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ForM No. 57 INTERNATIONAL DEVELOPMENT | INTERNATIONAL BANK FOR 1 INTERNATIONAL FINANCE

ASSOCIATION RECONSTRUCTION AND DEVELOPMENT COR.F‘:')RATION _;' /
OFFICE MEMORANDUM

A.’,.,“ /"/’
TO: Mr. McNamara P DATE: April 29, 1970
i4 / /
FROM: Michael L. Hoffman' -~ /' S e
LA /./ 2 ) 7
SUBJECT: Pearson Commission Memoranda / i

You asked for a schedule for the submission to you of memoranda
analyzing the remaining seven Pearson Commission recommendations.

(1) Draft memoranda on Recommendations No. 6 (@qltilateral in-
vestment insurance) and No. 30 (Bank/Fund cooperation) are attached.
B ap ey

(2) Memoranda on Recommendations No. 13 (calling for a Board
of Governors discussion of governments' plans for meeting the official
development assistance target), No. 23 (research in human reproduction),
and No. 33 (concerning a conference on machinery for evaluating prog-
ress towards DD II goals) will be sent to you early next week.

(3) The memorandum on Recommendation No. 32 (IDA allocation cri-
terion) is being drafted. It should reach you within the next two
weeks.

(4) The memorandum on Recommendation No. 2 (supplementary fi-
nance) awaits the outcome of the IDA replenishment negotiations and a
policy decision.
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This is a poor statement of the
problem and the status of a "solution."
Include in a revised draft a brief
statement of the problem, the proposed
solution, and the reasons why some
governments have failed to support
the "solution."

Marginal note

Insert a paragraph telling the
"outsider" of what went on before
3/19/70 in the Bank in relation to
this subject.
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MEMORANDUM TO THE EXE

Subject: Pearson Commission Recommendation No. 6 Concerning Multilateral
Investment Insurance

Recommendation

... at the international level, talks leading to the establishment
of a multilateral investment insurance scheme should be pursued vig-

1/

orously ..."

T “-—cim,it_,?
€L~4£ - » On March 19, 1970, the Committee of the Whole on international investment
éﬂzj'insurance met to consider whether there was a basis for resuming work on the
é”‘ qﬁ;r’ international investment insurance proposal with a view to arriving at a
f) ~ draft of Articles of Agreement to be submitted to governments. Interest
%Jfﬁfawglﬁ- iTPrincipre was expressed by some Executive Directors representing countries
;i{;;;hich had not expressed such interest at the time the second draft of
’V’, 4: Articles of Agreement was prepared in 1968. However, several Exeeutive
ﬂw 17 Directors)representing developed countries)expressed the view,—om belatf—ot_
f\ thetr—geveraments, that provision should be made for some participation by
developing countries in meeting the financial requirements of the proposed

M‘-A-'
international investment insuranceaagency,_axigggg:fren—admiﬂtstrntifgégxpeuses"‘

. Some of hese

governmepts conditioned their interest in/the investment insurlnce scheme

on gHie incorporation of stGch a provision.

1/ Report, page 109.



The-gquestion of fimancial-participatici by developing countries is a

—ttomgifice the 1968 draft of Articles wmg‘rhe Committee of the

a " -
el P Ay

e »
Whole therefere decided to take up that issuj%ﬁ}gore resuming Article-by-

Article consideration of the draft. Governments have been asked to convey

their views by the latter part of May. Their response will determine
whether the Committee proceeds to an Article-by-Article consideration of the
draft Articles or decides to suspend indefinitely its study of the proposal.
If it appears that there is no consensus on this issue, there would be little

point in proceeding.

Robert S. McNamara
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April 27, 1970

MEMORANDUM TO THE EXECUTIVE DIRECTORS

Subject: Pearson Commission Recommendation No. 30 Concerning Bank/Fund ;ZE
Collaboration /:;]
Recommendation ';équfra/f
s w
The World Bank and the IMF, in countries where both operate, should 42::: 1; /
= I Lo
/u‘
adopt procedures for preparing unified country assessments and assur- o V- 4

1/ G
ing consistent policy advice." C3’€.4?7“/<k
l

Comment ’S; 6

On February 18 1970, there Wﬁs istributed to the Executive Director§#x$::;7
(SecM70- 6 ﬁaﬁoint memor;:dum by the Managing Director of the IMF and the
President of the World Bank describing fusthes steps for collaboration
between the World Bank and the IM?t The paper refers to the desirability
that the Fund and the Bank complement each other, that each make the fullest
use of the expertise and information of the other, that the risk of incon-
sistent policy advice be reduced to a minimum and that duplication of re-
quests for information to member governments be minimized. It takes note
of the Pearson Commission recommendation and states that '"both organizations
will make every effort to avoid duplication of activities and to assure that

their appraisals of, and policy recommendations to, each country are broadly

consistent’. -The memorandum tas—been considered and approved by the Executive

_Dizectorg of theFund.

1/ Report, page 230.

tatements on Bank/Fund)collaboration: R66£10, dated
., relating particularly to missions and eychange of

390, dated December/13, 1966, relating/to coordina-
ic policy matters.

2/ See/also earlier
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These agreements go far toward satisfying the objective of the Commission's
recommendation, as far as now seems practicable. However, I intend to keep
under review the possibilities for further measures of collaboration between

the World Bank and the IMF.

Robert S. McNamara
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REMARKS T

Attached is the draft of a memorandum on
the Pearson Commission recommendation concern-—
ing the financing of buffer stocks, the con-
clusion of which has been revised in accord-
ance with the understanding reached at your
meeting with Burke and Dick on Monday afternoon
This has also involved a change on page 9 for
consistency. If you approve the revisions, the
paper is ready to go to the Board. However, I
think it should be held until we can send with
it the memorandum on Recommendation No. 1, a
draft of which was sent to you on Monday morning

From Michael L. Hoffman
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Dick, (Demuth)

please ask Ed Hamilton to read.
I approve the text, as modified, assuming
that Burke (Knapp) and Ronnie (Aron
Broches) concur and assuming Hamilton
has not major comments.

RMcN



DRAFT
March 6, 1970

MEMORANDUM TO THE EXECUTIVE DIRECTORS ‘%?f
Subject: Pearson Commission Recommendation No. 3 Concerning Financing EL-
of Buffer Stocks e zj(
o : ﬁ- /
7 14
Recommendation ‘e, g
e w/c/\\
=

"Financing of reasonable buffer stocks in support of well-conceived I

>, X
commodity agreements and policies should be recognized as a legiti- -, '

"y > 2, )5 _;ir
mate object of foreign aid. \ﬁﬁ; >

R L
2 0F /Zégf'
This recommendation is one of several directed to improving the trading L\'
>
position of countries heavily dependent on production and export of agricul-

‘ -
N 7
tural commodities ,tree crops)and raw materials. The Commission was chiefly .

Background

— 3
concerned with the removal of obstacles which face producers of these - ™ <

e 1
T -

commodities in the developing countries when they seek to increase exports‘ﬁé; b

to the developed countries. It found that in recent years progress had been Y

Y

~
’

well as the continuing negotiations on marketing arrangements for cocoa,__/},
ey, [

made towards a solution of commodity problems, noting particularly the

international agreements on coffee, wheat , tin, olive oil and sugar, as

7
by
<
P
=

tea, bananas, and fats and oils. —Htthuut—tft*ng—nny-suppurtfng—ev&deneer—:*\M

? =

j&;r;he Commission concluded that ''lack of funds to finance buffer stocks and “Zf

facilitate diversification programs continues to impede progress in this :l
'U/
area" and that easing "financial constraints" would help to promote sound
2/ 3/
commodity arrangements. Then followed the recommendation quoted above.

1/ Report, page 97.
2/ Report, page 85.

3/ In the same section of the report the Commission recommended that discus-
sions leading to a new program of supplementary finance to assist coun-
tries experiencing unexpected short-falls in export earnings should be
expedited. This recommendation is being treated separately.
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Analysis 7 }.'

L. Nature of the Commodity Problem :

There are two related but separate aspects(fi):he commodity problem:

adverse long-term trends in prices and export earnings, and widegshort-term

p—

swings in these same variables. -

Although reference is frequently made to the '"commodity problem" in

general, not all primary commodities produced and exported by the developing coun-
tries can be placed in the problem category. The commodities which pose the
greatest difficulties are for the most part agricultural, and are characterized by
sluggish growth in export markets as well as by short-term price instabilitv.

The basic reason for price fluctuations lies in the interaction between, on

the one hand, an inelastic demand with respect to price and, on the other,
unplanned changes in supply due to natural causes, such as weather and pests.

This interaction induces wide fluctuations in prices in a direction inverse to
changes in production. Shifts in demand in the industrialized countries can

many
also trigger market fluctuations, but forfagricultural commodities, in contrast
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to metals, these are generally of lesser importance. Even for metals, demand-
induced instability is less severe than it was prior to World War II, because
the degree of business fluctuations in the industrialized countries has been
substantially moderated.

The slow growth in world demand is chiefly responsible for adverse longer-
term trends in a number of primary commodities. A variety of forces underlies
the sluggish growth in demand. Some of the most difficult cases -- rubber,
cotton, jute and abaca —— are affected by competition from synthetics. Ig-
noring for the moment the interconnections between short-term instability and
longer-term trends, it is fair to say that adverse longer-term trends present
by far the more important problem. For those countries fortunate enough to
be exporting commodities for which recent and prospective trends in prices and/or

earnings are favorable, such as petroleum and most of the metals, the fact that 2

)

tions is of secondary consideration. Similarly, those countries whose exports

the prices of some of these commodities are subject to widz;j ort-term fluctua-

are concentrated in commodities with adverse long-term trends in prices and

earnings are more concerned that their earnings are growing at an unsatisfactory
1/
rate than that the level fluctuates widely from year to year.

It is true that highly unstable prices may accentuate adverse longer-term

trends in commodity markets. Price instability may depress the demand for natural

1/ As pointed out in a report to the First U.N. Conference on Trade and
Development, the principal concern of exporters 'has been with the prospects
for their total export proceeds (depending on volume as well as price) and
with the average level of export proceeds over a number of years, measured
in terms of import purchasing power, not merely with short-term fluctuations
in money terms.” Gerda Blau, "International Commodity Arrangements and
Policies', Proceedings of First UNCTAD, Vol. III, page 142 (1964).



il
products if close Synthetic substitutes with more stable and predictable price be-
havior are available. Temporary high prices reflecting supply shortages due to
natural phenomena, such as drought or pests, may induce uneconomic investment in
new productive capacity for commodities with a long gestation period (e.g., coffee,
cocoa). When the new production ultimately comes onto the market, it accentuates
the underlying adverse longer—term trend. It is generally agreed, however, that
short-term instability only contributes to the major problem of long-term adverse
trends, and that, to handle the latter, the forces determining the trends must be

dealt with more directly.

ITI. Role of Commodity Agreements and Buffer Stocks

Commodity agreements can be useful in connection with both short-term price
stabilization and longer-term price trend objectives.

There has long been general support, in principle, for the price stabiliza-
tion aspects of commodity arrangements. Excessive price fluctuations serve no
economic purpose and sometimes even impart the wrong economic signals, as when
temporary high prices stimulate excessive investment in new production. Moreover,
both importing and exporting countries have an interest in lopping off the peaks
and troughs in prices. No transfer of real income from one group to the other
over the long term is involved in price stabilization arrangements. Yet, partly
because, as noted above, short-term price fluctuations are not a matter of primary
concern to exporting countries and partly because, as it appears, ''meither ex-

porters nor importers were prepared to pay a substantial premium for this kind of
1/

insurance," there has been only limited success in negotiating price stabiliza-

tion agreements, notwithstanding the general support for their objectives.

1/ 1Ibid.
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There is much greater divergence of view with respect to the desirability
of seeking, through commodity arrangements, to alter the long-term trend of com-
modity prices. An adverse long-term trend reflects over-supply in relation
to demand; to change the trend therefore requires controlling the supplies offered
on the world market. Arrangements for such controls are designed to alter the
terms of trade in favor of the producing countries over an extended period of
time, and thereby to accomplish, through higher market prices, a real transfer
of resources from the consuming (developed) countries to the exporting (developing)
countries. The fact that the interests of the developed and developing countries
in this objective of commodity agreements are divergent is a primary reason why
such agreements have been so difficult to negotiate.

The role of international buffer stocks in commodity agreements is a limited
one. Buffer stocks are a useful device for moderating short-term price fluctua-
tions. But for improving the longer-term price prospects for a commodity through
control of supplies on the world market, export quotas and diversification pro-
grams are the principal instruments. In fact, an international buffer stock
without export quotas would be a risky proposition: if unlimited supplies were
thrown on the market, the attempt to maintain a floor price would quickly exhaust
its financial resources. It is significant that, inthe one case where a buffer
stock was successfully negotiated (tin) and in the other cases where it has been
seriously discussed (e.g., cocoa), the buffer stock arrangement, designed for
short-term stabilization purposes, was coupled with arrangements for export quotas
designed to control supplies coming on to the world market over the longer term.

In the case of some commodities, the creation of international buffer stocks
could aggravate the long-term problem by easing the pressure on individual countries

to reduce production. With export quotas but without international buffer stocks,
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producing countries must themselves carry and finance large national stocks and
thus have every incentive to curtail investment output. This is undoubtedly

among the reasons why there is no buffer stock arrangement in the coffee and sugar
agreements. Experience under the coffee agreement during a long period of over-
supply in relation to demand has demonstrated that, without recourse to an inter-
national buffer stock, export quotas can bring about a substantial degree of price
stabilization, as well as an orderly growth of export earnings above the amounts
which would have been realized in the absence of the agreement.

Another consideration points toward possible conflict between buffer stocks
and the achievement of the longer-term goals of commodity policy. When a buffer
stock is proposed to be included as an integral part of a commodity agreement, the
agreement must specify ceiling and floor prices. The difficulties of negotiating
a commodity arrangement even under favorable circumstances are sizeable enough;
they are increased when specific prices must be agreed upon before the arrangement
comes into effect.lj

It should also be noted that the need for international buffer stocks as an
adjunct of broader commodity agreements has been appreciably reduced by the exist-
ence of the XHF‘S’Eompensatory financiné’facility. Whereas buffer stocks are de-
signed to reduce instability in export earnings by moderating price fluctuations
through market interv&ntion,qcompensatory financiug"can offset for a time the bal-
ance of payments impact of falling prices and consequently reduced export earnings,
through virtually automatic three-to-five year loans. Under”compensatory financing:

a country may draw up to 50 per cent of its IMF quota (although normally not more

than 25 per cent in any 12 months) without in any way affecting its access to

1/ Negotiation of a cocoa agreement went on so long, because of controversy over
the range of prices to serve as a basis for buffer stock operationms, th

the course of the negotiations the market situation changed significantl _Jjéfi
some of the principal participants declined to proceed on the previously agreed

basis.
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regular Fund drawings. From the scheme's beginning, in 1963, to through 1969, 19 coun-

tries had drawn a total of nearlvy $400million under the‘compensatory arrangements.

ITII. Buffer Stocks and the Bank

It follows from what has been said above that there are not lékely to be many
new international buffer stocks established. Nonetheless, in those?:ases where
buffer stock arrangements are agreed upon as part of a comprehensive international
commodity agreement, they should, if properly designed, be able to contribute to
the stabilization and strengthening of the market in the ﬁgFmodities concerned.
Any such agreements should therefore be regarded by the B;nk as a welcome development.

rlet R

In the discussio; mﬁl&—.&swz%hwever, the importance
of buffer stocks per se tended to escalate and took on an almost symbolic
character as indicative of the international community's willingness to do something
concrete about the commodity problem. It seems to have been widely assumed that
the availability of adequate sources of finance would remove a major obstacle to
the establishment of buffer stocks and thus clear the way for negotiation of
broader commodity agreements. This—assumption—ciearly-underlies—the. Commissionls—
Tecommendation:.

The true sequence would seem to run the other way. For the reasons already
stated, the main constraint on the establishment of international buffer stocks
lies in the complex of obstacles which impedes conclusion of commodity arrange-
ments involving limitations on exports and production. These include con-
flicting producer-consumer views of the long-run price objectives underlying
the size of total quotas: differing views among producers concerning the proper
basis for allocating country quotas; the need to reconcile the desire for
higher prices with the danger of encouraging substitution; the need to build
into the agreement both strong incentives for diversification and disincentives
for perpetuating over-production; and a variety of negotiating and enforcement

problems. The requisite agreement on the maximum and minimum prices at which
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the manager of the buffer stocks should sell or buy the commodity has proved
the most intractable problem of all.

If the other conditions were satisfied, it is doubtful that finance
would be a serious obstacle to the inclusion of buffer stocks as part of
international commodity agreements. The buffer stock may be financed
through an export levy, as was contemplated in the cocoa negotiations; to
the extent that, over the relevant price range, demand is less elastic than
supply, the incidence of such a tax would fall mainly on the importing coun-
tries. Where such self-financing is contemplated, outside funds would be
needed primarily to pre-finance the buffer stock, enabling it to buy in the
market, for perhaps five years, prior to the build-up of internal funds.

Had the draft cocoa agreement been in effect during the period 1960-68, the
proceeds of the export levy would have been more than sufficient to finance
both the acquisition of stocks and their carrying costs, without external
assistance. Even if the agreement had come into force in 1965, when

it would have been necessary to make large stock purchases immediately,

the export levy would have obviated the need for short-term assistance
bevond two years{ll Medium-term commercial financing might well be
available., although the new IMF financial facilitg referred to in the

pages which fcllowﬁprovides greater assurance of funds and cheaper access

to them. In any event, whatever inhibition may have been created in the
past by the absence of an established source of financing for international
buffer stocks, I believe the problem has been largely dissipated. This view
finds confirmation in the statement made in July 1969 by the Advisory

1/ 1IMF, "Some Aspects of Fund Liquidity and Buffer Stock Financing', March 28,

1969.
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Committee to UNCTAD: "The Committee felt that the provision of pre-finance was
1/

no longer the most important obstacle to the setting up of a buffer stock scheme’.
To place the matter further in perspective, something should be said about
the relationship between the IMF and the World Bank in the financing of buffer
stocks. As already pointed out, international stocking operations should be
designed primarily for cushioning short-term disturbances. Any long-term
holding of stocks to facilitate the structural adjustment of production to demand
under international commodity agreements shouldg:rimarily the responsibility of
national governments; this is because the cost of stockholding will exert
additional leverage on governments to hasten the adjustment. If this premise
is accepted, it follows that the major burden of financial assistance to inter-
national buffer stocks should appropriately be carried by the IMF, the agency
primarily concerned with short-term stabilization.
Under the new INMF buffer stock financing plan{g/a member may draw up to
50% of its quota to meet obligations assumed under an international buffer stock

scheme. This amount may be drawn in a single year, but is subject to an over-

'] n
riding limit of 75% of quota for drawings under thejcompensatory financing facility

1/ UNCTAD, "Report of the Advisory Committee to the Board and to the Committee
on Commodities on its Third session,' July 25, 1969.
2/ Decision No. 2772-(69/47), June 25, 1969, The Problem of Stabilization of

Prices of Primary Projects, Report of the Executive Directors.



March 24, 1970
. -

Committee to UNCTAD: "The Committee felt that the provision of pre-finance was
1/

no longer the most important obstacle to the setting up of a buffer stock scheme.”"

Nevertheless, although the pressure for new international machinery to finance

b%ffer stocks has been relieved, I think that we should consider whether the
¥

iy

,Bank's contribution might not be more forthcoming. To place the matter in perspec-
Rive, something should be said about the relationship between the IMF and the
Jf%;nk in the financing of buffer stocks.

As already pointed out, international stocking operations should be designed
primarily for cushioning short-term disturbances. Any long-term holding of
stocks to facilitate the structural adjustment of production to demand under in-
ternational commodity agreements should be primarily the responsibility of

this is because
national governments;:/the cost of stockholding will exert additional leverage
on governments to hasten the adjustment. If this premise is accepted, it follows
that the major burden of financial assistance to international buffer stocks
should appropriately be carried by the IMIE‘I the agency primarily concerned with

Wi
short-term stabilization, and that theABank's role should EF supplementary.
< s

Under th’{W{jgmﬁﬁ\?p to 50 per cent of
its quota to meet obligations assumed under an international buffer stock scheme.
This amount may be drawn in a single vear, but is subject to an overriding limit
of 75 per cent of quota for drawings under the compensatory financing facility
1/ UNCTAD, "Report of the Advisory Committee to the Board and to the Committee
on Commodities on its Third session,' July 25, 1969.
2/ Decision No. 2772-(69/47), June 25, 1969, The Problem of Stabilization of

Prices of Primary Projects, Report of the Executive Directors.
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and the buffer stock scheme together. Neither type of drawing reduces the
amount which a member can draw from the IMF on regular conditions! nor, with
one minor exception.l/ does it affect the degree of conditionality of regular
drawings. When the recently authorized increases in IMF quotas become
effective, expected to be in late 1970, drawing rights under the buffer stock
scheme are to be enlarged proportionately.

Given the sizeable resources now available through the IMF, any role for
thehégnk in the financing of buffer stocks would necessarily be residual, to
take care of cases in which, for one reason or apother, IMF financing proves

Wals

inadequate. Any assessment of the amount of}Bank financing which might be

needed if the Bank decided to assume such a role must be highly speculative.

Among the relevant variables are the probability of international agreements

being negotiated for particular commodities:; the prospect that they would

provide for the establishment of buffer stocks; the size of the buffer stock:

the spread of the agreed prive range: the relative emphasis placed in the agree-
ment on buffer stock operations as against other stabilization techniques: the
extent to which partial rather than full payment would be made upon the acquisi-
tion of buffer stocks (e.g., the half-payment provision in the cocoa agreement): the
extent to which a country's drawing rights under the IMF buffer stock scheme

may have been reduced by prior drawings under the'kompensatory financing"scheme

in excess of 25 per cent of quota: and the extent to which disbursements lag behind
commitments (the timing of the former depending on the precise state of the market,
the latter becoming effective when the agreement enters into force).

W)
Notwithstanding these uncertainties, thenBank staff has attempted to

1/ Drawings under the buffer stock scheme which might be made while the member

still had some automatic drawing rights available would eliminate the

automatic rights.
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estimate the possible magnitude of calls for Bank assistance to supplement
IMF financing: this has been done through a quantitative analysiél/covering
the 14 commodities identified by the UNCTAD Secretariat as candidates for
international buffer stocks: coffee, cocoa, tea, sugar, pepper, lauric oils
and seeds, rubber, jute and allied fibers, hard fibers, copper, tin,gflead.
zinc and tungsten.

The analysis confirms that.jhere would be, at best, an exceedingly
modest residual role for the:§;:k in financing capital contributions to
international buffer stocks. Sixty-one of our developing country members
export commodities for which an international buffer stock exists or may conceiv-
ably be established. When account is taken of the prospective increases in IMF
quotas, those countries will have access to $3.2 billion of drawings under the
IMF buffer stock facility. This should, the study indicates, suffice to meet
all, or nearly all, requirements over the period 1973-77. There are at
most six countries, according to the study, which might require assistance
supplementary to their IMF buffer stock tranches, and the largest amount by
which their net cumulative disbursements might exceed their drawing rights

;I The principal uncertainties underlying the analysis concern the probability
of a buffer stock agreement being signed for each of the commodities bv
1972: the most likely size of each buffer stock; and the probability dis-
tribution of disbursements expressed as a fraction of commitments. To
safeguard against understatement, it was as ed that the recent commodity
stabilization decisions of the IMF and thqiﬁank would encourage interna-
tional commodity agreements involving buffer stocks.

g/ As noted earlier, an international buffer stock in tin already exists, but
serious consideration has been given to increasing its size from 12 per cent
of world exports to perhapns 18 per cent.
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1/
would be only around $60 million over the 1973-77 period. Given all the

uncertainties involved, this figure should be taken as an indication of
the order of magnitude of the maximum calls which might be made on the Bank,
excluding the possibility that the Bank might refinance IMF drawings.

As for refinancing, the report of the IMF Directors on stabilization
of prices, cited above, clearly contemplates that an IMF member may be allowed
to make a new drawing for commodity financing, after having reconstituted the
IMF facility by repurchasing. It also makes plain that new drawings cannot
be taken for granted: the IMF will in each case determine whether a new drawing
would be compatible with the intended short-term character of the buffer stock
financing facility. If the IMF concluded that such new financing would not be
desirable, it seems highly unlikely that the:g;ﬁi would be prepared to under-
take it. But even if it were, net cumulative disbursements for refinancing
over the 1973-77 period would be unlikely to exceed $200 million, and would
probably be of the order of $100 million, and this on very optimistic assump-
tions as to the number of international buffer stock agreements likely to be
concluded in the next five years.
ol

In sum, a residual lending role for the Bank, to supplement buffer stock
drawings from the IMF, would imply, as a probable maximum, a call upon Bank
resources of around $60 million over the five years 1973-77, or an average
of about $12 million a year; the greater likelihood is that the amount involved

would be even less or that there would be no call on the Bank at all, Even if

1/ This is predicated on the assumption that the full 50 per cent of IMF
quotas would be available for buffer stock financing. Up to half this
amount, however, would be unavailable if a country had had full prior
access to its drawing rights under the IMF compensatory financing
facility. Use of the latter has in fact been modest: current outstanding
drawings are approximately $200 million and have never exceeded
$300 million. If allowance is made for the possibility that half of
the IMF buffer stock financing might be used up, a few additional
countries might look to the Bank for financing. The additional amounts
involved would, however, still be small.
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account is taken of the theoretical, although very unlikely, possibility that
the World Bank would have occasion to refinance buffer stock drawings from the
IMF, the net aggregate call upon the Bank would be very unlikely to exceed

an average of $50 million a year. The amount would in all probability be much

smaller.

Conclusion

I have no difficulty in accepting the view of the Commission that the
financing of buffer stocks in support of well-conceived commodity agreementsis
a legitimate object of external assistance. However, it also appears that
(a) international buffer stocks have only a limited role to play in dealing with the
commodity problem, the buffer stock arrangement for tin being the only one thus
far negotiated; (b) insufficiency of finance is not one of the principal cogquRY
straints upon the establishment of buffer stocks; and (c¢) the IMF is the p:npe:a-+7)
and very likely a wholly adequate, source of such international financing as
may be needed. In the circumstances, and given the divergence of views among the
Executive Directors on the question of direct Bank Group financing of national
contributions to buffer stock financing, I do not believe that there is any
need at this time to consider -whether weshould go further than the decision taken

by the Executive Directors in their report to the Board of Goverfz:s on the co
At it ‘(M'-t 2
modity problem in July 1969. i'ﬂ ¢4(

82 call iz ﬁumr—bm M i

ettt T -

1/ I"Ihe World Bank Group should make every effort to provide long-term financial
assistance where this is required to help member countries participate in suit-
able commodity arrangements, and it can effectively accomplish this purpose by
taking account of the additional needs for long-term external borrowing due
to participation in appropriate stock holding schemes when it considers its
program of development loans and credits to a member countryf’ This approach
has the important advantage of harmonizing the developmental objectives of
the Bank with its contribution to solution of the commodity stabilization
problem.
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account is taken of the theoretical, although very uglikely, possibility that

.
the Bank would have occasion to refinance buffer stlock drawings from the IMF,
o

the net aggregate call upon the Bank would be ve unlikely to exceed an
average of $50 million a year. The amount inv¢lved would in all probability

be much smaller.

There remains the duestion whether, and if so to what exfent, the

W J-'lu

_Bank's Articles of Agreement permit the Bgnk to make loans finance

participation in buffer stock arrangements. The answer wifl have to depend

on the facts of eagh particular case.

he General Couns has advised me

that he finds it difficult to see hoy the Executive Dirfctors could justify

the financing of/ participation in ffer stock arrangéments, taken by itself,

as coming within the Bank's purpofes any more than they could the financing

of members' creases in IMF qugtas or members' cohtributions to FAO. On

the other hand, where, for ex le, a member coufitry has a sound diversifica-
tion progyam, linked with and dependent for itg success on international
arrangements, incAuding a buffer stbck, the General Counsel believes
ere is no reason wily the support of fhe diversification scheme could

not fake the form of a Joan to finance thg¢ country's participation in the

buffer stock.

Conclusion

I have no difficulty in accepting the view of the Commission that the
financing of bufffer stocks in support of well-conceived commodity agreements
is a legitimafe object of external assistance. However, it appears that

(a) interngtional buffer stocks haveonly a limited role to play in dealing
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with the commodi problem, (b) insufficiency of finance is not one of the

principal constrain upon the establishment of buffer stocks, and (c) the

IMF is the proper, and ve likely a wholly adequate, source of such inter-
national financing as may be‘ﬁagded. Any residual financial requirement

e
would, in my judgment, be small.

N}th\
see no reason why the“Bank should not

t should there be such a requirement, I

eet it. Indeed, because of the import-
ance which has been attached by the develodping countries to the Bank's
attitude towards buffer stock financing, I believe we should make clear that
that attitude is affirmative. I therefore suggest that the June 1969 deci-
sion of the Executive Directors on stabilization of

interpreted as indicating that theABank is prepared, alhough only as residual

ommodity prices be
source of finance, to lend to member countries directly f the purpose of
assisting them to partifzyate in international buffer stock arrangements
provided that (a) thé?gﬁnk, after consultation with the IMF, dh&ermines the
arrangements to be sound, and (b) the circumstances are such as gﬁ\satisfy
the Articles of Agreement.

\

Robert S. McNamara
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Draft
April 17, 1970

MEMORANDUM TO THE EXECUTIVE DIRECTORS

Subject: Pearson Commission Recommendation No. 1 Concerning Impact of
New Productive Capacity on World Market Prices

Recommendation

"

. . international agencies such as the World Bank should take into
account in considering loans for agricultural projects not only the
rates of return in the borrowing country, but also the impact of new
production capacity on world market prices." 1/

Background

This recommendation appears in the context of the Commission's dis-—
cussion of trade policy for primary products, particularly long-gestation
crops such as coffee, cocoa and tea. The Commission comments, with re-
spect to these commodities, that (a) demand and marketable supply are un-
responsive to price changes in the short run; (b) production is subject to
wide fluctuations; and (c) there have been both short-run price instability
and serious price declines over the past 15 years. The Commission attri-
butes these developments to high plantings during times of favorable prices
and to the failure of producing countries as a whole to take into account
the impact of their production plans on future prices.

The Commission felt that stable and remunerative prices for these
commodities could be assured only by coordination of the production plans
of all producing countries to bring supply into balance with demand. For
this purpose, it recommended international schemes for individual commodi-
ties which would include: (a) provision for gradual expansion of the shares

of new and efficient producers; (b) national production controls, preferably

f

1/ Report, page 83.
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through imposition of special taxes; and (c) generous assistance for diversi-
fication programs. The Commission pointed out that for some commodities such
planning is already in sight, but that it would be very difficult to achieve
agreement on a global production plan for others. Nonetheless, it believed
that both coordination of production and marketing and "associated measures"
were necessary. It did not specify what the associated measures might be,
beyond the action suggested for international agencies in the recommendation
which is the subject of this memorandum.

Analysis

When the Bank calculates the rate of return on a commodity-producing
project, ité%&wﬁ?%rlakes into account the estimated impact on world market
prices of planned new production, including the production which it contem-
plates financing. The price forecasts used in this calculation reflect
judgments about the response of production to price changes in countries
other than the one in which the particular project is located. ;bae—p*asant—

“PTECLICE; teTeTore; T consIstent With the Commission 'S reCommendatien.|-

However, I believe that the Bank is likely to be financing commodity

CER Vs G ot :

producing projects on a scale that makes it desirable for us to take a sbme- 2
N

what more sophisticated approach to the cost-benefit calculation applied to
such projects. Normally we consider the implications of a prospective de-
cline in the price of a commodity for the export earnings and national in-
come only of the borrowing country, but not of other countries that produce
and export the commodity. If, in the light of our best estimate of future
price trends, a project in country A promises to yield a satisfactory rate
of return, we have generally concluded that the project could appropriately
be financed by the Bank Group. The only significant exception to this prac-

tice has been that, if an appropriate international commodity agreement

exists, we will not finance a project that would lead to production for
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export of amounts of the commodity in excess of the agreed quota for the
country in question.

Up to now, Bank Group financing of commodity-producing projects has
probably not been extensive enough to make a perceptible impact on world
prices,lf In view of the growth of Bank operations likely to affect commo-
dity production, however, I believe that we should attempt, at least as an
experiment, to produce somewhat broader assessments of probable future de-
velopments affecting key commodities, as a basis for deciding whether we
should or should not finance particular commodity producing projects.
Demonstration that a project in country A, in the light of the best price
forecast we can obtain, will yield a satisfactory rate of return to coun-
try A would still be an essential pre-condition for Bank Group financing of
the project. But it is at least conceivable that a series of projects meet-
ing this criterion in countries A, B, C and D would have measurable and
serious adverse effects in other member countries with important stakes in
the commodity in question. It is certainly not possible to devise an error-
proof procedure for deciding whether potential gains in one country are
equivalent to, greater than, or less than potential losses to another country
or countries. The time scale within which evaluations are made, the diffi-
culty of evaluating a monetary loss in a country with a very low per capita
GNP as against a monetary gain in a country with a significantly higher per
capita GNP or vice versa, and other technical problems mean that we shall
frequently have to make judgments in cases in which none of the alternatives

is unequivocally best.

1/ It should be noted, in this connection, that there is an inevitable mar-
gin of error in all price forecasts. Small changes in the output of a
commodity cannot with any great confidence be credited with measurable
price effects, as distinct from price changes consistent with the normal
errors in price forecasts.



-4

Nevertheless, I believe that, in view of the number of commodity-
producing projects likely to come before us, we cannot escape the responsi-
bility for making judgments in such cases, and that we should therefore
institute studies, @as _staff permits, to provide us with a better foundation
than we now have for making decisions on these projects. The studies I have
in mind would have three stages:

(a) The first stage would be an analysis of the most likely develop-
ments in demand, production and prices for the commodity in the absence of

%ﬁ an; arton By P Bk WMWW
" a,‘,z/‘oz,uw, S g
/+ 'ttnay of —any new co;&odlty agreements,;uf—any-uthEt—ineeina:innal_inxaxven—

> il 5
“ttomr—im the-market—or—ef , changes in the trade, tax or subsidy policies of

>

developed countries that would significantly affect the commodity. Particular
attention would be given to the projection of production, generally the weak-
est element in commodity forecasts. This would require a review of production
policies and investment plans, and an analysis of the response of production
to prices. This step would merely call for an expansion and regularization

of work on commodity projections already being carried out by Bank staff. 1In
this work our staff does not start from scratch. Indeed, we draw as fully as
possible on the commodity studies made by other organizations, notably the

FAO and UNCTAD, and the forecasts of production, consumption, prices and ex-
ports that emerge from the periodic reviews made by the various commodity
study groups and international commodity organizations, such as the Interna-
tional Coffee Organization, the Tin Council and the Sugar Council.

(b) The second stage would be to examine how these "most likely" devel-
opments could be affected by possible changes in any of the assumed conditions,
particularly by changes in the Bank's plans for investments in commodity-
producing projects. Simulation techniques can be very helpful at this stage.
One object of this stage of the analysis would be to try to account for the

/



effects of a given change in production of a commodity not only on the coun-
try in which the change takes place but on other producing countries.

(c) The third stage would be to attempt, in the light of the amalytical
work of stage two, to reach whatever findings prove possible as guidance for
future Bank operations affecting the commodity, and as a foundation for such
advice on investments in the production of the commodity as the Bank may be
asked to give to member governments.

There may be cases in which the studies could provide clear guidance.

It-might.be-evident that investment-would be justified in éﬁ?‘prgjatfﬂ§§zld—

ing an acceptable rate of return. On the other hand, it,migﬁzzg; clear that

no future investments in production of the c ity could be justified, what-

ever the estimated rate of return a particular project. In some cases,
existing international c dity agreements would provide norms with respect
to prices, or ou t, or both, which the Bank could safely regard as accept-
able. An roject yielding a satisfactory rate of return that would not
cause prices or quantities to move beyond the agreed parameters would then
In many, perhaps most, cases the conclusions of such studies
would not be unequivocal, but even in those cases the studies would give us
a better basis than we now have for making the judgments which have to be
made implicitly in any case each time we pass on a commodity-producing proj-

ect.

Conclusion

an e S

—White the Bank's present policies with respect to loans for agzicultural

projects and assistance to diversification progr the

fA

s /

I believe that we should try to go firther. I

A

propose thatJto assist us both in considering Bank financing and in formulating

Commission's recommendation,

policy advice, we carry out, on an experimental basis, appropriate studies,
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along the lines outlined in this memorandum, for a—few commodities that
A

are of major importance to our developing member countries.

Robert S. McNamara



INTERNATIONAL DEVELOPMENT INTERNATIONAL BANK FOR
PR ASSOCIATION RECONSTRUCTION AND DEVELOPMENT

OFFIGE. MEMORANDUM 2 25

TO. Mr. McNamara 1 \ DATE: April 9, 1970

INTERNATIONAL FINANCE
CORPORATION

\

FrROM: Richard H. Demuth \\y'

Pearson Recomeudat:ion No. 8 - Bank Assistance in Appraising
Terms of Export Credits

SUBJECT:

I attach a redraft of this memorandum designed to cover the points
which you discussed with Mr. Hoffman. It also incorporates some sugges—

tions of Raymond Cope.

§/ —-'7/-4/



DRAFT
April 9, 1970

MEMORANDUM TO THE EXECUTIVE DIRECTORS

Subject: Pearson Commission Recommendation No. 8 Concerning Bank
Assistance in Appraising the Terms of Export Credits

Recommendation

"The Commission ...... urges international institutions such as the

World Bank to give suitable technical assistance to developing

countries in appraising the terms of export credits offered to them."l/
Background

In its discussion of export credits as one form of private foreign
investment, the Commission points out the dangers stemming from their im-
prudent use, and addresses its principal recommendation in this context
to the balance of payments problems created by the excessive accumulation
of short-term credits.g/ The recommendation quoted above is made in the
context of critical reference to the high cost often associated with
export credit financing (high equipment prices or high interest rates)
and to the doubtful economic justification of some of the projects under-
taken with the help of such financing.

The Commission enumerates various factors which have led to impru-
dent use of export credits: pressure to invest despite insufficient
local savings; investment decisions taken in the misleading context of

distorted tariffs or exchange rates; reluctance of aid-givers, bilateral

1/ Report, page 121.

g/ See the memorandum analyzing Recommendation No. 11, concerning an
"early warning" system (R70-56, dated April 6, 1970).



and multilateral, to finance industrial projects in the public sector;
hesitancy to submit projects for consideration by international financing
institutions, sometimes because the prospective borrower believed that
excessive delays would be involved, more often because it feared that the
project would not satisfy tests of economic soundness.

The Commission comments that it will take time to achieve the better
economic policies, better project evaluation and greater availability of
concessional finance which would provide "fundamental solutions' to the
problems created by excessive use of export credits. It therefore briefly
surveys 'second-best" short-run measures to improve the terms on which
export credits are available to the developing countries. These include
avoidance of such credits where the only project feasibility study has been
prepared by the supplier, and procurement after competitive bidding, either
internationally or within countries offering buyers' credits. The Commission
also calls attention to, and supports, joint financing, under which export
credits are pooled with financing from multilateral sources, a technique which

"combine s these credits with all the advantages of international competitive

1/

biddingﬁd The recommendation analyzed in this memorandum then follows.

Analysis

The Commission characterizes as "the most unfortunate aspect’ of export
credit finance the fact that "it provides a temporarily painless way of finan-

cing projects conceived by over-optimistic civil servants, by politicians more

1/ See the memorandum analyzing Recommendation No. 1§, concerning joint or
parallel financing (R69-232, dated December 11, 1969).
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concerned with immediate political advantage than with potential future
economic problems, and by unscrupulous salesmen for the manufacturers of
capital equipment in developed countries."l/ At the same time, the Commis-
sion recognizes that export credits "have a part to play in development"
and that the dangers come from excessive or inappropriate use. The Commis-
sion has recommended the institution of an "early warning" system, based on
the external debt reporting system being evolved by the World Bank and the
Organisgtion for Economic Co-operation and Development, as a means of help-
ing to discourage the further extension of credits to countries in a diffi-
cult debt position. As indicated in another memorandum, I believe we can
play a useful role in this resPect;Z/

In addition to assisting developing countries to avoid excessive com-
mitments for export credits in general, there are some things the World Bank
can do, aad=is o some-extent—doing, to help borrowers to get better terms
on credits for particular projects, and to avoid incurring debts on unsuit-
able terms or for poorly designed projects. Our most effective contribution
in this area can be made in the stages of project selection and preparation,
and of procurement arrangements, where the World Bank can bring to bear a
fund of experience not duplicated elsewhere.-—ézgt of the problems with

export credits
which the Commission was concerned in connection with/do not arise when
project selection and preparation are effectively carried out and appropriate
procurement practices are followed.

The financial terms of export credits are usually not difficult to

understand or to compare. The real problem lies in identifying the credit

costs which are concealed in the prices of the equipment being financed.

1/ Report, page 120.

g/ See the memorandum analyzing Pearson Commission Recommendation No. 11
(R70-56, dated April 6, 1970).



It is never easy, and usually impossible, to identify this concealed cost,
as that would require ascertaining what the cost would have been on a cash
basis. The best way of meeting this problem is to point out by example and
precept, as the World Bank does, the merit of procurement by international
competition. While this does not reveal the concealed cost of financing,
it does usually insure that the borrower gets the best terms available for
the equipment and the financing taken together.

The World Bank can also help to mitigate the problem of inappropriate
use of export credits by assisting its developing member countries in the §
proper selection and preparation of their investment projects. Weiﬁfﬁiﬂu; "LJ\J ?T
emphasiz%;é assistance in the formulation of sectoral investment s£rategies_
which help to identify project priorities. This kind of assistance, in the
provision of which we are cooperating with the UNDP and the other specialized
agencies, may be expected to increase significantly as our lending rises and
broadens its scope. These efforts should lead to more and better projects,
including projects to be financed from sources other than the Bank Group.
They should also help to build up or to strengthen, particularly in the less
experienced countries, project-oriented planning units capable of screening
commercially sponsored projects more effectively and of ensuring procurement

and financing arrangements along the lines endorsed by the Commission. -Fe€

Similarly, the technical assistance we provide in the form of advice on
the structure and capability of organizations such as power, telecommunications
and railway authorities and development finance companies will help to develop
a capacity within the developing countries for making better use of export
credits. Some of the beneficiaries of our financing have, with our encourage-

ment, obtained export credit financing on satisfactory terms for items of
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equipment particularly suitable for such financing, for example, power-
generating plants or rolling stock, after seeking offers on both a cash

and credit basis from a number of manufacturers. And in the joint and
parallel financing operations in which the Bank has participated involving
export credits, the recipient countries have benefitted from the advantages
of wide international competitive bidding. As noted in my memorand?m analyz-
ing the Commission's recommendation on joint or parallel financingjlthe
staff has been instructed to examine every project with a heavy external
finaqcing requirement to see whether it has possibilities for joint financ-
ingriﬂ Aid coordinating groups provide another channel through which prog-
ress may be made in improving the terms on which external finance, including
export credits, is made available to the developing countries.

Export credits will, however, continue to be offered by suppliers/of

\
capital equipment to governments or public agencies in developing-countries,

for projects with ich the World Bank has had no connectio d which may

ct standards. Credits will so continue to be

not meet reasonable pro

of fered on terms that are cl ly inappropriate #£tom the point of view of

the borrowing country's debt posit®qn. If the World Bank has not been in-

volved at earlier stages in the proce project formulation, there is

very little that we could do, e if asked, at. the stage at which the

prospective buyer must de a particular credit

as offered. At this€tage alternative choices of projects,-suppliers, and

sources of fingsce are usually not available, and political pres

make it ossible to delay decisions long enough to reconsider proposals.
Conclusion
The Commission has identified the serious consequences for developing

nce. on export credits. I /
rredan C-'_';‘ ((___ e R

Con gy  Ag s .
believe that the Bangrh

countries of an injudicious and exci;ﬁiye rﬁlf
.,/’

2R [

1/ R69-232, dated December 11, 1969. Z7ivcalivig Aerchs Ao -
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~to-a stage of the-investment.process earlier-than—the.
. S P _’“‘M e
= Gk el M -

$rineipally~te helpimg-the developing countries to improve the quality of
projects which might be financed with export credits and to adopt appro-
priate procurement practices in connection with such projects. This will

be one of the consequences of our stepped-up lending, the increased emphasis
on assistance in project identification and preparation, and our efforts to
help member countries to build or strengthen their development institutions.
While these activities relate to what the Commission has described as 'funda-
mental solutions", they should also contribute significantly in the short run
to an improvement in the terms of export credits extended to developing

countries.

Robert S. McNamara
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Subject: Pearson Commission Recommendation No. 8 Concerning Bank -
Assistance in Appraising the Terms of Export Credits ‘E:L*J_
z 7 e
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Recommendation e
"The Commission . . . urges International institutions such as the  ?¢‘_
World Bank to give suitable technical assistance to developing 1/ et
countries in appraising the terms of export credits offered to them."
s
APy oD
Background TR :
R
In its discussion of export credits as one form of private foreign -~§“-'“ﬁ
=y

investment, the Commission points out the dangers stemming from their im-
prudent use, and addresses its principal recommendation in this context
to the balance of payments problems created by the excessive accumulation
2/ e e

of short-term credits. The recommendation quoted above is pue—forward
in the context of critical reference to the high cost often associated
with export credit financing (high equipment prices or high interest
rates) and to the doubtful economic justification of some of the projects
undertaken with the help of such financing.

The Commission enumerates various factors which have led to impru-
dent use of export credits: pressure to invest despite insufficient

local savings; investment decisions taken in the misleading context of

distorted tariffs or exchange rates; reluctance of aid-givers, bilateral

1/ Report, page 121.

2/ See the memorandum analyzing Recommendation No. 11, concerning an
"early warning" system.

-
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concerned with immediate political advantage than with potential future

economic problems, and by unscrupulous salesmen for the manufacturers of

capital equipment in developed countries".l/ At the same time, the Com—

mission recognizes that export credits "have a part to play in development'

and that the dangers come from excessive or inappropriate use. The Com—

mission has recommended the institution of an "early warning”‘rystem, based

on the external debt reporting system being evolved by theABank and the

Organisation for Economic Co-operation and Development, as a means of helping

to discourage the further extension of credits to countries in a difficult
tredecoded s OnoThan Prer-orbm , 2/ — D{

debt position.) I believe we can play a useful role in this respect. ;fﬁut C) Zi%?

Bank contribution-in the-suggestion 2 ’ﬁ7g(/ 4
& Sy

— —r

orandum, that we should help developing coun- qk‘\h

<I-see-little opportunity for a usef

which is the subjéct of this

tries to apptéise the te of export credits ©offered to them. At this stage, (f;_q

when the prospective bfiver must decide'whether or not to accept a credit, ’THH;&;,

2 K
alternative choicgé of projects, suppliers and financing are usually not avdil-"< 7~ =

able, and poljtical pressures preclude opportunity or time to reconsider the 1::,

proposal,” In these circumstances, the Bank would have little scope for advié;;\;;p

and ttle leverage.

-.\

This ig not at all to say that we can do nothing tg help developing coun-

tries ma better use of the export credit facilit
F’f/‘{/ /“'—y’—"—-\

is rather ‘that I believe we can mak¢’ a much morg/effective €ontribution by )#u‘ﬂ;,
)

available/to them. \_ ‘hﬁ

attacking the problem at the real/point of difficulty, the project selection L\{

1/ Report, page 120.

2/ See the memorandum analyzing Pearson Commission Recommendation No. 1%,/

(Sombm—_ Lo TQapt 1972 ],
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We are now emphasizing assistance to the developing countries in the
formulation of sectoral investment strategies and on project identification
and preparation work, in all of which we have the cooperation of the United
Nations Development Programme and ;Ef:ther specialized agencies. This kind
of assistance will increase significantly as our lending rises and broadens
its scope, particularly in the fields of industry and tourism. These efforts
should lead to more and better projects, including projects to be financed
from sources other than the Bank Group. They should also help to build up
or to strengthen, particularly in the less experienced countries, project-
oriented planning units capable of screening commercially sponsored projects
more effectively and of ensuring procurement and financing arrangements along
the lines endorsed by the Commission. The project evaluation courses of our
Economic Development Institute are also helping to produce the relevant exper-
tise in developing countries.

Similarly, the technical assistance we provide in the form of advice on
the structure and capability of organizations such as power, telecommunications
and railway authorities and development finance companies will help to develop
a capacity within the developing countries for making better use of export
credits. Some of the beneficiaries of our financing have, with our encouragement,
obtained export credit financing on satisfactory terms for items of equipment
particularly suitable for such financing, for example, power-generating plants
or rolling stock, after seeking offers on both a cash and credit basis from a
number of manufacturers. And in the joint and parallel financing operations in
which the Bank has participated involving export credits, the recipient coun-

tries have benefitted from the advantages of wide international competitive
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bidding. As noted in my memorandum analyzing the Commission's recommendation on
joint and parallel financing, the staff has been instructed to examine every
project with a heavy external financing requirement to see whether it has
possibilities for joint financing.l/ Aid coordinating groups provide another
channel through which progress may be made in improving the terms on which

external finance, including export credits, is made available to the developing

countries.

Conclusion

The Commission has identified the serious consequences for developing
countries of an injudicious and excessive reliance on export credits. I
believe that the Bank's efforts to deal with the problem should be addressed
to a stage of the investment process earlier than the point of appraisal of
credit terms which the Commission has suggested: they should be directed
principally Pq helping the developing countries to improve the quality of proj-
ects whicﬁfgigjge financed with export credits and to adopt appropriate pro-
curement practices in connection with such projects. This will be one of
the consequences of our stepped-up lending, the increased emphasis on assist-
ance in project identification and preparation, and the institution-building
aspects of our preinvestment assistance. While these activities relate to
what the Commission has described as "fundamental solutions," they should
also contribute significantly in the short run to an improvement in the terms
of export credits extended to developing countries.

Robert S. McNamara

1/ R69-232, dated December 11, 1969.
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April 1, 1970

MEMORANDUM TO THE EXECUTIVE DIRECTORS

Subject: Recommendation No. 11 Concerning an "BEarly Werning System"

Recommendation

"In regard to the possible excessive use of export credits, a
strong 'early warning syshenm' based on external debt reporting
should be evolved by the OsCD and the World Bank."l/

Rackground

The Commission reviewsd the problens arising from the growing
volume of export credite exbtended to developing countries. It noted
that thesc credits are often easy-.to negotiate 2nd that commiticents
are frequenily entered into withovt adeqcuale scrubiny by any respon-
sible agency in either tie bomoring or the lending counbtry of iLhe
pricc of the goods rinancel or of tie purposss for which the goods are

%o be used. The Commission vezcgnized that shori- and medivu=term

export credithe have o pLart $6 pluay in meeling the necds of deveioping

countries for external finance. Ib 2orcluded, however, that imprudent

a3 & 2/

use of such credits is 3 present dangcr.=
The report sugsesve thot the World Bank fix cellings on export

crediivs to countries which are "in the danger zone from the stand-

point of debt lialiiities and interest burden®, and that credits be-

yond the ceilings should bz given "significantly less favorable treat-

mens than other clains® in sny debt rescheduling.”™

1/ Report, page 123.
2/ Report, page 16.

2/ Report, pages 121.-2.
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This suggestion was not incorporated in the formal recormendation
quoted above. We are informed by members of the Commission's staff
that this is because the Commission recognized that it would be unre-
alistic to expect that the World Bank could establish a ceiling, deter-
mine precisely which credits exceeded the ceiling, and arrange that
these credits be given relatively unfavorable treatmeat in any debt
reschedulings. The Commission clearly hoped, however, that the World
Bank would formulate and, where appropriate, express views, on the
volume and terms of financial flows to countriesc tkz% have a serious
debt problem. The report also proposes that the World Bank be given
responsibility for "issuing definitive recommendations against further
encouragenciv of export credits to countries which are in the danger
zone.""

The Ccisuission was aware that the Internationci Monstary Fund
already performs sume of the proposed functions - for evample,; it
frequently recommends ceilings on certain types of credit for ounbiies
.see!sing IiiF stand-by arsangements. We have been iiformed that there
had been a reference to the IMF, as well as to the Dank, in an ecarlier
text of the recomuendation, bub that it had been iaadverbontl: omithed

from the final version.

Analysis
I weicone the Commission's warning against excessive reliance on
export credits. I agree that the World Bank can, and should, play a

role in helping to avert debt crises.

1/ Report, page 121.
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As the Commission potes, "Fundamentally, the task of preventing the
excessive use of export credits for projects of low priority must be that

of the individual developing country .t

There are, however, a2 number of
things vhich the Bank can and, I believe, should do to assist thoss de-
veloping countries determined to prevent their debt problems from reach-
ing an acute stage:

First, we can help member governments to improve their debt manage-
-( P~y A
(ment and reporving systems; we are in f-,ctn 1 this through special
missicns in some cases and through country econcmic missions in others.

. ;'—r/—j)
cacond, we can continuve cur effords to iwmprove the scope and quality of
our iufonealion on long-term debt, from both the ereditor and cdehtor
sidec. Missions; both the special missions referred Lo zbove »nd couabry
eccuunic missions, are cne vehicle for improving the collectiou and quality
of data from the deblor countries. Ve also exchange informatiom wish the

regicnal banks. The joint system for collecting d=ta cn long-term loans

from the creditor governments, agreed a few years age betweser the Bork and

the OECD, is beginn:'mé; to be préductive. And we zre working w'th the IMF

in trying to obtain better statistics on short-term aebi. Third, bscause
G o S G i s e emiaiot
ack of im‘.‘omai!ion and dividcd counsel can contribute to delay n a debtor

country's decision to deal with an impending deb® crisis, we can, in coop-
eration with the IM', help to assure that approp=iate officials in borrowing

countricz are informed, fully and in good time, whein a debt crisis appears

1/ Report, vage 121.
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to be loomingijaFinally, at the invitation of the borrowing counbiry and

its creditors, the Bank and the I1HF can help to formulate a corrective
program.

The last two steps would respond directly to the Commission's recommen-
dation. The first two are necessery pre-conditions. The to this
memorandum describes the analyticai work on debt beiné;uade;taken by the
Bank in cooperation with the IMF. It Should be increasingly possible for
the two institubions to identify debi problems before the dangerocus surges
in export credils take place, and before service payments are delsyed, and
to warn the debtor. Such warnings must, of course, be given in strict con-
fidence. A public warning of impending dsbt difficulty can become a self-
Ful £filling prophecy.

Creditor ﬁountries, on the oLhef hah&; do not appear to expect
or to need warnings of impending debt crises from the Wcrid Bank to
sopplemant those which they receive from other sources. The Berne
Urion of export credit insurance agencies glready provides a kind of
early warning through its work in identifying énarp increasss, or
tsarges®, in the use of export credits. llembers of the Union exchange
information on oubstanding crediis abt resgular meciings. They also
coupare jnformation on terms and conditions for different borrowers and
rvaluate other economic variables in counbries which have greatly in-
creased thzir use of export credits.

There are good reasons vhy a surge in the flow of export credits
ic a useful (although not a certain) indicator of debt difficulties.

The pressures of sales competition often assure the continued avail-

- ability of export credits, even at times of obvious financial crisis

in borrowing countries. Governments of countries which are the principal
sources of export credits cften have little control over the more or less
autonomous institutions which actuzlly grant or guarantee export credits.
Export credits can thus uswally be obtained more quickly and more easily

than loans by government agencies concerned with foreign aid, which are
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normzlly extended only after a careful look at the prespective borrower!s
ability-tc repay. Commercial bank credit is 2l.so very sensitive to changes
in the market evaluation of 2 country's creditworthiness. Thus, with other
sources of credit unavailable, a counbry whose shortage of foreign exchange
is becoming acute is likely to resort to export credit financiﬁg for imports
of equipment and other goods, especially for projects under wazy; a surge of
export credits to that country is often the result, and it may occur before
delays in service payments give a more definite sign of financial difficulty.
This vhole range of problems 19\ = 3¢ revicwed by the Development Assis-
tance Committec of the OZCD. ThifsEpgnlqg excharge of information and vieus
- amung governmments of countries which provide export credits to developirg
countries can help them to identi}y difficult debi situabions and plzn timely
remedizl action.

There have been severzl attempts to bring about organized internaticnal
cecperation by creditor countries to establish mechanisms or agreements on
piinciples for dealing with problem debt cases.i/ Tiese efforts have been
larzely wsuccessful. Instead of undertaking joint efforts, individual
Ferne Union members have generclly adopted their own restrictive measures,
e.g., roising pranivm rates and redvecing the proportion of iasurance cov-
erage on export credit transaciioﬁs with the debtor country concerned. The
nommal "float" of short-term bank credit is likely to be reduced at the same
time. But while these measures help to limit the exposure of the financing
and insuring agencies, they do not prevent the occurrence of a debi crisis

and indeed may even provoke one.

1/ See a recent IMF study, prepared at the reguest of the U.N. Conference
on Trade and Develcpmant (UNCTAD), "The Use of Cormercial Crediis by
Developing Countries for Financing Imports of Capital Goods,® SN/69/203,
December 31, 1959, page 57 et seq. See also a study by the staff of
the Bank, also prepared at the request of UNCTAD, “Suppliers' Credits
from Industrizlized to Developing Countries," Revised edition, April 3,
1967, pp. 8-10.
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I welcome the Commission's
warning against excessive reliance on
export credits. And I agree that the
World Bank can, and should, play a role
in helping to avert debt crises.
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Once a debt problem is identified, the Bank and the TMF, if the inber
esled parties so desire could assist in working out a correctiﬁe program,
indicating both the financial measures to be talken by the debtor and targets
for the mix of financial flows to be -sought from creditors (e.g.; a recon-
mended upper limit to flows on conventional terms and a recommended-minimum
for flows on concessional terms). The Bank and the IMF are in fact already
separately engaged in helping to formulate elements of corrective programs.
Under its standby arrangenents the IMF has frequently worked out with a
prospective borrower a plan to limit external borrowings to a level con-
sistent with progress toward a solution of thab comntryis debb problem.
Sunilarly, the Bank has on oc:as?on, usvally in the framework of a consortium
or consultative grovp, suzgcsted the amount and the terms of external finan-

cial flous which would be approrriate tc the recipient country's fivancial

situabioa. I believe that thz iwo institutions could usefully combinz thelr
afforts, where eppropriate, Lo deal with develcping debt crices. The Hanaging

.

director of the IMF shares this view.- ‘ _ e
‘ﬂ jlh”/;rv\x /z;-4-f~u~r¢”ﬂ-L¢_‘1HMA*J ey Aj?rkw,;;r_ ;}
Conclusion ¢ " oo m it el o babgigrts AT i o u{

4 s - o i -
AR ; ‘—?ie Bank can play 2 useful role fa providing infoimation,

.

with dve regard . coafidentialiby, to individusl develioping cvombry mewbers
in the early stages of an impending cdebt erisis. /e shall, accordinglv,
pentimre—t= work with the IiF to improve the tinslinoss of warning signsls
which can be given to thoss menbers with resgect lc the accurwiaii~n of ex-
ternal debt, particvlarly in the form of export credits. e projcctions of
the debt service ratio and use of other analytical techniques, together with
thé steadily improving financial information available to us and to the IIF,

pating the likelihood that a debt crisis will

should provide a besis for est
p ol uf-wfp

N
develop.r\?ﬁgﬁtnhs,)the twe ;ns itubtions should be abl g, e invited—odo S0

to help in the formulation of the two principal components of a corrective pro-
gram: financial plans for the deblor and aid plans for the creditors.ﬁﬂe shall

aloc—geontiane—be Kecp in close touch with the Development Assistance Commiltee

1 e T = o = 3 + ': m
of the 0FECD, which is wvery much concerned with the preblems discussed in thic
/ . > 3
vZ, /; < f"!/ et j/ b > A d
memorandiu, . ‘“/‘.44 * R 4 A ;ﬁiaﬁﬁ e A
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Robert S. MoNamara



ANNEX

The analytical work done by the Bank staff suggests that one of the
most significant indicators of the growth of a debt problem at an early
stage is the debt service ratio of the country concermed. Attached is a
table which gives summary information on 2 debt reschedulings arranged for 11
developing countries between 1965 and 1969; it compares the debt service
ratios of the latter with those of 35 other developing countries for which
data are readily available.

The debt service ratios in the year in which a rescheduling occurred
and in the following year presumably reflect approximately the consensus
among creditors as to what the debtor could reasonably be expected to pay.
The ratios in those years averaged about 17 percent, ranging from around
2 percent in the upper quartile to about 9 percent in the lower.  The
average of 17 percent for cases of rescheduling may be compared with a 7
percent average for countries which did not reschedule in the period. OCut
of ten countries with an average debt service ratio higher than 15 percent
during the period, eight had reschedulings. While the data are not con-
clusive, they suggest that the risk of debt crisis is relatively high for a
country with an average debt service ratio in the general range of 15 percent
and above.

It should be noted, on the other hand, that much lower debt service
ratios have been associated with several reschedulings. It may be concluded
that there are limitations on the usefulness of the data on debt service ratios

as indicators of the burden of debt. One of the limitations is that the debt

# These statistics do not take into account the rescheduling in Ghana in 1966;

see footnote f/to the table.
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service ratio is normally defined to exclude short-term debt of maturity
below one year as well as unguaranteed private debt; these types of debt

can contribute significantly to a crisis. A second limitation is that

it may not be the most appropriate index for countries which are members of
a larger currency area; in such cases the pressure of debt service on the
government budget alone may be the critical problem, rather than any short-
age of foreign exchange for the economy as a whole. A third limitation

is that a number of circumstances may affect the ability of a country to ser-
vice its debt, e.g., the level of its reserves (including access to IMF re-
sources), the availability of new capital, the rate of growth of GNP, the
degree of fluctuation of exports, and the ability to restrict imports. Dif-
ferent combinations of such factors have been and are being tested for their
predictive value by Bank staff, by the Development Assistance Committee of

O&ECD

by and by other
bodies. Variants of the debt service ratio are also being tested, taking
account, for example, of the level of debt outstanding and of the proportion
of debt attributable to export credits.

The quality and completeness of the debt statistics affect our ability
to analyze debt situations. We are working closely with OECD in an attempt
to improve statistics on medium and long-term debt. Extension of our informa-
tion on the short-term end of the maturity spectrum could be particularly
valuable. Through various channels we have already received some information
on this, and we are now consulting with the IMF on ways of amplifying and
systematizing it.

In addition to examining the historical record of debt service ratios,

the staff is undertaking long-range forecasts of these ratios and other
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economic variables, as an aspect of our regular creditworthiness analyses.
This forecasting, like the warnings to debtor countries, must of course
be conducted in confidence. The earlier years of the long-range projec-
tions can be particularly useful for the purposes of "early warning".
After these projections are considered in conjunction with the country-
by-country analyses which the Bank and the IMF prepare, it should be
possible to arrive at a reasonable estimate of the likelihood of a debt

crisis for each developing member country.



