View metadata, citation and similar papers at core.ac.uk

The industrialized nations soon may be
transferring more of their wealth when they
buy raw materials. Even now, the develop-
ing countries are trying to arrange interna-
tional agreements which would raise the
prices of 19 basic commodities and stabilize
them at higher-than-market levels.

In the past, commodity agreements have
been limited to a single resource, such as tin
or coffee. The present push toward a blanket
agreement covering many commodities comes
from countries that are rich in raw materials
but haven't developed the industrial base to
turn them into finished goods. These coun-
tries are dissatisfied with having their econo-
mies depend on the actions of the market-
place. Moreover, they watched the OPEC
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cartel pile up huge revenues from oil, and
they would like to use commodity agreements
to emulate OPEC's earning performance.

Spokesmen for the developing countries
claim that commodity agreements would
guarantee the industrialized nations access
toraw materials and at the same time promote
economic development and the redistribution
of wealth. Representatives of the developed
countries reply that letting market forces
operate would produce the largest output for
everyone while intervention in commodity
markets will lead to economic waste and
misallocation of resources. Thus the issues
raised by commodity agreements concern
both the size and the manner of income
transfers from the have countries to the have-
nots. The developed countries, because of
their interest in maintaining harmonious re-
lations, are likely to go along part way. But
they will continue to seek more efficient
ways to expand trade and to improve condi-
tions in the developing countries.
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WHAT ARE ICAs?

There’s nothing new about attempts to
stabilize commodity prices. What is new is
the fervor with which the developing nations
are urging their case for commodity agree-
ments as the preferred method of transferring
income.

International commodity agreements (ICAs)
have certain features in common. Their mem-
bership includes both producing and con-
suming countries. (The OPEC cartel, for
example, is not an ICA because consumer
countries do not participate.] They have
certain stated objectives, such as stabilizing
prices, assuring adequate supplies to con-
sumers, and promoting the economic develop-
ment of the producers. A typical statement
of objectives can be found in the coffee
agreement: “to achieve a reasonable balance
between world supply and demand on a basis
which will assure adequate supplies of coffee
at fair prices to consumers and markets for
coffee at remunerative prices to producers
[and]to avoid excessive fluctuationsinlevels
of world supplies, stocks and prices which
are harmful to both producers and con-
sumers.”? Finally, an ICA is administered by
a central council which represents the mem-
bers.

ICAs fall into three kinds—quota, buffer
stock, and multilateral purchase arrange-
ment. A quota arrangement, such as the
coffee agreement or sugar agreement, speci-
fies quantities to be exported by each pro-
ducer. Buffer stocks (inventories of com-
modities) may be used alone or in conjunction
with a quota system, as with tin. The buffer
stock system attempts to stabilize prices by
buying up the commodity when the price
nears an agreed-upon floor and selling the
commodity when the price approaches the
ceiling. The third type of agreement—a multi-
lateral contract such as the wheat agreement—
sets up ranges of intervention for commodity
prices. Consumer countries agree to purchase
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certain amounts of the commodity at no less
than the minimum price while producer
countries agree to sell certain amounts at no
more than the maximum price. The market
mechanism functions between these limits,
The wider the price range, the closer the
system approximates a free market; the nar-
rower the range, the more the system ap-
proaches a quota system with guaranteed
prices. (For a history and analysis of the tin
agreement, see Box.)

These three kinds of agreements have a
strong attraction for the developing countries,
especially because of the way these countries
perceive their own position in the international
trading arena.

HOW THE DEVELOPING COUNTRIES
SEE IT

The developing countries are interested in
having international economic relations work
more in their favor, and high on their list is
the stabilization of their export earnings.
Many of the developing couniries depend
heavily on export earnings from one or two
commodities, When prices for these com-
modities fluctuate, ongoing economic develop-
ment programs become hard to sustain, and
long-range efforts become more difficult to
plan.

These countries argue not only that their
trade position is disadvantageous but also
that it is deteriorating. They claim that because
the ratio of export prices to import prices—
the terms of trade—has declined over time,
their traditional exports now buy fewer im-
ports from the developed countries. In order
to prevent furtherslippage, they've proposed
that raw material prices be indexed to prices
of manufactured goods. That way, the prices
of the raw materials they export would keep
pace with the prices of manufactured imports,

Along with stabilization of export earnings
and improvement in the terms of trade, the
developing countries are looking for easier
access to the markets and technology of their
industrialized trading partners. Access to
these potentially large markets currently is
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me form of international control of tin production has been in effect for over 50 years. Initially,
the producing nations were parties to the agreement. Seve

-al attempts were made by the

nmmoub to include the consuming nations, but none was successful until the early 1950¢, when
he U. S. stopped buying tin for its strategic stockpiles.” This withdrawal from the market and the
1:55mtmg price decline helped spur negotiations for a new agreement. The First International Tin
Agreemenl became ¢ I'fﬂc‘[i\‘e in July 1956 for five years. Subsequent agreements, also of five years’
duration, were negotiated, and the U. S. became a member of the Fifth Agreement.
The main objective of the agreement has been to adjust world production and consumption of tin
s0 as to “prevent excessive fluctuations in the price and export earnings of tin.” The central
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sians to altain these goals—buffer stocks and export controls—have remained unchanged.

The International Tin Council administers the buffer stock operations to maintain prices within a
target zone. When prices reach the floor of the target zone, the Council buys tin until the market
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The tin agreements have been quite successful in maintaining the floor price. Only once. in

September 1958, has the price
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restricted by quotas, tariffs, and other barriers.
Actually, many developing countries are
guaranteed access on a basis of equality—for
example, at the same tariff level —with other
nations.2 But they want more than just equal

2The most-favored-nation clause extends lariff reduc-
tions granted to one country to all other countries with
which the first exchanges most-favored-nation treatment.
This approach has been used for commodities covered

rough the years, critics have l‘bjl" ted that the price was set so h
»al a profit, High prices also stimulate d the s
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access; they want free entry for the products
of their fledgling industries. Preferential treat-

by the rules of the General Agreement on Tariffs and
Trade. One important exception is the customs union,
which may reduce or eliminate all trade barriers for
members. A second is the Generalized System of Prefer-
ences which the U.S. implemented in January 1976.
This program grants duty-free entry to selected imports
from eligible developing countries, subject to quantity
restrictions.



ment is required, they claim, if they are to
compete with developed countries that al-
ready have well-established customs unions
and other arrangements for trading their
goods.

The developing countries look to interna-
tional commodity agreements as the answer.
ICAs, they believe, would raise the relative
prices of their exports, stabilize those prices,
and enable them to develop their productive
resources. In short, ICAs would start wealth
flowing their way, as, they believe, other
forms of economic assistance have failed to
do.

But outside the developing countries, many
people have doubts about the value of ICAs,
They take a different view of what has been
happening to commodity price stability and
they emphasize the drawbacks of commodity
agreements. They believe that a clearer per-
spective on these matters ought to precede a
decision for or against ICAs.

HOW SOUND ARE THE ARGUMENTS
FOR ICAs?

The arguments about price instability and
terms of trade demand special attention, for
they lie at the heart of the developing coun-
iries' case for commodity agreements. It's
important to know also which are the pro-
ducing and which the consuming nations, as
well as how likely it is that commodity
agreements would accomplish what they’'re
designed for.

Meovements in Commodity Prices. The
evidence for the terms of trade argument
depends upon the time period chosen. It
appears that over the first half of this century,
commodity prices were trending upward.
During the decade after the Korean War,
prices of most primary products fell while
those of manufactured goods were rising
slightly, but the next decade saw the terms of
trade improve for the developing countries.
Overall from 1950 to 1975, the United Nations
exporl price index of primary commodities
(excluding oil) rose from 105 to 225 while the
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export price index for manufactured goods
rose from 78 to 213. Since these indexes take
1963 as the base year (= 100), they indicate
that from the base year on, prices of primary
products have outrun prices of industrial
goods. Thus while some countries may face
worsening terms of trade, a close look at the
evidence does not support a case for overall
deterioration.3

Further, the evidence for price instability
for primary products is far from conclusive.
Most of the primary commodities except
cocoa have seen a lessening of price fluctua-
tions since midcentury. Large groups of
commodities show less price fluctuation in
the third quarter than in the first half of this
century, and the same goes for an important
commodity subgroup. 4 But since 1950, primary
commodity prices have fluctuated on average
about 1.5 percent per year more than prices for
manufactured goods.

While overall price instability for primary
products probably has been overstated by
those who favor ICAs, it remains true that
some primary commodities may suffer severe
price fluctuations. And since some nations
may depend on one or two export commodi-

3From 1972 to mid-1974 the U.N. index of export
prices of all primary commodities increased by over 100
percent. The otherside of the picture is the sharp decline
in commodity prices observed the following two years
(followed by another price rise in 1976). Nevertheless,
commodity prices in general outstripped manufactured
goods prices from 1972 to 1976. Indexing commodily
prices to manufactured goods prices would have resulted
in smaller revenues for commodity producers.

4The U.N. price index {or 22 primary commodities
had an average annual fluctuation of 14.5 percent over
the first half of this century. The average fluctuation
dropped to 4.5 percenl for the period 1950-62 and then
rose slightly to aboul 7.5 percent {or the period 1963-75.
The average annual price change for the ten core
commodities (excluding hard fibers) fell from +14.7
percent in the first half-century to +11.3 percent for the
period 1950-75. Dae Yong Choi assisted in calculating
these figures from Insizhility in Export Markets of
Underdeveloped Countries [New York: United Nations
Departiment of Economic Affairs, 1952) and from various
issues of the U. N. Mouthly Bulletin of Statistics




ties for a large part of their income, a drop in
the price of either or both may be extremely
troublesome, even if the average price for a
group of primary products holds much more
stable. This lack of diversification in a develop-
ing nation’s economic base may be at the
heart of the drive toward ICAs. It's likely that
individual commodity price fluctuations could
be reduced much more efficiently in other
ways—for example, by developing markets
that deal in future purchases and sales of
primary commodities. But the developing
countries continue to argue in favor of ICAs,
believing that the terms of trade have deteri-
orated and that primary product prices have
been destabilized overall.

Who Are the Commodity Producers? Fur-
thermore, the division into producers and
consumers of primary commodities is not as
simple as appears at first sight. Consumers
cannot be identified with developed countries
nor producers with developing countries.
OPEC is a revealing example: here the inter-
ests of the developing countries that don't
produce oil are aligned with those of the
consumer nations. In primary commaodities,
the principle producers are the developed
countries. In fact, the developed nations
produce about 70 percent of the commodities
under discussjon at UNCTAD (United Nations
Conference on Trade and Development) and
account for nearly 50 percent of the exports.5
The U.S., for instance, leads the world in
cotton exports. Wheat and rice are other
commodities heavily imported by the develop-
ing countries.

Because different countries produce dif-
ferent primary products, perhaps the list of
commodities should be examined case by

5The primary products underdiscussion at the North-
Scuth talks were cocoa, coffee. tea, sugar, jule, cotton,
natural rubber, copper. bananas, iron ore, bauxile,
beef. sisal, vegetable oils. oil seeds. tropical woods,
manganese, phosphate. and zinc. The UNCTAD dis-
cussions cover ten core commodities {the first eight
listed above plus hard [ibers and tin) as well as bananas,
iron ore. bauxite. meat. wool. wheat, and rice.

case to see which countries would benefit
from the higher prices iCAs would bring. It's
likely that commodity agreements would
make the U.S., the U.S.S.R., and other
resource-rich developed countries the major
beneficiaries and would bring small benefits
to the developing countries.6 In short, agree-
ments on large groups of commodities could
give the developing nations the promise of
economic improvement without the return
they expect and end up benefiting mainly the
develaped countries.

Are [CAs Waorkable? Even if the terms of
trade were unfavorable to the developing
countries, and even if the developing coun-
tries were the main commodity producers
and thus the main prospective beneficiaries
of ICAs, these agreements still might not
work out very well. Economic conditions
favorable to commodity agreements are dif-
ficult to maintain over the long haul. Indeed,
a recent MIT study found that commodity
cartels which put through large price hikes
lasted an average of only four to six years.?
The difficulties are less severe when fewer

6The developing countries want to improve their eco-
nomic position in relative as well as absolute terms. But
because the developing countries consume a large
portion of the world's raw materials and export signifi-
cant quantities of manufactured goods, higher com-
modity prices may not improve their net foreign earnings
as much as they hope. The gains anticipated by the
developing countries will be reduced to the extent that
they import costlier raw materials and export relatively
inexpensive manufactured goods. Moreover, because
commodity agreements consirain the total supply of
goods. such agreements may reduce the size of the
economic pie available to be divided.

Nevertheless, because some developing countries
have not been able to diversify their exports, they tend
to be concerned with the prices of only a very few
commodities. A few primary products may generate a
sizable portion of their export earnings while money
spentonimportsisspread overa whole basket of goods.
Thus they see it as their interest to concentirate on the
few export prices that have a strong effect on their own
economies.

7P. L. Eckbo, "OPEC and the Experience of Previous
International Commodity Cartels,” Working Paper No.
75-008WP, MIT Energy Laboratory, August 1975.



producers are parties to the agreement be-
cause detecting attempts to cheat and policing
the agreement are simpler then. Reaching a
consensus on barriers to keep competitors
out of the market may be easier, too. But
entry barriers and policing still have to be
taken care of.

One cause of the fragility of commodity
agreements is technological innovation which
leads to the substitution of synthetics for
natural products. Commodity agreements
are effective in keeping prices up only so
long as no cheaper substitutes can be found
for the protected item. When the supply of
natural rubber was restricted in the 1820s,
for example, synthetic rubber was brought
onto the market. And when natural fibers,
such as silk, cotton, and wool, became scarce
or very costly because of war or production
cutbacks, chemical companies produced man-
made fibers to fill the demand. Metals also
have given way to substitution, by cheaper
metals and plastics.

Further, each kind of ICA has its own
characteristic weaknesses. Quota systems
specify amounts to be exported by each
producer. But producers may try to circum-
vent their quotas if they see gains to be made
from increased production and sales. And
reallocation of quotas among producers has
proven difficult. Nor do quotas keep produ-
cers outside the agreement from expanding
their production.

The buffer stock system also has draw-
backs. The main drawback with a buffer
stock is that it may require extensive financ-
ing by member countries to acquire the
commodity and support its price. If the fund
isn't large enough, buffer stock operations
won't have much effect on prices. Price
ceilings, especially, have proven hard to
maintain. Further, the market in which the
manager buys and sells the commodity must
be well organized. The establishment of
intervention points—floor and ceiling prices—
requires forecasting a market-clearing price
that anticipates future developments. If pro-
ducers are to receive a net benefit, members

then must negotiate an average price which
is higher than the market-clearing price if
they are to bring about a transfer of income
from consumers to producers.

Other difficulties confront the manager of
a buffer stock. If the floor price is set too
high, producers step up production, especially
if convinced the buffer stock manager will
support the price. In this case, too many
resources will be used in production of the
commodity, and surpluses will result.8 Fur-
ther, a manager must be able to distinguish
short-term fluctuations from long-term trends
in prices. A secular price increase that is
offset continually by sales from the stock-
pile, for example, will deplete the buffer
stock and leave the manager unable to defend
the ceiling price. Even a buffer stock which
exhibits no systematic Imbalance in pur-
chases or sales can be costly to operate.
Storage costs, brokerage fees, and general
operating expenses may be sizable.9

Thus, in short, the history and practical

8Critics argue that commodity agreements are ineffi-
cient mechanisms for allocating resources. If a com-
modity price is supported above the equilibrium price.
high-cost producers will be subsidized. They will respond
by expanding production, and their extra production
will be purchased for the buffer stock. The result will be
a surplus of the commodity —to be stored or destroyed.
Meanwhile, consumers will respond to the artificially
high prices by buying less and shifting their demand to
substitutes.

Because the developing couniries do not appear lo
dispute the inefficiencies of commodity agreements, it's
hard to see why they are so adamant about them. It
would be more efficient economically to develop futures
markets in commodities to smooth price fluctuations
and then to transfer wealth to the developing countries
as a separate operation via direct aid or loans.

9A recent study estimated that the maximum initial
capital outlays to establish buffer stocks for eight
agricultural commodities would be $8.3 billion. This
estimate assumes buffer stocks large enough to keep
price fluctuations within 10 percent of the target level.
Pooling the capital outlays for the buffer stocks would
reduce the amount of capital required if Lhe commodity
prices tend to move independently of one another. For
{urther discussion see P. A. MacAvoy and D. L. McNicol,
"Commodity Agreements and the New Inlernational
Economic Order," Council of Economic Advisers, June
19786.



economics of commodity agreements justify
only modest hopes for their success. More-
over, there is no conclusive evidence avail-
able for the alleged deterioration in commodity
price stability and in the terms of trade.

CURRENT STATUS OF ICAs
In light of these facts, it is not surprising
that negotiators for the developed countries
have shown some reluctance toward the ICA
proposals. At the recent North-South talks in
Paris, for example, the 27 participant coun-
tries could agree on only 20 of 41 subjects
under discussion, according to their joint
communique. The developed countries clearly
haven't bought the argument that commodity
agreements will provide consumers with ready
access to supplies at reasonable prices.
Most developed countries, and especially
the U. S., arereluctant to endorse the ideology
behind the ICAs. The U.S. position has shifted
from vaguely favorable to cool and back
again over the years. In 1961, President
Kennedy pledged that the U. S. was ready to
xamine commodity market difficulties on a
case-by-case basis. But not much was agreed
upon until President Carter started the ball
rolling again by stating in New York that the
U. S, was “willing to consider with a positive
and open attitude, the negotiation of agree-
ments to stabilize commodity prices, including
the establishment of a common fund . . . .”
Since then, al the Conference on Interna-
tional Economic Cooperation (CIEC) in Paris,
the U.S. has agreed to the principle of a
common fund to support commodity prices.
Further negotiations are scheduled for the
current UNCTAD meeting (November 1977].
The common fund, indeed, has been the
main stumbling block in these negotiations.
The developing countries have argued for a
$6-billion fund to stabilize the prices of the
19 primary commodities. Basically, this com-
mon fund would be used to establish a buffer
stock for each commodity. Under this system,
when the price of a commodity threatened to
fall below the floor, the commodity would be
purchased; when the price reached the ceiling,
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the commodity would be sold. But the integra-
tion of the individual commodity agreements
has not been agreed upon. One approach
would have the common fund lend money to
individual commodity councils which would
own and trade the stocks. Then the common
fund, through the commodity councils, could
channel money received from sales of one
commaodity into purchases of other commoadi-
ties for the buffer stocks.

Both economic and political considerations,
as well as humanitarian ones, appear to
dictate some sort of an affirmative response
to the developing countries’ pleas for aid. The
developed nations already have sunk huge
investments into the developing countries,
and they want those investments to be pro-
ductive. Maintaining harmonious relations
is likely to discourage nationalization and to
forestall boycotts and other obstacles to
mutually beneficial trade. Further, the Third
World countries vastly outnumber the devel-
oped countries, and their growing political
power makes them a force to be reckoned
with, The question is what sort of response is
most appropriate.

OTHER WAYS TO TRANSFER WEALTH

Perhaps all the rhetoric about commodities
has obscured the real issue—income redistri-
bution towards the poorer developing coun-
tries. Many people believe that it should be
possible to transfer wealth to these countries
in a way which avoids the pitfalls of price
supports—unwanted surpluses, artificially
high prices, and misallocation of resources
that may accompany interference with the
pricing mechanism,

One alternative favored by the U.S. is to
expand the IMF Compensatory Financing
Facility. This IMF facility already is available
to member countries suffering from balance-
of-payments deficits. It’srole could be extended
to provide larger drawing rights for member
countries that have shortfalls in export earn-
ings from primary products.

To the extent that the economic malaise of
the developing countries stems from price



instabilities caused by lack of diversification
rather than from an overall, long-term deteri-
oration in the terms of trade, a balance-of-
payments financing facility may provide the
remedy. Another alternative, advocated by
the Europeans, would be to expand the
Stabex program of the European Community.
At present, Stabex is a half-billion-dollar
fund which provides support forexport earn-
ings from several basic commodities and is
available to some 50 countries associated
with the EC. Other options include expanding
loans from the World Bank and other interna-
tional institutions.

Direct aid to the developing countries may
be extended through either foreign aid or
special action funds. Back in 1968 at the
Delhi session of UNCTAD, the industrial
countries accepted the goal that 1 percent of
their GNP be devoted to aid through public
and private transfers. This goal was reiterated
as part of the Paris agreement when the
industrial countries agreed to work toward a
target rate of 0.7 percent of a country’s GNP
as direct aid. Countries like Canada and
Sweden agreed to write off the debt of
certain distressed countries to the tune of
$254 million. The participating countries
also agreed upon a special action fund to
help the poorest countries.10

10The U. S. pledged $345 million to the special action
fund, a sum which needs Congressional approval to be
effective by fiscal year 1978. The European Community
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A PEEK AT THE FUTURE

Policymakers in the developed countries
have accepted the premise that they must
share more of their countries’ wealth with
the developing nations. But both the extent
and the method of redistribution are far from
settled. They definitely do not want raw
material prices indexed to prices of manu-
factured goods. They may, however, go part
way toward preserving and increasing the
purchasing power of other countries. So, for
example, they are willing to allow entry of
some goods imported from the developing
countries on a preferential basis. Similarly,
they are ready to commit funds to develop-
ment projects, as long as those projects are
well laid out. It's likely, then, that the devel-
oped countries will pledge some further aid,
even if it’s less than the 1 percent of GNP
demanded by the developing countries.

As new pressures for commodity agree-
ments are brought to bear, most of the
developed countries will accept limited inter-
ference with the pricing mechanism because
they think they have no choice. But over the
long haul, they can be expected to push for
alternative forms of aid—forms that preserve
the efficiencies and economic growth that
market forces can foster.

pledged $385 million, Japan $114 million, Canada $51
million, Sweden $29 million. Switzerland $26 million,
Australia $18 million, and Spain $2 million.
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