financial IusL.ii::ubion , t he Bani: ; s conCE'...;'P.£·d hocp JJB8 

it tJeakens the repa.yment capacity of the borrouing countries much more than it 

strengthens the lending pm.;er of the donor countries. 
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their 

L:he developing countries have not been able to reduce the decline in 

terms of trade, becau~ der the present pattern of production and trade 

--there is generally a conflict bet-v;een the developing country 

taken individually and the interest of th The trade 

.pattern of the~ is characterized by a sharp distinction between two cate­

gories of commodities : category X for which the~ as a group import more 

than they export, for example wheat, nitrogen, pulp and paper and most manu-

factured goods; and category Y for which the LDC's as a group export more than 

they import, for example tropical agricultural products and minerals . For most 

developing countries taken individually, investing in Y is generally more 

attractive and easier than investing in X; this 

of tropical agricultural commodities since this 

is particularly true in ~he ~ase 
.M~ _L_~A~,~ 

production provide~ ~~·higher-
1\ 

level of employment than most of commodities falling in the Y catego~-. Conse-

quently, according to their individual interest, developing countries have 

invested very heavily in ~at present about 90 percent of u:x:; 's export <~s 

are derived from ~ty Yf~ ~ opportunit~/producing 
one dollar's worth of export is lower for Y than for X, investing in .Y rather 

than X is in the own interest of country A, but it ~~he interest of the ¥not{~n t . . 
1
. 

other developing countries nor of A eloping cou.11tries as a whole. The '- . e,k 
us interest of the group ~ be to invest more in X and less in Y ~ ~ ~ 

~ould tend to reduce the price of X for which the LDC's have a net ~mport deficiJ 

in relation to the price of Y for which the LDC's have a net export surplus. To 

solve the conflict between the interest of the group ancl. the interest of each 

member taken individually, there are two complementary approaches. The first is 

to restrict the exportable supply of commodity Y by imposing the discipline of 

the group to each of its members, as is done in the coffee agreement . The s econd 

is for the Horld Bank Group to invest in country A according to t he interest of 



count~ A and the indirect return to the other developing countries. 

4. The consideration of the rate of return to all LDC•s as a group would 

be a natural evolution in the criteria used by the Bank for selecting projects. 

The "rate of financial return" of the project is the most tangible rate of 

return and the easiest to compute. However, despite a relatively unfavorable 

financial rate of return, a project may actually be very profitable for the 

economy as a whole because it provides employment to a large number of workers 

who otherwise would have remained unemployed. Thus, to take into account the 

impact of a given project on the rest of the economy, the "rate of economic 

return" to the count~ is used as an additional criterion for the selection of 

projects. By analogy, to take into account the impact of a project in cow1t~ 
l ~L. ~._.,(....( k ~fC.<-_)___, 

A on the economies of the other developing countries, the rate of ret~rn~~ 

LDC•s could be used as an additional criterion for the selection of projects 

related to international trade. Assessing the difference between the rate of 

return to country A and the rate of return to all LDC•s would generally not be 

more difficult nor less precise than assessing the difference betueen the rate 

first would consist in assessing the direct impact of the project in colli1try A 

on the export earnings and i."llport expenditure of all developing countries. Tho 

computation 'li-rould be based on the shares of the LDC•s exports and imports in 

world trade and on the price elasticities of imports and exports: all data nor-

) mally required to project prices. The second stage would consist of introducing 
{ 

n ~ a correction factor in order to accow1t for the difference in opportu.:li ty costs 

bet-..leen the additional prociuction 
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~~r~~~ 

created by the project and the marginal production displaced in other developing 

countries.!/ One of the findings which would naturally emerge from the system-

atic planning exercise carried out by the ~pk staff would be to identify the 
C1h ._ j.:Vu...--u... ~ 

commodities for which the LDC's are like~ to have major i mport deficit (X) or 
" 

exportable supply (Y), and to project the like~ share of LDC's imports and ex-

ports in world trade for these commodities. Once this work is ~stematically 

carried out by the Bank staff, the assessment of the rate of return to all LDC's 

would not create delays in the procedure for assessing projects. The magnitude 

of the gain which might occur to the LDC's as a whole may be illustrated as 

follows. If the systematic application of this policy res~lted in a one-half 

of one percent reduction in the average price of one-fifth of LDC's imports and 

in a one-half of one percent increase in the average price of one-fifth of 

exports, the gain for all LDC's would be equivalent to an average increase of 

$100 million a y~a~ i2.J.Dfr A ~~~ns. ~~~~~ ~~ 6(~1/1.<.·~-~~~/L-f'f'-.... ..c............_ 

6':/l.Lv-~C\_ -1-'~~d~ of this policy:=~~~ a · - "' : ,--- - T~, 

investigation by the Bank staff of those developing countries which could effi-

ciently increase their production of one of the products X for Hhich the LDC's 

will have a major deficit. Due to the diversity in the nat~ral endowment of the 

LDC's and to the difference in their present stage of industrialization, for 
~;V'l-~ 

Jll.c:.ny of these products it Hould b"l possible to find at least ;:ne jevelop~coun-

.1..&' .~~-Lv.l-
t could become ~ efficient produce~if sufficient ~ was provided ~ 

the HorlEi I3a':rik Group. Such an investment in country A would result in a net gain 

to all developing countries ~A, since the savings made by all developing 
I 

countries linporting this product would more than outweigh the losses of the few 

!( See examples in annex. 
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developing countries other than A exporting 

of IDA 

arly generou in its lending policy 

for such lo~s~This policy would 

reflect a basically healthy development strategy for the LDC•s, since it would 

stimulate the production of comnodities most needed by the LDC•s in the developing 

countries which can produce them most efficiently. 

The consideration of the return to developing countries other than A 

could also find its application on a regional scale and in the field of applied 

research. Thus,~ research on improved whea~rieties conducted in Mexico 
---t.Jt 

l-Ias profitable to that particular country the total dividends to the LDC 's as 
~ 

a group were many times greater. The World Bank Group should therefore be ready 

to finance applied research in a country, even despite a relatively low return 

to that particular country, if the findings of this research are likely to be 

beneficial to many other developing countries. In the case of natural products, 

such as rubber, facing an acute cost competition from synthetics, such investments 

might be ~1ong the most efficient contribution the Bank cculd make. 

The consideration of e rate of return to all LDC's ~ould, on the other 
.,..<.--?~~~ c: . ~ -'2..--.- ~ 

hand, lead to a reauetioa ef the Bank's investments in the case of commodities Y, 
~ 

i 

when the volume of LDC' s exports far exceeds that of their imports, and ;.rhen the 

price elasticity of the world import demand is lo~. In 
,/f;;,o.~ 

countries other than A exporting commodity Y ~ lose 

such cases, the developing 
~~ 
m~~ prit e decline 

induced by the investment in A t.fiaft-~~~~~~~~~~~~~~~~~~g~Gdity 
( 

~-ue te :i Sft¥€. The rate of return to all LDC' s 

efficient producer a."ld account is taken of the difference in opportunity costs 

between the ne,.,.r and the established producers.Y ~ ~ , .. ~~( 
~~., .. ·ko ;t.(, , •• 4·~.-~ -'-~~ ~- 4,-u.......,.~J~-

-<---. . ;£_ ~ ~~l £<]_ _ _ " ~ Y See annex. .-z.. ~ -

+' q--- ~ i; ~A"- f.-r_L-~ff~ 
. ~ ~ /. t. f{4 ) 

~~~Jo~ 
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The 
.,__~;:- L n-~ - "" e, 

Bank sllo, 1lf~~ance .~~~1 
loans in sectors less attractive ~ 

/1 
th of country A but far better regarding their impact on 

other developing countr1e The country economic survey may, however, indi-
! ":.;... , : (/ M-·t~wv< 

cate that country A has n ~~~e but to increase its productio~ of com-
~ ~~£-

modity Y. If this commodity is covered by an~agreement, the Bank:~, on the 

basis of its findings, address a strong recommendation to the Commodity Council 

concerned to increase country At s quota. '21; ]__.._ .;:-~'-~( r~ ,~~~-A 
~-G-~ ~ ~ ~ . (' L>t. ..__, ~G. f.:J 

9. J' ~he consideration f the te o return to all 1DC's would affect on~ 

a fraction of Bank loans; nevertheless, it might lead to a modification in the 

of loa between countries unsatisfactory on equity grounds. 

corrected, in particular a country with satisfactory 

economic deprived of aid. In its loan al ocation, the 

Blli1k has attempted sa tis-

factory compromise A greater 

flexibility betwec.;n the allocation 

~ 
IDA io~ help in finding such 

compromises. 

10. The ragraphs were related only to the criteria 1-rhich could 

be used by the World Group for selecting projects. Since its institution, 

the Bank machinery has to the creation of additional product.~0!1 

capacity but requires a specialized machinery which does 

not exist at World Bank Group. The project approach, · in rlhich 

the Bank has acc~ulated a expertise, is appropriate for creating addi-

tional production capacity; not appropriate for curtailing world export 

supplies, since there is no that the trees which would be uprcoted in 

() ~ a given project would not be by new plantings somewhere else, 

_1 ~there£ore trat the task of reo rioting world exportable supplies, when 

(' 1J ~ could be 

It seems 

needed, 

out through the specialized machinery of Inter-

pte r· 
t• 

f1,41 ·~-
~~vr~ 
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11. To conclude, within the scope of its present functions, the most 
v~ , c~~~ ft-t- &.__, 

efficient contribution which the Bank could make to improve th~ ~~ 
~'\....A.-_2_-

o£ trade is to concentrade~orts on increasing the production of the 

commodities which will be most needed by the LDC's This might be best achieved 

oy introducing in the Bank loan policy of optimization for the LDC's 

as a group. The fapP.lication of such a policy 
~/"\...( ~(__ ~ 

t-he gains to be derived frem i 

since 

e differences beti-1een the 

group taken as a whole. Hm·rever, the dif.ll . culties to be encountered seem well 

t.his group is in a unique positio apply such a policy. 

-------
a_,J CA--v- f<_ r fJ ~·:; 
a:fvc~ 

) 
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II. Indirect contribution of the Bank through its cooperation 
with other bodies 

11. The action of the Bank outlined in the previous section would lose 

much of its impact if it were not adequately coordinated with the policy fol-

lowed in International Commodity Agreement , The World Bank Group is therefore 

anxious to cooperate closely with Commodity Councils and Commodity Study Groups. 

Examples of the nature of the contribution which the Bank could make are given 

below in the case of commodity diversification funds and price stabilization 

schemes. 

12. In the case of commodities, such as tropical beverages with a low price 

elasticity of the import demand, LDC•s export earnings can be raised by restricting 

the volume of exportable supplies. Such price raising schemes may therefore pro-

vide additional funds for developmental activities. If the price increase is 

fully transmitted to the exporting countries, the governments of these countries 

have to capture the benefits through export taxes or other devices, and channel 

the proceeds in the sectors where expansion is most needed. In such a case, the 

gain resulting from the restrictive policy followed by the agreement is distri-

buted among producers in proportion of their export quota which is the corner 

stone of the agreement. The major difficulty is the initial allocation of quota-~ 

and their adjustment in relation to changes in the conditions of production to 

avoid an inefficient allocation of resources among producing countries. The 

solution to this problem can be considerably eased if part of the gain is captured 

by a diversification fund. This fund can buy a fraction of their quota from the 

countries with the highest opportunity cost of production and thus accommodate 

for the expansion of the production in the countries with the lowest opportunity 

cost. Whether the fund• buy a given percentage of the quota in an auction or 

allocate diversification grants to its members, the principle is the same. A 

country with high opportunity cost i~ given a grant to enable it withdrawing 
U--t- -rU-~~- .:_ ~ 

resources fro ~ to a more profi~ble/activity. 



Office Memorandum 

FROM 

Mr. Friedman J? / 
J. J. Pola~~ 

DATE: July 1, 1968 TO 

SUBJECT : Commodity Stabilization Study 

I attach a draft of the Fund's Part II. This draft is by no means 
agreed within the staff, and I would not preclude the possibility of some 
rather important changes. Nevertheless , I would like to get your reactions, 
both on the background as a whole and on the last section in particular . 

cc: Mr. Avramovic 



INTERNATIONAL BANK FOR 
RECONSTRUCTION AND DEVELOPMENT 

INTERNATIONAL DEVELOPMENT 
ASSOCIATION 

-ICE OF THE PRES IDENT 

INTERNATIONAL FINANCE 
CORPORATION 

July l 1968 

Copies circulated at Mr. Kamarck 's request to 

Messrs. Sacchetti, Kalmanoff and Collier with message: 

"This is something we may wish to discuss 

late today or tomorrow. " 



FORM No . 57 INTERNAT I ONAL DEVE LOPMENT I INTERNATIONAL BANK FOR 
ASSOC IATION RECONSTRUCTION AND DEVELOPMENT 

I NTERNAT IO NAL FI NANC E 
CO RPO RATI ON 

OFFICE MEMORANDUM 
TO: Jl1r. Irving S. Friedman 

FROM : Dragoslav Avramovic ~ 

DATE: June 27, 1968 

SUBJECT: Corrrrnodi ty Study - Part II 

? 

7 

I 

1. Attached is the draft Part II of the Corrrrnodity Study, which rep­
resents an outline of possible fields of action by the World Bank Group. 
As you will notice, the section on export credit refinancing has been 
dropped ·since the issue may be considered as not being sufficiently 
explored. 

2. There are several issues to which I should like to draw your 
attention. Para. ll states that lending for diversification would be 
additional to normal Bank lending. Can we state this flatly or should 
it be dropped? Followed to its logical conclusions this issue may raise 
questions about project appraisal criteria applicable to such cases. 
Question has also been raised that when a diversification project is 
undertaken by a country under an international commodity agreement which 
results in increased prices, the country would be benefiting from a re­
sulting transfer of resources under the agreement so that additional 
assistance from general aid funds through Bank lending would not be 
warranted. 

3. With respect to action on price stabilization, the draft leaves 
open the question whether we may consider lending for buffer stocks when 
IMF resources are not sufficient and also when such resources are not 
available. The second statement may be interpreted that we may consider 
buffer stock operations when this has been turned down by the Fund. Can 
we leave this implication? In connection with this section, there is 
also the question whether it is not too long in view of the fact that we 
are essentially saying that we count on the Fund to finance the buffer 
stocks. According to latest information, the Fund is prepared, at its 
discretion, to go beyond the compensatory financing tranche when the countries 
have to make a payment to an international buffer stock. 

4. The draft does not touch on the legal problems and on the possibility 
of using the Bank guarantee for buffer stock financing. The reason is that 
going into this may appear to go too far in opening the door for buffer 
stock financing. Perhaps we can discuss this further. 

5. I had drafted a technical assistance section in connection with 
corrrrnodity agreements. The view has been expressed that any offer to undertake 
analytical work in connection with concluding corrrrnodity agreements would 
duplicate the work of UNCTAD and FAO. 

cc: Mr. Goreux 
Mr. Macone 
Mr . Sundrum 



Fo RM No . 57 

TO: 

FROM : 

SUBJECT: 

I NTERNATIONAL DEVEL OPME NT I I NTERNATIONAL BAN K FOR I IN TERN ATI ONAL FIN ANCE 
ASSOCIAT ION RE CONSTRU CTI ON AN D DE VELO PMEN T CO RPORA TI ON 

OFFICE MEMORANDUM 
Mr . Irving S. Friadman 

R.M. Sundrum~ · 
DATE: June 28, 1968 

Comments on Mr.Mikesell's Paper on Performance Criteria . 

Mr .Mikesell's paper is useful in raising some imoortant questions 
about the use of performance criteria in ~ank work, and making some 
suggestions for research in this area. 

His paper clarifies the differenZ purpo ses for which performance 
criteria are needed, and classifies the available criteria according to 
their importance in dealing with the various purposes. I believe that 
his way of distinguishing types of performance criteria may be useful 
to us in writing our reports. 

His paper makes the further point, that we should perhaps bs 
doing concrete work on defining the norms or standards correspoding to 
the various criteria we are already using. I think the setting up 
of such norms , on the basis o~ objective comparisons, would go far to 
meet the criticisms that we do not have or aooly objective criteria 
in our work . Perhaps, if Mr . Mikesell is considering revision of his 
paper, this point could be brought out more clearly. 

A final point . I believe that some criteria that Mr.Mikesell 
has considered are implicitly relying on a particular strategy of 
development; I refer particularly to the concept of degree of openness. 
I feel that the criteria to be used should be a bit mora neutral on 
such questions . I would suggest instead that to the extent that a 
country has decided to open its econornlf to external relationships, 
such as the export sector which is intended to be expanded, such 
questions may be useful. That is to say, measurements of degree of 
openness of the economy should be defined for sectors,for which this 
is relevant in the light of a country's development strategy. 

Mr .Mikesell's principal racomrnendation on the derivation of 
norms anpears to be the use of inter- country comparisons. Some work 
is already being done in the Bank; it is possible that mora work can 
be done . 
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TO: 

FROM: 

SUBJECT: 
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INTERNAT IONAL DE VEL OPMENT I INTERN ATI ON AL BANK FOR 
ASSOCIATION RE CONSTRUCTI ON AND DEVELOPMENT I INTERNATIONAL FINANCE 

CORP ORATION 

OFFICE MEMORANDUM 
Mr . Irving s. Friedman DATE: June 27, 1968 

~ r1•·1 
Raymond F. Mikesell 

Performance Criteria and Economi c Ideology 

One of the problems in the selection of broadly applicable 
indicators and norms of country performance is the existence o1· 
countries with different ideologies and politico-economic systems. 
The principle that the Bank cannot impose a particular ideology as 
a condition for lending to its members is stated explicitly in the 
Articles . 11oreover, member countries cannot be neatly divided into 
categories such as socialist, controlled private ownership , and free 
enterprise . Their economic systems constitute a broad specti'U.J.-n of 
organization and control . While we may regard a free enterprise 
system as the most efficient and in certain respects judge the 
efficiency of all countries in terms of the norms of a competitive 
free enterprise economy, we cannot adopt criteria which may only be 
realized by a particular type of economic organization. 

This problem arises mainly in the area of price relationships. 
Countries that employ direct allocations and price controls covering a 
broad area of economic activity frequently justify their policy on the 
basis of economic philosophy as well as on the basis of strategy or 
expediency. Nevertheless , vir tually all members of the Bank, including 
Yugoslavia, employ the price system as a means of regulating output, 
and in most countries relative prices govern a broad area of investment 
in the private sector . Therefore price relationships as they are 
affected by international trade policy, foreign exchange policy, price 
controls , and monetary and fiscal policies, are relevant in the analysis 
of performance f or virtually al l members of the B~~. For this reason 
I believe that criteria relating to internal and external price relation­
ships should be formulated with a view to their general application in 
country reviews . 

RFMikesell :pam 
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TO: 

FROM: 

SUBJECT: 

INTERNATIONAL DEVELOPMENT I INTERNATIONAL BAN K FOR I INTERNATIONAL FINANCE 
ASSO C IATI ON RECONSTRUCTION AND DEVELOPMENT CORPORATION 

OFFICE MEMORANDUM 
DATE: June 26, 1968 Mr-. I. S. Friedman 

1 p. { ;Y 

Raymond F. Mikesell 

Creditworthiness and the Export Growth Rate 

The other day someone raised the question of why I had suggested 
in my "Performance Criteria" memo the ratio of the rate of increase in 
exports to the rate of increase in import requirements plus interest pay­
ments as an indicator of creditworthiness. It was suggested that I should 
have included amortization payments in the denominator. This question 
seems sufficiently significant to warrant a short memorandum. 

Let us assume that X = M + i + A - Cg 

where X is exports, M, required imports, i, interest on external debt, 
A, annual amortization and Cg, gross borrowing. If Cg = A, then net 
capital inflow, en, is zero and X must grow at the same rate as :1 + i. If 
X rose at a higher rate than :r1 + i, there would be net capital outflow or 
A> Cg . If there is a continuous period oi· net capital inflow, X must rise 
more slowly than I1 + i. 

Only if there is net capital outflow as a consequence of A) Cg 
would the export growth rate need to be greater than the rate of growth 
of M + i. However developing countries should be expected to have a constant 
net capital inflow· for perhaps several decades; at least they should not 
contemplate net capital out1'low. I believe that development institutions 
have an obligation in cooperation with developing countries to promote a 
rate of gross capital inl"low which will avoid periods of net capital outflow. 

The above aiscussion has certain implications for the debt 
service ratio, A + i which is equal to r • Dn where r is the sum of the 

X X 
annual rate of amortization on the indebtedness and the average rate of 
interest, and Dn is net indebtedness. So long as the rate of increase in 
exports is equal to the rate of increase in net indebtedness, the debt 
service ratio ~rlll not rise. Now net debt increases with an increase in 
(H + i) - X. Assuming that X< (M + i), but that X is increasing at a faster 
rate than (H + i), the rate o1' increase in Dn will decline. If the rate 
of increase in net indebtedness, Dn, is initially higher than the export 
growth rate, the rate will eventually decline to (or below) the export 
growth rate so that the debt service ratio will cease to grow or possibly 
decline. This can occur while the country continues to be a net importer 
of capital. All that is necessary is that the rate of increase in exports 
is greater than the rate of increase in M + i. It is for this reason that 
I have suggested as one indicator oi' creditworthiness the ratio of the rate 
of export growth to the rate oi' increase in required imports plus interest. 

RF~1i.kesell: pam 



l. I agree with Prof. Mikesell that a single indicator of performance, 
per capita output or any other, would not do: in several countries a 
succession of good or bad monsoons can be the determining factor of output 
growth, irrespective of good or bad policy performance. But, the question 
really is: do we go by satisfactory policy performance or by adequate results? 
Given the fact that the LDCs have low income levels, and are generally faced 
with complex difficulties in the development process, self-help effort should 
be the chief measure and indicator of performance. While there are a number 
of other factors impinging on this developnent process, the mobilization of 
domestic savings and the efficient use of available resources constitute the 
real target of effort. This has to be the dominant element in any discussion 
of performance. In this effort, again, it is not any particular level that 
should be a norm, but the direction and pace of change. We may then include 
a few related criteria: e.go development strategy (implying a longer term 
perspective in considering growth rates), tax revenues in relation to GNP, 
administrative and technical efficiency in terms of project preparation and 
execution, and trends in exports. 

2. Prof. Mikesell's illustrative model of performance indicators, on the 
other hand, runs over three pages. What precision can be attached to the 
social indicators or to environmental indicators: to dedication of leaders 
to development programs, degree of political and economic stability, degree 
of competition and openness of the economy, or even to such obviously impor­
tant policy measures as agricultural reform legislation and administration? 
Improvement in general education levels and health conditions is, of course, 
necessary and is part of every government 's effort - and we can't have too 
much of either education or health - but can they provide an objective guide 
to performance specifically in considering external assistance? Again, how 
can improved health conditions in LDCs and reduction in population growth 
rates be both consistent criteria within any measurable time period, unless 
draconian measures of population control are adopted? With respect to such 
criteria, it would be very difficult, if not impossible, to devise any 
standardized performance measureo 

3. In particular, external viability is a disturbing criterion to 
postulate for satisfactory performance. While a number of developing coun­
tries have this in their development programs as an important goal, and we 
ourselves give it weight in assessing development strategy, capital needs, 
and creditworthiness of courrtries, it is very doubtful if the LDCs, with 
very few exceptions, can, in fact, achieve external viability (however 
defined) for years to come, especially in view of the fact that official 
external aid is not largely in grant form and private foreign investment 
is not mainly oriented to export promotion. 

4. :Exports are the major source of foreign exchange for LDCs, and export 
promotion has to be accorded the highest priority. However, it is the struc­
ture of LDC exports, the conditions of world demand, the policies of advanced 
countries toward the exports of LDCs, the growth of synthetics, and sometimes, 
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weather conditions, that determine the level of LDC export earnings. 
vle have seen pest control, replantation and other programs that improve 
productivity of cocoa, tea, rubber, vegetable oil seeds, etc., resulting 
in depressed prices and lower export earnings. The trends in their exports 
(their share in world exports has declined from 1/3 to less than 1/.5 in 
the last 15 years) conf'inn this. In fact, except for oil exporting coun­
tries and a few others favored by exceptional circumstances, for most LDCs 
the trade trends have been distressing; this has been the position for any 
recent ten or five-year period, and currently in 1967 and 1968. If today 
LDCs were to have the same share in world exports as they had f'if't. een years 
ago, development aid would not be so critically important in their plans. 
No doubt, policy changes such as exchange rate adjustments secure benefits 
to particular countries: India may export more tea at the expense of Ceylon; 
Pakistan more jute goods at the expense of India; Malaysia more rubber at 
the expense of Indonesia; Colombia more coffee at the expense of Brazil; 
Ghana more cocoa at the expense of Nigeria; Sudan more cotton at the expense 
of U.A.R.- or vice versa. But, together, would their exports expand materi­
ally? Export gro1-rth is essential for the economic development of LDCs, 
precisely because of the limited foreign exchange resources at their disposal: 
for some countries shortage of foreign exchange resources is the critical 
constraint. But, when we discuss performance as an aid condition, it is my 
submission that we should relate it to enlarging domestic resource mobili­
zation and not to improved import capacity. 

5. Finally, while performance criteria are a guide for the allocation 
of economic assistance, performance is to be construed equally as a con­
dition for larger aid flows, not merely as a rationing device for a station­
ary or declining aid volume. It is particularly important that an inter­
national institution should keep in view always this two-sided function of 
performance criteria. Also, while non-economic areas are important in the 
ultimate analysis, I have serious doubts whether political, social and 
cultural factors and values can be fruitfully discussed in judging perfor­
mance. I would, therefore, specifically omit items like "preparation of a 
series of indicators for measuring strategic elements of socio-cultural­
political change" from Prof o Mikesell 1 s suggestions for further research 
( pp. 31-3 2) • 
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OFFICE MEMORANDUM 
TO: Mr. I. S . Friedman DATE: June 24, 1968 

f'fl¥1 
FROM: Raymond F. l1ikesell 

SUBJECT: The Marginal Savings Ratio 

I have noted that one of the indicators employed in the Bank's 
country reviews is the marginal savings ratio, and I have been so 
irreverent as to suggest in rrry memorandum on "Performance Criteria" 
that I doubted that it had any operational significance. The purpose 
of this memorandum is to attempt to justify this position. 

An indicator which is to be useful in policy recommendations 
should have an identifiable relationship to policy or self-help measures. 
Statistically, savings are normally determined as a residual: that part 
of national income not spent on consumption of goods and services . Actual 
or 11 realized11 savings are, by definition, equal to actual or 11 realized11 

investment,/1 and savings are derived as a residual from estimates of 
investment and other components of GNP. Actual domestic savings may diverge 
from actual investment by the amount of net capital inflow including foreign 
assistance. Data on domestic investment are notoriously poor and the cal­
culated ratios of annual increments of investment to the annual increments of 
national product tend to fluctuate substantially. This ratio will fluctuate 
with the character of investment, productivity growth, export prices, etc. 
Hence the marginal savings ratio which rmst, ~ post, always be equal to the 
marginal investment ratio (after allowance for capital inflow) is not 
necessarily a measure of willingness of the community to undertake ~ ante 
savings out of additional income. One can postulate that in the absence of 
willingness to increase ~ ante savings out of additional income, the 
additional investment would not have been possible. But there is no easy 
way to determine whether saving is a constraint and, in addition, the 
marginal savings ratio is not a measure of ~ ante savings. It is a measure 
of ~post savings calculated as equal to ~post investment less capital 
inflow. 

Now we have good reason to believe that savings effort may frequently 
be an L11portant factor in grov-rth in the sense that insufficient savings may 
constitute a constraint on growth . Investment in excess oi ~ ante savings 
may lead to ini'lation which reduces the real value oi' investment and/ or 
distorts prices which may affect the character of investment. But since the 
usual measures of aggregate savings as a residual are always ~ post, they 
do not provide us with a very reliable indicator of savings effort . What we 
need is an indicator of ~ ante savings effort which is in some degree at 
least, independent of' the behavior of ~post investment. It is for this 
reason that I have suggested as an indicator of efi'ective savings effort an 
index of real savings in i"inancial institutions. 

;!/ Savings and investment are "net" or "gross" dependent upon whether they 
include depreciation. 
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Savings Behavior in Relation to Income 

The marginal savings ratio is based on a theory of savings behavior 
that is not firmly grounded in either empirical evidence nor in theories 
relating to the savings pattern of income receivers. It assumes that an 
increase in the savings ratio occurs because households, firms and governments 
determine to save a larger proportion of increments in their incomes. Hence 
the average savings ratio can only rise slowly and its rate of rise depends 
upon the rate of increase in incomes and the marginal savings ratio. While 
this assumption provides a basis for a savings-centered growth model and a 
ready means of calculating the amount and duration of net capital inflow 
required to achieve self-sustained growth, this fact scarcely recommends it 
as a realistic portrayal of economic behavior. 

Actually, we know very little about the behavior of savings in response 
to a rise in income in either developed or developing countries. Most of' 
the empirical studies are based on inter-country comparisons using regression 
techniques. /1 The results vary considerably for investigators using essentially 
the same country data. Some investigators find a positive association between 
domestic savings rates and per capita income, but others do not. Some find 
the explanation for differences in savings behavior among countries to lie more 
in structural factors such as industrialization, urbanization and the distribu­
tion of income, than in per capita incomes. Others have emphasized such factors 
as the character of savings institutions, the availability of consumer credit, 
the availability of durable consumer goods, or in government fiscal and mone­
tary policies, as the principle determinants of savings. There are also various 
types of permanent income hypotheses which differentiate between current and 
normal income in the savings function. Some economists have stressed the effects 
of change in assets on savings and hold that people desire assets rather than 
savings out of income and that they behave in certain ways with respect to 
asset accumulation with a given change in income. L£ 

It is certainly conceivable that a change in government policies and in 
institutional arrangements could affect the volume of ~ ante savings independ­
ently o1' the marginal savings ratio in the sense that there could be quantum 
changes in effective savings. Depending upon the pattern of economic growth 
and its relationship to investment this might not be reflected in a rise in 
the marginal savings rate for a particular year or for several years. 

Relationship between the 1~ginal Savings 
Ratio and the Rate of Growth in GNP 

The accompanying table compares estimates of' the marginal savings ratio, 
the compound rate of growth in investment, and the compound rate of growth in 
GNP for the period 1957-1962 for 31 countries. The lack of any significant 

See K. Krishnamurty, International Co arisons or Domestic Sav· s Rates -
A Review (IRiD memo January 31, 1968 ; see also c. T. Morris, International 
Comparison to Domestic Savings, AID Discussion Paper No. 6, 1963. 

See Irwin :Friend and Paul Taubman 11 The Aggregate Propensity to Save: Some 
Concepts and their Application to International Data. 11 The Review o1' Economics 
and Statistics, May, 1968. 
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degree of correlation is evident from a perusal or the data. Although 
comparable data on net capital inflows are not available, I have found 
that allowance for net capital inflows does not improve the picture sig­
nificantly. It would 1:e interesting to make a s:Lmilar comparison for the 
same data found in IBRD country reviews. 

RFMikesell:pam 
Attch. 



Marginal Savings Ratios and Compound Rates of Growth 
in Gross Investment and GNP, 19$7-1962, Selected Countries 

11arginal Savings Compound GNP Compound Growth Rate 
Ratio Growth Rate or Gross Investment 

Greece .26 .o6o .12 
India .20 .048 .07 
Iran .11 .049 .01 
Israel .15 .lOj .10 
Jordan .09 .111 .19 

Pakistan .25 .041 .15 
Turkey - .02 .030 .04 
Argintina .8J .019 .09 
Bolivia - .16 .029 - .02 
Brazil .19 .067 .09 

Chile .10 .Oj8 .12 
Colombia - .12 .050 .04 
Costa Rica - .10 .039 - .01 
Guatemala - .Oj .Oj6 - .05 
Honduras .25 .Ojj .01 

Mexico .11 .oso .02 
Panama .37 .051 .10 
Paraguay .08 .026 .01 
Peru .31 .O?J .03 
Trinidad-Tobago .11 .078 .05 

Venezuela - .26 .04J - .08 
Liberia .21 .046 .57 
Nigeria .19 .033 .09 
Tunisia - .84 .034 .27 
Burma .21 .046 - .oo 

Taiwan .29 .074 .lj 
Korea .27 .040 .oo 
Philippines .JO .050 .05 
Thailand .22 .080 .10 
Halaya .26 .062 .18 

11auritius - -39 .034 .08 

Source: Hollis Chenery and A. M. Strout, "Foreign Assistance and Economic 
Development," AER, Sept. 1966, Tables A-1 and 6, pp. 706-709. 
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OFFICE MEMORANDUM V"'. 

TO: Mr. Irving s. Friedman, Mr. D. Avramovi.c DATE: June 24, 1968 

FROM: N. A. Sarma ~ 
~ . 

SUBJECT: Commodity study and S.FoM• 

Placed below are a couple of paragraphs on the relationship 
bah ween S.F .M. and Commodity stabilization arrangements, for insertion 
in the Commodity Study' 

11Th ere is an interesting relationship between inhernational 
efforfis to stabilize prices of primary commodities, and the scheme 
for supplementary financial measures proposed by the staff of the 
World Bank, which may be noted here. Commodity agreements cannot 
be considered a substitute for the scheme proposed, since the 
objective of the scheme is to prevent the disruption of development 
programs arising from shortfalls from reasonable expectations in 
total export earnings including invisibles, wherever appropriate. 

·"Progress in negohialling commodity agreements is likely to 
enable countries to have more accurate expectations of their export 
prices and, hence, in parfi, of their earnings, on the basis of which 
to formulate their development programs, and will reduce the cost 
of supplementary financial measures. This effect would depend on 
the number of commodities subject to agreements and the operative 
features of such agreements, especially in regard to export volume. 
Even if a large number of commodity agreements are successfully 
concluded, they are unlikely to cover the total earnings of a 
country from all its exportable commodities (including invisibles) 
so that there would still be need for the approach through supple­
mentary financial measures. Like trade promotion and development 
aid more generally, commodity agreements and supplementary finance 
complement each other and are both needed. n 



June 7 1968 

I unders.tand from .pj.r Denis Rickett ·that you e.re interested 
i:n the vork the Bank and the Fund are d,oing on eom:r.nodity s~abili• 
zation.. The pro-posed. report vill -be in tva parts. 

Atta.ehed. hereto is ·an outline which vas distributed to both . - - .. -. ~ ~ -

BQards. The first ;part is • ot eours<l, likely to look so ewbat 
different from the outl:i:ne, but nQt too much so. 

The first part ;r.ill deal with the genere.l analyt_ica.l as-pects 
of the problem o_f commodity stabillzation. It vill discuss topics 
like the trends and· tluotua.tions in the commoatty trade in the less 
developed eountries, the ca.us~s and consequences .of the adverse 
trends and Qf ineta'bility; meas\U"es o-!' dealing with instab.:ility and· 
for improvine; e:a:rnings and the ~rospec.ts of diversification.-

The f'lrst part is being done. joint~ by ·the Bank e.trd Fund ste.ft 
and is expected to be ready in June or July. The second :part wlll 
be written separately by the Bank a.nd tbe Fund. It. is hoped that 
a draft o~ the· second part vill be ready more or less at the same 
time, but being a. policy paper I ca.nn9t be sure. If ready, the 
report w:ill. be presented to the Board ot Dire.ctors before the 
Annual Meeting. I hope this is hel~tul. 

With be&t wishes and warm regards, 

Mr. Wilhelm Hanema.nn 
Deput7 Assistant Seer t~· 
M:inist:ry or Eeonomi:e Af'tairs 
Bonn 
Pe4eral Republic ot Germa~ 

cc: Sir Denis Rickett 
Mr. Avramovic 

Yours sincerely, 

(signed) Irving S. Friedman 

Irving S.- Friedman 
The Economic ~viser to the President 
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OFFICE MEMORANDUM 
TO: Irving S. Friedman 

FROM : A. L. Datar ,II.J--ll 

DATE: June '), 1968 

sUBJECT: Mr. Rickett's letter on Commodity stabilization 

I suggest that you acknowledge Mr. Rickett's letter and send him 
a copy of the letter to Herr Hanemann. Please find attached drafts for 
both. 

I discussed the subject matter of the letters to Herr Hanemann 
with Mr. Avramovic. 
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TO: 

FROM: 

SUBJECT: 

INTERNATIONAL DEVELOPMENT I INTERNATION AL BANK FOR 
ASSOCIATION RECO~STRUCTION AND DEVELOPMENT I INTERNATIONAL FINANCE 

CORPORATION 

OFFICE MEMORANDUM 

Denis Rickett &!.~ 
DATE: May 28, 1968 Mr. Irving Friedman 

Commodity Stabilization 

When I saw Herr Hanernann of the Ministry of Economics in Bonn 
on May 10 he asked me about the work which we and the Fund are doing 
on conunodi ty stabilization. What sort of report had we in mind for 
the Annual General Meeting and what kind of preliminary discussions 
would take place before the matter came to the Board~ If an interim 
report only would be submitted, how much of the ground would it cover? 

2. You told us today that you had been engaged in a discussion 
with Messrs. Southard and Polak on this subject. Would you care to 
write to Hanernann and tell him how the matter stands? Alternatively, 
I could do so but I should like to discuss with you first what I 
should say. 

DRickett:emcc 

c.c. Hr. Knapp 
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OFFICE MEMORANDUM 
TO: Mr. I r ving S. Friedman 

FROM : Bela Balassa~ 
DATE: r-iay 28, 1968 

suBJECT: Commodity Study: Comment 

Diversificati on 

l. I symphatetic to the idea that the Bank should assist developing 
countries in diversifying their economies . I would not like to see t he 
Bank, however, to finance the ~nthdrawal of factors of production from a 
product in surplus (Para. 2) and neither do I see the necessity that the 
Bank should give priority consideration to diversification projects . 
The principal aim of the Bank is to foster economic growth in the develop­
ing countries; a narrow emphasis on diversification may not be the best 
way to serve this purpose. 

2 . It should be added that , in the absence of an international 
agreement , diversification projects may not bring the desired results 
since the reduction of output by one producer can induce other producers 
to increase output so that the world supply of the commodity in question 
may not change . This has happened with regard to coffee , rubber, and 
some other commodities in the postwar period. At the same time , inter­
national agreements on cutbacks in production may be successfully ne­
gotiated in regard to very few products . 

3. But do we have to i~rry about too much resources going into 
agriculture? The paper takes this view and argues in favor of resource 
shifts into industry on the basis of assUI!ij?tions made in regard to 
long- term elasticities of demand f or primary products (Para . 7). This 
seems to be a one- sided view, however, and I believe that in the post­
~rctr period the major problem was too little rather than too much 
investment in agriculture . Accordingly, the proper emphasis would be on 
improvements in productivity, in part to increase domestic consumption 
and in part to augment the share of the developing countries in -world 
output . It appears , then, that the scope of cutbacks cam diversification 
is limited to those few commodities , such as coffee, cocoa, and tea, 
~mere developing countries are not competing with producers in developed 
nations . 

Improvements of Competitive Position of PrimaEY Products 

4. The next section of the paper considers the issue of competition 
with s,ynthetics . The reluctance t o invest in improvements due to the 
difficulties of estimating the yield on such investments should not be 
overestimated, however . In the case of rubber, this has been done with 



Mr . Irving S. Friedman - 2 - May 28 , 1968 

success in Malaysia, leading to a considerable increase in productivity. 
It is questionable , therefore, that special efforts should be made by 
the Bank in this field. In fact , for the developing countries taken 
together, competition with primarJ commodities produced in developed 
nations may be of greater importance than competition with synthetics. 

Bank ' s Role in the Stabilization of Commodity Prices 

5. This section is yet to be written . Nevertheless, I would like 
to express my agreement with the view that the stabilization of commodity 
prices lies outside the Bank ' s field of responsibility . This is essentially 
a short- term problem which could be more appropriately considered to be a 
function of the INF. Neither should the Bank participate in schemes which 
would permanently raise the prices of primary goods since this would in­
volve the use of the Bank resources without involving the Bank's scrutiny 
of economic policies and of the implementation of particular projects . 
For similar reasons, I am opposed to delegating project appraisal to local 
institutions in the case of diversification progress (Para. 6). 

cc: Mr . A. Kamarck 
l'ir. D. Avramovic 
Hr . I. Fra...TJ.k 
Mr . 1 . Goreux 
}'Tr . R. M. Sun drum 
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INTERNATIONAL DEVELOPMENT INTERNATIONAL FINANCE 
ASSOCIATION CORPORATION 

MAY 17 1968 
Message from Peter Hole re Fund Board meeting 

on Commodity Stabilization Study: 

l. Particularly strong for Plescoff, Fabere, 
and Madan. 

2. Madan's point almost verbatim -- touched 
on by Schleiminger 

3. Definitely favoring this were Plescoff, 
Nikoi, Schleiminger, Biron, Gonzales del 
Valle, Crispi. Latter part of sentence 
Kafka and Madan as well as above EDs. 
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INTERNATIONAL DEVEL OPMENT I INTERNATIONAL BANK FOR 
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I NTERN ATI ONAL FI NANCE 
CORP ORATI ON 

OFFICE MEMORANDUM 
Mr. McNamara DATE: May 16 1968 

Irving s. Friedman 

The IMF Discussion on Commodities 

I am attaching some notes of a meeting on the IMF discussions on 
the Commodity Study outline which are self- explanatory. 

It might be added that Plescoff, in the morning meeting, expressed 
the view that a Bank staff member should be present and was supported by 
Reid and Huntrods (the U.K. alternate). As a result of this intervention 
the Fund staff has been authorized to inform the Bank staff about the 
content of the Board discussion! 

Four Executive Directors did not participate in the discussions -­
namely Dale (u.s.), Saad (U.A.R.), the Japanese alternate, and Tann (China). 
Dale informs me confidentially that he did not speak because he saw no 
particular point to having a discussion and the u.s. Government had no 
position on the issues raised. In response to query he indicated that 
the Germans were in favor of discussion, but emphasized that they thought 
Part II of the Study should indicate the whole range of possible solutions. 
He speculated that their motive might be to swamp any suggestion with an 
excess of alternative solutions. 

No decisions were taken. The Acting Chairman (Mr. Southard) made 
no substantive remarks but indicated that the staff would continue its 
work. 

The names of the Executive Directors written in the margins of the 
attached notes and whom you may not know, are: 

Att: 

Madan - India 
Biron - Belgium (Alternate ED) 
Friis - Scandinavia 
Crispi - Italy 
Diz Argentina 
de Villiers - South Africa 
Kafka - Brazil 
Schleiminger - Germany 

We are continuing our work on this Study. 

•·. 
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To: Senior Staff 

From: The Secretary's Department 

Subject: Executive Board Meeting 68/90, May 15, 1968* 

Stabilization of Prices of Primary Products (Provisional Outline) 

Staff Representatives: Polak, Hirsch 
Discussion: 2 hours, 50 minutes 

General view that contents of provisional outline of study compre­
hensive and broadly-based. Several ED's underlined crucial importance 
to LDC•s at present time of stabilization of primary product prices in 
vievr of falling-off in level of foreign aid, disappointing results in 
UNCTAD II, overwhelming predominance of primary products in total exports 
of LDC's, and unfavorable price trends projected for many commodities 
in 1970's. Need observed for medium-term financial assistance to sound 
projects for price stabilization to complement existing long-term loans 
of IBRD and short-term balance of pa~nents assistance of Fund. Major­
ity of ED's favored presentation in Part II of study of fairly precise 
and concrete proposals covering whole spectrum of feasible solutions, 
and not merely general indications of possible future lines of approach . 
One ED emphasized that proposals should be seen as additions to, and not /VIfl 0 f1 N 
substitutes for, SDR's, compensatory financing facility, and other facil-
ities of Fund. 

Various observations in regard to study included: 

(l) One ED emphasized that solution >wuld be likely to lie in ('LE~<:!ot=F 
field of buffer-stock arrangements and organization of commodity 
marl{ets. He suggested that possibility might be considered of a 
pooling of finances of approved schemes, and Fund's acting as "banker" 
for these schemes, examining commodity trends carefully, and setting 
ceilings on finance that would be made available to each commodity. 
Several ED's suggested detailed case-study analyses of past arrange-
ments as basis for possible proposals. 

(2) Need to examine nature of problem closely, and verify 
whether international schemes would be likely to contribute sufficiently 
to welfare of LDC's to compensate for effort and cost in establishing 

- over -

*Precis for limited distribution; not basis for official action. 
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them. Noted that not all commodities suffered from price problem 
and suggestion made that analysis in Chapter II should be on commodity-
by-commodity basis. Some ED's wondered whether establishment of S t 1"=' 0 N 
organized price schemes was compatible with ultimate solutions of -::. R 1 ( 
diversification and economic development. 

(3) Importance of diversification in LDC's as long-rm1 solu­
tion to avoidance of instability and adverse trends. One ED pointed 
out that diversification would assist buffer-stock schemes by restrain- REID 
ing production of traditional commodities. Some ED's emphasized that--
LDC' s should exercise necessary discipline in regard to control, C. 1~ 1 > f? I 
diversification, and improvement in efficiency of production. "_ ) I Z... _ 

vc Yil-Ll~:R..S 

(4) Need to examine effects of trade blocs on exports of primary 
producing countries. Some ED's thought that study should also be - K A r- 1< A 
broad enough to c.over issue q£: .. trade preferences in industrial coun- M r:>. 0 A "' 

tries for exports of LDC's. 

(5) One ED stressed need to make distinction between stabiliza-
tion of prices and stabilization of export proceeds, and observed )c lhE/M.ttvC,ER._ 
that study should concentrate on the latter. 

(6) One ED pointed out that stabilization problem had both 
short-run and long-run aspect and both needed to be studied. He 
felt that there had been an overemphasis in past on price fluctua­
tions and insufficient attention paid to price trends. 

REID 

(7) Some ED's doubted whether Fund could make direct contribu- seHLf/MJN 4£ 
tion to stabilization of prices of individual products, but recognized z -rc , 
that it would be wholly consistent with Fund's purposes for it to 
assist individual countries to increase export proceeds in general. 
Some ED's thought it might be difficult for Fund to venture beyond 
provision of short-term financial assistance, but some other ED's--­
stressed need for a flexible approach in regard to Fund's willingness 
to commit resources. 

Discussion t o be resumed in afternoon. 

* .* * * 

Next meeting, same afternoon continue discussion of Stabilization of 
Prices of Primary Products. 

* * * * 

No lapse-of-time decisions to be recorded. 

[SIR Oil 
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The Commodity Problem: Buffer Stock Financing and Supplementary Finance 

I 

In 1950, the developed market economies accounted for 60 per cent 
of total world exports, developing countries for 32 per cent, and central­
ly planned economies for 8 per cent: by 1962, the respective shares were 
66 per cent, 21 per cent, and 13 per cent. In more recent years 1 the less 
developed countries have shared in the remarkable expansion of world trade, 
but less than proportionately. Over the years, exports of industrial 
countries to other industrial countries have expanded more than exports of 
less developed countries to them. In 1965 and 1966, the share of develop­
ing countries in total world exports was only 20 per cent. Developing 
c01mtries account for over 60 per cent of world exports of petroleum and 
other fuels: · in their own total exports, fuels constitute about 30 per 
cent, and fonn a distinct category, concentrated in a .few countries. Omit ­
ting this item, the share o.f developing countries in world exports is a 
mere 15 per cent . The sluggishness of the exports o.f less developed 
countries is attributable mainly to the fact that primary commodities 
account .for about 85 per cent of their total exports (30 per cent being 
fuels) and only 15 per cent are manufactures and semi-manufactures. 

Industrial countries themselves have expanded their domestic output 
of several primary commodities, often assisted by protective policies, 
and trade increasingly among themselves in such commodities . The in­
dustrial countries' share in world exports of primary commodities has ex­
panded from 47 per cent in 1950 to well over 55 per cent now. In certain 
items, developing countries are not able to compete effectively in export 
markets with the developed among primary producers themselves (Australia, 
New Zealand and a few others). In certain commodities export surpluses 
in developing countries are affected due to domestic consumption require­
ments which have been rising with population growth and higher income 
levels . On the demand side, generally demand for foodstuffs rises only at 
a modest rate even "i'man incomes in industrial countries rise at 3- 5 per 
cent a year. As for industrial raw materials, several items like jute, 
rubber, cotton, and wool face increasing competition from synthetics. In 
the early 1 fifties, synthetics accou.ntied for less than one-tenth of the 
consumption of industrial raw m.aterlals in industrial countries; the pro­
portion has doubled by now. This is dramatized in the .fact that for some 
years now the increase in world consumption of rubber has been taken up 
almost wholly by synthetic rubber . During a period when total consumption 
of rubber doubled, the share of natural rubber in the total declined from 
63 per cent in 1953- 55 to 50 per cent in 1957-61 and 36 per cent in 1965. 
More generally, with technological progress, there is greater economy in 
the use of materials. A way of assisting primary producers is to conduct 
systematic research for finding new uses for sane of these commodities 
and thereby ilf some extent ~.f~c . the consequences of technological progress 
which results 1n the development of synthetics and saving of raw materials 
in industry. 
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The trends in exports indicate that for most primary commodities 
no more than a steady rise in demand can be expected. So far as agri­
cultural commodities are concerned, high income countries themselves are 
a net ex:porting group to less developed countries in livestock and cereals . 
For the rest, according to certain projections made by FAO, the net import 
demand of high income countries for sugar, fats and oils would show an 
absolute decline by 1975 . For agricultural raw materials, including cotton, 
wool, jute, rubber, as compared to 1961-63, net import demand may decline 
somewhat or rise by about 10 per cent by 1975, depending on the assumptions 
made for the growth of gross domestic product in developed countries. For 
the group of tropical products (coffee, cocoa, tea and bananas), net im­
port demand is projected to be one- fourth to one-third higher in 1975: 
the growth rate is placed at 2 per cent per annum for coffee and at 1.5 per 
cent for tea. Even on fairly optimistic assumpt;ions of GDP growth in 
these countries, of 4. 8 per cent per year, the growth in demand by 1975 
over 1961-63 levels in the developed countries is placed at 2.1 per cent 
for tropical products, and at only 0 . 7 per cent for agricultural raw 
materials and for total trade in agricultural items. While these are but 
projections based on certain assumptions, and are by no means forecasts of 
lih.at will happen, they serve to point up the rather poor prospects for the 
traditional agricultural exports of less developed countries to industrial 
countries . For, while a steady rise in income may be expected to continue 
in industrial countries, their population growth is slow, and the consump­
tion of several commodities can only rise moderately; increasingly severe 
competition from synthetics affects the demand for other items . 

Under such emerging conditions of demand especially, the price levels 
for the respective commodities importantly determine the level of export 
earnings of primary producers. If prices should fall, because of a rapid 
rise in output or for other reasons, the prospects for their foreign ex­
change earnings would be gloomy indeed. Even assuming continued expansion 
in the developed economies, unless production in the less developed countries 
is regulated, large stocks are likely to accumulate in some commodities; 
under the circ\Uilstances, price maintenance becomes as difficult as it is 
important . 

From time to time, when export volume has risen, adverse price move­
ments have affected exchange earnings of developing countries. In consider­
ing export and import; prices in international trade, or the prices of pri­
mary commodities or manufactures in trade, no single index can be con­
clusive. While the available indices are used widely as a tool for analys­
ing general world trade trends and problems, any conclusions derived are 
subject to qualification arising from the weaknesses and limitations of 
the indices . The available indices differ in coverage of commodities, 
weights, and price quotations taken . The years 1958-62 were a period of 
commodity slump. There was some recovery in 1963 and 1964, which has not 
been wholly maintained since, and today on the whole the export prices of 
primary commodities for developing countries have not recovered to the 1958 
level. The prices of manufactures have been more steady, and have tended 
to rise since 1959 . By and large, primary commodity export prices for less 
developed countries in the years 1963-66 (i.e., the years of recovery, 
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a:f't;er the slump period) are lower than in the .four-year period 1954-57 
(i.e., pre-slump period, and well after Korean boom phase ended). Again, 
the predicament of individual countries that depend on one or two primary 
commodity export;s when the prices of these items fall steeply is not re­
flected in any or all of these indices. The so-called commodity concen­
tration exposes several countries to a high degr·ee of volatility in their 
foreign exchange earnings. 
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II 

The stabilization of prices and markets for primary commodities 
could be attemplied in a eeries of commodity agreements covering the main 
cereals, fibers, beverages, vegetable oils, rubber, ~iner~ls and metals. 
While there bas been extensive discussion of the subject in prewar as well 
as postwc:rr years, and several attempts to conclude agreements have been 
made, such agreements have proved possible only in a few cases; effective 
implementation bas been even more limited. Through the removal of tariff 
and non-tariff obstacles to trade in these commodities, the developed 
countrie~ can enlarge the market opportunities in their econoMies for ex­
ports of these commodities from less developed countries: there has been 
little progress in this direction. Basically, a measure of discipline 
both in the consuming countries in regard to their production of several of 
these commodities and in producing countries by way of regulation of pro­
duction and export quotas, is called for if commodity arrangements of one 
kind or another are to prove a practicable instrument. The building up 
of stocks and market operations based on them rould also be helpful in 
some instances. 

A feature of commodity agreements i~ the provision for export 
quotas, as a main device for supply regulation. Behind such export quotas 
usually lie national stocks, private inventoriec::: in the hands of pro­
ducer~ (and consumers), and production controls. An i~er.national buffer 
stock is another usefUl device, under appropriate safeguards, which, 
through active intervention in the market, can reinforce the effectiveness 
of sales quotas. EXperience in this regard, however, is virtually limited 
to t~ .' , 1. hough it is sometimes held that the 10ugar agreenent also haC. buf­
fer features. Neither is typical, nor operative now. The tin buffer (com­
modity) is exhausted, and the relevant provisions of the sugar agreement 
remain suspended. In recent discussion~ for a cocoa agreement, there has 
been advocacy of the idea that buffer stock maintenance and management 
would facilitate the evening out of price fluctuations and the effective­
ness of any agreement reached. The ~uggestion hes been made that a fund 
of $100 million could be accumulated over a five-year period by levying a 
1-cent charge per pound of cocoa entering international trade, payable by 
exporter or importer. If some initial buffer stock fUnd could be set up 
from outside source , by way of loan finance, of the order of $80 million, 
it is believed that over a few years this could be repaid at $10-12 mil­
lion a year. However, there is no existing facility for such initial 
financing of buffer 5tock build-up. From time to time approaches have 
been made to the World Bank for buffer Rtock financing in respect of sugar, 
tin, cocoa. The Bank Group has taken the view that, being a long-term 
financing agency, it cannot undertake such short-term financing o:f stocks; 
that, in any case, Bank Group operation8 are concerned with productive 
developnent projects. Nor do the Articles of Agreement of the Fund permit 
such financing. 

No international buffer stock management and :financing can be 
contemplated to sustain a continuing over-production; essentially it can 



only deal with temporary phases of excess production or market shortages. 
Thus, producing countries have to take various steps to prevent over­
production and, if wasteful over-production should persist, they them­
selves have to carry the burdensome surpluses or even destroy them. In 
the past this has proved very difficult; and it is this known feature 
about various commodities that makes it difficult to arrange for any 
private bank finance for buffer stock financing, and even if it could be 
arranged for, renders it very costly. Thus, the necessary degree of 
control over production and supply regulation becomes a prerequisite for 
successful operations in stock manager.1ent. Nor can international buffer 
stock arrangements be effective by themselves without export or sales 
quotas. The controlling instruments are the core of a commodity agreement, 
especially those for holding the price within the specified range. The 
detennination of the price level at which the market is to be stabili"'ed 
and the operational effectiveness of instruments of stabilization depend, 
above all else, on regulation of au ply. 

Af: buffer stock operations involve absorbing surpluses or ~elling 
the COI'l!llodity for cash, according to where market; price stands in relation 
to agreed price range, the buffer stock must have both the commodity and 
cash. A buffer stock cannot undertake to absorb all surpluses, but only 
up to quota limits, i.e, where a country has not been able to sell the 
quota specified for it. While purchases have to be initially at floor 
prices, and sales a.t maximum prices set, quotas themselves can be variable 
and purcha~es and sales may be at declining or rising prices. At the same 
time, a buffer stock should have resources adequate to take care of normal 
swings in supply and demand, and to make an impression on buyers and sel­
lers in the market about the management 1 s ability to protect the price 
ran:- . 

Apart from the more general economic, administrative, and financial 
questions involved in any stock management, the particular characteristics 
of production and marketing of eRch commodity raise specific problems: in 
some agricultural commodities (e.g., jute, sugar, oil seeds) there are 
often wide seasonal variations in output and corresponding swings in prices, 
unless countered; in some instances there is a steady diversion of demand 
to man-made materials that are price competitive (e.g., fibers and rubber); 
the perishability of a commodity (e.g., bananas) rules out any stock 
building; the time taken in increasing or reducing supplies in response 
to market developments (e.g., a rubber tree is not ready to be tapped for 
6-7 years, and not fully productive for 12 years, after planting); in­
ability of producing countries to step up the mining of some minerals 
quickly; the existing preferential market arrangements (e . g., sugar); 
continuing over-production (e.g., coffee), or relative ease of over­
production developing (e.g., cocoa). Then, there is the problem of costs 
of management. Storage costs are likely to be heavy for commodities that 
have low value per ton. If a buffer stock amounting to 25 - 30 per cent 
of annual trade--in some instances or in certain periods even a higher 
proportion has to be envisaged--is to be aintained, storage costs can 
assume sizeable proportions. Further, man of the commoditie, , especially 
agricultural ones, are subject to phy ical deterioration, which requires 
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the stocks to be turned over periodically, every two years or so; the 
buffer stock may otherwise suffer more than marginal loss due to sales 
being of poorer quality materials than purchases. These factors may add 
up to 3-5 per cent cost annually. Under the circumstances, if loan 
financing is not at very reasonable rates, buffer stock management may 
prove unduly costly. Buffer stock arrangement s that ma.y be built into a 
commoctl:liy agreement, therefore, require careful study in detail. 

Accordingly, ta..ld.ng into account the validity of international 
buffer o:otock arrangements a.!: a useful control device for a coMmodity 
agreement, the inability of contracting parties to commodity agreements 
over the years to incorporate this feature except in one or two cases, 
the characteristics of individual commodities and the cost factors noted 
above, a positive but realistic approach may be envisaged t oward the 
question of (initial) buffer stock financing . 1m international agency, 
with suf1'icienli f'unds, ma.y stand ready to take care of the initial buffer 
stock finance needs of one or two commodity agreements (e . g., cocoa), 
after the producing and con uming countries have agreed on the other es­
sentials of a commodity agreement. (especially on questions relating to 
price range and sales quotas), and after examining the question on merits . 
As experience is gained, and as additional resources are built up, the 
scope of financing activities may be extended to other commodities. It 
seems important that such initial financing should not be for very short 
periods of 3-5 years but for somewhat longer terms so as to enable the 
buffer s~ock to build up its own resources by means of leVien on producers 
and consumers, and through any profits from sales, and repay the agency 
in convenient instalments . Such financing should also be at verJ rc ..... : on­
able rates of interest. 

As for the means of financing, it is suggested sometimes that in­
dustrial countries may transfer parli of the proceeds from existing excise 
taxes or cu oms duties they levy on primary col':llllodities imported from 
less developed countries . With a view to protecting domestic producers 
and/or for revenue purposes, most indugGrial countries levy excise duties 
on items like sugar, tobacco, coffee, cocoa, tea, oil seeds and oils, 
pet.roleum and products . Y.bere an item is imported mainly, they are 
hardly distinguishable from customs duties. The ta'Ces are high in in­
dividual countries on particular items such as: tobacco and vegetable 
oils in U. S.A . ; tobacco and sugar in Netherlands, U.K. and Japan; coffee 
and tea in Germany; tobacco in France; sugar, tobacco and coffee in Italy. 
PG!iroleum i a common item for most countries, and so is tobacco to a 
great extent. Such so- called fiscal charges are estimated to be of the 
order of $6 - $7 billion of which over one-half is accounted for by 
petroleum and product s . Tobacco is the other main item, followed by cof­
fee and sugar. Yet another suggestion is that a minimum price may be 
agreed upon for each commodit;y and when price falls below this level, a 
levy be made at the entry point in importing country, and the proceeds 
be utilized to reimburse the less developed country concerned. Or, as 
part; of a commodity agreement, provision may be made for a small charge 
on imporls of a cotnr.1odi.ty into developed countries and the collections 
may be turned over to an agency for buffer stock operations . 
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lfuatever be the p8rticular cour~e adopted to raise the required 
resources for buffer stock ~~- ~~~ent, it is generally recognized that 
both producing countries and conf'uroing countries should contribute to the 
.fi_nancing involved. Secondly, while alternative procedures may be adopted 
to suit the circunstances and p~rpnsc~ of individual corru'T!odity agreements, 
it would seem unro,li~ic to hp_-·e recourse to any such specific r11eans of 
financing to obtain the resource~ for an agency that is to take up only 
initial financing on a loan bu.sis. General, budgetz.ry, contribution~; from 
governmentf: ;rould seem ·to be appropriate for thi s purpose . 
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III 

The volatility and uncertainty of roq::ort earnings from their 
primary c~mmodity trade has been a main problem faced by developing 
countries . While price stability is needed, what is i-:nportant is the 
stability and grovrtih of export earnings . Commodity agreements would help 
to mitigate the amplitude of fluctuations, but cannot by themselves meet 
the problem, espakially of shortfalls in export earnings; more general, 
financial approaches also become necessary. Thus, contpensatory and sup­
plementary financial assistance, the former to meet the volatility a<;pect 
of export earnings, and involving essentially short-term assistance, and 
the latter to meet the uncertainty aspect and involving essentially long­
term assistance, would be helpful. These financial arrangements and 
commodity agreements become complementary to one another and reinforce 
their effectiveness mutually, so that develop:nant programs of countries 
can go forward uninterrupted by export shortfalls. In~' in a rather 
pragmatic framework , one can visualize commodity agreamerit'S for a few 
major commodities in -vmich the developing countries are the chief ex­
porters , like coffee and cocoa, and for the rest devise appropriate 
financial arrangemerrl:is to take care of the levels of total export earnings 
of developing countries. 

All these above approaches, which seek to build on established 
patterns of economic activity, would help, and are needed, but they do not 
provide an enduring solution to the commodity problem of developing 
countries , for the commodity problem essentially reflects their low level 
of economic development, and only sustained economic growth is the real 
solvent, which results in a gradual expansion and diversification of 
their export trade and reduces the undue dependence of many of these 
economies on one or two commodities. The growth and diversification of 
exports in turn is predicated on correcting the structural imbalances in 
these econolllies and promoting productive efficiency. This diversifica­
tion has to be partly in the agricultural sector itself , especially to­
ward food production, in view of ·t;he serious food shortages developing 
in severaJ. less developed areas, but should certainly be in part through 
industrialization, so as to secure continued improvement in export earn­
ings . The commodity problem cannot be dealt with apart from or in isola­
tion from the larger, basic, development problem--a task to which the 
World Bank Group is addressing itself. 

Thus viewed, commodihy agreements and supplementary finance pro­
posals may be seen clearly to be complementary, in pursuance of the same 
objectives that derive essentially from the requirements of long-term 
economic growth . The World Bank Group, when called upon by governments, 
is likely to accept the administration of supplementary finance . The 
financing of buffer stocks is a related aspect, being a helpful control 
instrument in commodity agreements: although buffer stock financing 
raises various financial and administrative issues and may not be 
feasible always, and needs to be carefully examined in each case . It may 
be undertaken by a eparate agency or by the agency entrusted with 
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supplementary finance3 there may be so e advantage in entrusting the two 
to the sane agency. Such being the case, can the World Bank Group dis­
associate itself from extending a prudent measure of financial support to 
commodity agreements through providing initial finance for buffer stocks 
in appropriate c ses, o as to pro ote the successful conclusion of com-

odity agreements? 
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STUDY ON PROBLEM OF STABILIZATION OF PRICES 

OF PRIHARY PRODUCTS 

Provisional Outline 

NOTE: The attached draft outline has been prepared by the joint 
Fund-Bank working group as a basis for the organization of 
its work on this study. The outline is of course subject 
to such revisions, as regards both addition and deletion, as 
may appear appropriate in the course of the work. 

PART I 

The General Setting (Chapter I) 

1. The problems of instability and of adverse trends in the 
exports of less developed countries have been studied intensively over 
a long period of time from many points of view with limited progress 
toward a solution. However, there are some new elements in the present 
situation, which may lead to a more effective attack on the problem: 

(a) A general recognition that the solution of some of the problems 
of commodity trade is intimately connected with the development 
efforts of the less developed countries, concerning both the 
choice of development strategy and the ability to finance the 
chosen pattern of development. 

(b) An important consequence of recognizing policies relating to 
commodities as the means of promoting the economic development 
of the poor countries is that in participating in international 
commodity negotiations, exporting and illiporting countries may 
be urged to take account of the major interests of development~ 
and not only of the interests of the respective producers and 
consumers of individual commodities. 

(c) One important question, which needs careful investigation, is 
the possibility that certain international policy actions 
related directly to commodity trade may provide donor countries 
with a more convenient vehicle for the transfer of development 
assistance to the less developed countries, as indicated in 
some aspects of the proposals for an organization of markets. 

2. Foreign exchange receipts of developing countries derived from 
primary products have varied from year to year. Over the longer run, 
trends in export receipts of the LDC' s, taken as a whole, have shmvn slmv 
growth: slow relative to the growth of world trade and slow relative to 
the increase in imports required to sustain a satisfactory rate of growth 



in these COQDtries. For individual primary products and for individual 
countries, trends have ranged from a rapid increase to a slow decline. 
For many products, the demand rises slowly and in a fluctuating manner. 

3. The commodity problem is a part of the general problem of 
development. Fluctuations and adverse trends reflect the excessive 
dependence of low-income countries on primary products and their limited 
flexibility of shifting resources to more productive uses. Yne problem is 
compounded further by restrictions on market access, which throw the burden 
of adjustment ou the low-income countries vrhose resource mobility and 
therefore the capacity to adjust is severely limited. 

4. Not all external difficulties of developing countries result from 
weak commodity trends: a particular country or a group of countries may 
fail to produce for the existing international demand, whether the latter 
increases slowly or rapidly, while increases in imports are frequently 
induced by inappropriate domestic policies. Foreign exchange difficulties 
which are caused by inadequate supplies of primary products in strong 
demand in external or domestic markets of the low-income countries or by 
bursts of their import demand cannot be attributed to the commodity problem. 

5. \.-Tide price fluctuations and weak price trends are serious insofar 
as they cause instability and adverse trends in countries' export earnings 
and purchasing power and affect the competitive position of primary pro­
ducts. The ultimate solution for excessive dependence by less developed 
countries on products with sluggish long-term growth in demand, or with 
wide price fluctuations or wasteful cobvTeb-type supply responses, lies in 
the acceleration of economic growth and of diversification in the low-income 
countries. The question is vrhether intermediate solutions can be found: 
they should reduce fluctuations in earnings and prices, improve long-term 
earning capacity, and at the same time facilitate (and certainly not make 
more difficult) the resource shifts necessary to accelerate growth and 
diversification. The problem is whether and through vrhat means these 
objectives can be made mutually consistent. Effective action on the 
earnings of primary producers may, according to differing conditions , 
demand a combination of approaches, in fields including price stabilization, 
international fiscal action, improved market access, etc. 

6. One of the major consequences of the commodity problem for the 
LDC Is is the impact on their oa.lance of payments position in tbe short 
run, as an adjunct to the pursuit of long-run development policies. As 
such, it is a factor affecting the role of the INF in relation to these 
countries. 

7. At the same time, the commodity problem is also a part of the 
general problem of development. Here, it is a factor affecting the role 
of the IBRD in relation to these countries. 
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Trends and Fluctuations in the Commodity Trade oj the LDC's (Chapter II) 

8. Summary presentation (rates of gro~~h and 'measures of instability) 
of prices, quantities and values of exports of major _commodities and of 
individual developing countries. Both short-term and -periodic fluctuations 
should be discussed. 

9. Analysis of results. Not all commodities suffer from the com-
modity problem: there are primary products--e.g., petroleum, aluminum--for 
which demand rises rapidly, price fluctuations are limited, and supply is 
adjusted with relative speed to demand trends and demand fluctuations. 
There are also commodities whose price fluctuations are very wide, but the 
underlying demand trend is strong (e.g., copper). In many cases, however, 
a relatively slmv growth in demand is combined with price variations; and 
in the case of agricultural products, cobweb-type supply reactions may 
cause a continuing sequence of over- and under-production. 

Causes of Adverse Trends and of Instabilit~ (Chapter III) 

10. Relationships of price, volume and value. Condition of demand 
and supply in world markets for primary commodi ties. Some illustrative 
statistical analysis of demand and supply functions for export. 

11. Demand factors underlying long-term trend. Supply factors under-
lying trend--the long-term tendency of developing countries to over-crowd 
the markets of primary products due to absence of alternative employment 
opportunities. The role of synthetic aubstitutes and of limitations on 
the access to markets. 

12. Factors involved in cyclical and irregular fluctuations. 
Relationshi9 of price fluctuations to fluctuations in eA~ort earnings and 
producers' incomes. Relative importance of demand-induced and supply­
induced instability. 

13. Summary examination of factors behind major short-term declines 
in export earnings experienced in this period. 

Consequences of Adverse Trends and of Instability (Chapter IV) 

14. Effects of adverse trends on import capacity, income growth and 
possibly on production and investment patterns. Effects on ability to 
finance development. Ex-perience of the Bank i:vi th member countries. 

15. Impact of instability on producers' decisions--cobweb effects. 
Impact of instability on the demand for primary materials--the competitive 
position of primary products vs.. synthetics. 

f ~ 16. Impact o:f :fluctuations in prices and export receipts on payments r ~ difficulties and on the mainten~nce of internal equilibrium--issues arising 
\ ~ for national authorities in domestic financial policies and on balance of 
::~ payments adjustment with unstable commodity markets - -experience of the Fund 

~~ • ..,..,....w.,.i t....,h member countrio - 1 yr\ r ~- -r-~~ / . 
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International Commodity Policies: Past Experience ~nd Propos_§!..;!-S (Chapter V) 

17. A brief review of general approaches to stabilization--the Havana 
Charter--the UNCTAD approach--the organization of markets--other approaches. 
The case for a commodity-by-commodity approach. 

18. Techniques of commodity stabilization--application of these 
techniques in the postwar period. Problems of negotiation and problems of 
effectiveness of the techniques thenmelves. 

Measures for Dealing with Fluctuations Around a Trend (Chapter VI) 

19. The concept, distinguished from price leverage. Various techniques 
available--buffer stocks--~nd other or supplementary techniques to influence 
prices, quantities, and earnings, including quotas, levies, buffer funds, 
multilateral and bilateral contracts and market access. Particular condi­
tions of elasticities, pa~uern of fluctuations, commodity characteristics, 
favoring alternative techniques. Effects on export earnings/availabilities, 
producer earnings and on trend. 

20. Buffer stocks: criteria for establishment of buffer stocks 
(physical and economic). The problems of management, price adjustment 
(moving average vs. steps), relationship to commercial stocks. Financial 
aspects of buffer stocks under various alternatives. 

Measures for Improving the Level and Trend of E~!]lings (Chapter VII) 

21. Different ways of improving the level and trend of export earnings: 
improvement of access to markets, improvement of the competitive position of 
primary products in relation to synthetics, stimulation of exports of manu­
factured goods from developinG countries, management of supply of primary 
products. 

22. The concept of remunerative prices, the concept of adverse trends 
defined in relation to the possibilities of improving the trends. 

23. Conditions under which supply management is feasible and appro-
priate. Techniques of supply management: export restrictions with or 
vrithout production controls; export levies ; diversification; import levies 
in developed consuming countries for transfer to developing producing 
countries. Link with buffer stocks. The efficiency problems. Suitability 
of particular commodities to supply management and to different techniques 
of management, depending on the characteristics of commodities. Implica­
tions among producing countries and consuming countries. 

24. Side effects of nupply management--problems relating to new pro-
ducers, terms of competition, etc. 

25. Financial imp1icA.tions of supply manae;ement for the exporting and 
importing countries. 
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The Problems and Prospects of Diversification (Chapter VIII) 

26. Diversification as part of over-all development policy. Different 
concepts of diversification- -in the broad sense (development of new activities 
without displacing factors of production from the existing activities) and 
in the narrow sense (displacement of factors). Experience -.rith diversifica­
tion. The most acute cases. The localized cost (nationally) and the wide­
spread benefits (internationally) of diversification. Financial aspects of 
diversification in the narrow sense. Who should diversify? The need for 
international decision-m~~ing in diversification in order to avoid emergence 
of surpluses in alternate products . The link vlith internal price policy 
within the developing countries . 

Summary (Chapter IX) 

27. A summary review of the analytical report (Part I) with special 
reference to the differing financial implications of the various approaches 
discussed. 

PART II 

(Bank) 

Impli cations for possible actions by the l~orld Bank Group. 

PART II 

(Fund) 

Implications for possible actions by the International i!Ionetary 
Fund. 

APR 1 8 1968 



Mr. Robert S. McNamara April 17, 1968 

Irving s. Friedman 

Study on the Stabilization of Prices of Primary Products 

PurBU.ant to my memorandum of April 16, w understand that Mr. Schweitzer 
announced today t.o the Fund Boaro that the outline of the study will be circu­
lated shortly. Considerabl interest in the outline was expressed by the 
Executive Directors for Canada and for some L tin American countrie • 

I recommend that you announce at tomorrow's Board meeting the circu­
lation of the outline to our Board. 




