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". ""'" functional categories, followed by a section on issues,uo,. r,n, of relevance to your region. Within categories, 

material is organized according to subject, beginning
....
with official policy statements, followed by
 
congressional testimony, and concluding with expert
 ........
analysis from the press and Washington "think tanks".
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REMARKS PREPARED FOR DELIVERY TO 
THE JOURNAL OF COMMERCE AND 

THE NATIONAL FOREIGN TRADE COUNCIL'S 
URUGUAY ROUND CONFERENCE 

BY 
SECRETARY OF AGRICULTURE 

CLAYTON YEUITTER 

June 6, 1990 
New York, New York 

It is time to quit pretending that supply management works as a farm 
income enhancement program. It may in the short run; it doesn't in the 
long run. 

It is time to stop pretending that protectionist trade policies help America's 
agriculture. They may in the short run; they don't in the long run. 

While a combination of rigid farm production controls and restrictive trade 
protection is advocated by some in Washington, it is absolutely the worst 
agricultural policy combination for U.S. farmers. In a fast changing world 
the long run arrives quickly! 

America will reach its full agricultural potential only through market
oriented farm policies and freer world trade. The Administration's 1990 
Farm Bill proposals and trade reform recommendations in the Uruguay
Round of the General Agreement on Tariffs and Trade (GATT) will 
continue to move us in this direction. 

FARM POLICY
 

In an era when capital can be shifted instantaneously to any nation offering 
opportunity, when technology can be transferred freely, and when farmers 
around the world are increasingly competitive, it is foolish to think that 
throttling back America's agricultural productivity somehow benefits 
American farmers. It doesn't. 

0627 733-90 
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Economic isolation, no matter how you disguise it, doesn't work. Creating 
our own Berlin wall around U.S. agriculture would be foolish. United 
States 	farm policy isn't formulated in an international vacuum, and it's a 
mistake to pretend that it is. U.S. price support and acreage restriction 
programs influence American farmers' production decisions, but they also 
have an impact on the planting decisions of competing farmers in other 
countries. 

o 	 Higher U.S. set-asides increase our per unit cost of 
production, thereby impairing our international 
competitiveness; 

o 	 Foreign producers take advantage of our supply management 
programs to expand their own agricultural production and 
capture market share; 

o 	 Market share, once lost, is difficult and expensive to regain. 

Over the years, our supply management attempts have (to our chagrin!) 
done a great deal to stimulate increased farm production in competitor 
nations. Whenever we restrict crop acreage to cut production, or use high 
price supports to move commodities into government storage rather than 
the marketplace, farmers in other countries inevitably take up the slack. 

During the 1980's, for example, U.S. farm programs encouraged farmers to 
plant corn instead of soybeans, even though the world marketplace 
continued to signal for more beans. Latin American farmers 
enthusiastically moved to expand oilseed production to meet the unfilled 
demand. Latin American oilseed output rose from 24.1 million metric tons 
per year in 1980 to 40.5 million metric tons in 1989. 

Those additional 16.4 million tons of Latin American oilseeds now 
compete directly each year with the output of about 20 million acres of 
U.S. soybeans, competition that didn't exist in 1980. This is competition 
that we generated by our own folly. 

Unfortunately that's not the only example. Over the last five years, while 
the U.S. set aside an average of 58 million acres per year, many of our 
competitors increased their acreage, their production intensity, or both. 

For 20 years, as the United States spent billions of dollars attempting to 
throttle back farm production, the European Community has transformed 
itself from a rain importer that purchased about 28.1 million metric tons 
of wheat and coarse grains per year, to a grain exporter, exporting about 
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32.3 million metric tons of wheat and coarse grains per year. Those
 
exports now compete directly with American farm products in the world
 
marketplace.
 

Western Europe's increased productive capacity now cancels out the annual 
supply management effects of about 31 million acres of U.S. set-aside land. 

We pulled back on production while the Europeans and Latin Americans 
forged ahead. We gave them market share -- invaluable market share -- on 
a silver platter, with hardly a whimper of protest. 

What goes on here! Does this sound like a winning scenario for the 
American farmer? Of course not. 

It is little wonder a number of our world trading partners have been 
reluctant to rush into GATT policy reforms in agriculture. Why promote 
change if the United States is willing to unilaterally pare back crop 
production each time it appears world commodity supplies might become 
burdensome. 

World wheat prices drop, and the U.S. activates government programs that 
encourage U.S. farmers to hold wheat off the market. Corn prices tumble, 
and the U.S. government adjusts commodity programs to make it more 
lucrative for farmers to take land out of production rather than plant corn. 
The U.S. has even been willing to store the bulk of any excess commodities 
for the rest of the world. Even more amazing we have been willing to take 
all these steps, regardless of the internal farm subsidy programs of 
competing nations, regardless of their export subsidy programs, and 
regardless of their restrictive import policies! Have we shot ourselves in 
the foot? You bet -- over and over again. Yet some Membe-s of Congress 
wish to repeat the experience, one more time, in the 1990 Farm Bill. And 
some are fretting over the GAIT negotiations which are trying to tackle 
the unfair practices of our competitors head on. 

This has to stop! We've had enough agricultural masochism, and enough 
of giving away export sales and the earnings they would have generated. 

Supply management in agriculture fails wretchedly in a globalized 
economy. The theory supporting supply management in the past was 
centered on the idea that the earth's farming resources were limited, and 
that the U.S. was one of a limited number of places where agricultural 
crops could be efficiently produced. Therefore, we could establish farm 
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policies on our own, and not worry about the reaction of producers 
elsewhere. Modem farming technology, economic development, and 
scientific education have turned that idea on its head. More and more 
nations continue to increase their agricultural productivity and efficiency. 

While the U.S. currently enjoys a competitive edge in many segments of 
agricultural production, it is an advantage that can't be taken for granted. 
Our own government policies have already shifted too much agricultural 
production outside the United States. 

Micro-management of agriculture by government doesn't work; it's time we 
accept this lesson and move on. American farmers need open, aggressive, 
trade-oriented farm policies that help strengthen their competitive position 
in world markets. Farm programs that are more flexible, not less flexible; 
more market-oriented, not less market-oriented! 

I have great confidence in American farmers' ability to make their own 
management decisions and to continue improving their production and 
marketing efficiencies. That is why we have proposed additional flexibility 
in the 1990 Farm Bill. This has raised anxious cries inside the Washington, 
D.C. beltway, but farmers want to make their own decisions, and they merit 
that privilege. Why not give them the flexibility to respond quickly to 
changing world market conditions, capitalizing on marketing opportunities 
as they see them. Regrettably, Congress seems determined to insist on 
program rigidities that drastically under estimate the decision-making sldlls 
of U.S. farmers. 

TRADE POLICY AND THE GAT 

In trade policy, it's time to reverse 40 years of neglect in the GAIT 
agricultural rules. Following World War AN, the GATr made great strides 
in facilitating the flow of industrial goods between nations, knocking down 
tariffs on manufactured goods in the industrialized nations from 40 percent 
in the mid-1960's to a current level of 4-6 percent. But during the same 
period, the nominal rate of protection on agricultural goods in industrial 
nations rose from 21 percent to 40 percent. 

A barrage of protective agricultural tariffs and non-tariff trade barriers has 
been thrown up all around the globe during the last 40 years. All nations 
have been guilty, including the United States, and now all must work 
together to clean up the mess. 
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The Uruguay Round offers by far the best opportunity ever to clear away 
trade distortions and restrictions, and to phase out costly export subsidies 
that only developed countries can afford. The Punta del Este Declaration 
is the most forceful statement in favor of agricultural trade reform ever 
adopted in the GATT; now we need to follow that commitment with 
positive action. 

Failure to reach an agricultural trade reform agreement in the GATT 
would dramatically increase tensions in world agricultural trade, and would 
likely trigger an escalation of restrictive trade actions and counter-actions -
in short, an agricultural trade war nobody wants, and nobody wins. 

What are the positive alternatives? 

The United States has recommended a set of agricultural trade policy 
reforms we believe to be reasonable and realistic. Let me briefly outline 
those recommendations; you decide whether they are unreasonable, as our 
European colleagues have suggested. 

To improve import access, the United States is advocating the conversion 
of all non-tariff measures, including import quotas, variable levies, 
restrictive licensing and voluntary restraints, to a tariff equivalent beginning 
in 1991. All tariffs would then be progressively and substantially reduced 
over time, just as the GATF has done with industrial tariffs through the 
years. 

In export competition, our objective is to phase out, over time, all export 
subsidies and export prohibitions. This might well be the greatest 
contribution that developed countries can make to developing countries in 
the Uruguay Round. With limited treasuries, the developing countries can 
not compete in the export subsidy game against the giant economies of the 
world. It'll be a contribution to our farmers too; they can complete against 
European farmers, but not European treasuries. 

'urning to internal agricultural support programs, we propose developing 
stronger, more effective GAIT rules, the objective being to phase out the 
worst of those trade distorting policies, and to discipline the others. We do 
=ot ask that any nation give up its safety net of support systems for 
farmers; we simply ask that safety nets be designed to function in a manner 
that does not distort, or only minimally distorts, international trade. 
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In the sanitary and phytosanitary area, we ask that the participating GATI 
nations attempt over time to harmonize their varying food, a,,nal health, 
and plant health standards. This should be done on the basis of sound 
scientific evidence, not politics or media hysteria; working through accepted 
international scientific organizations. Harmonization of international 
standards is a big job, but it can be done, and almost all nations recognize 
the potential health and trade benefits of doing so. 

CONCLUSION 

I believe the U.S. GATT proposal is reasonable, realistic and achievable. 
What seems unrealistic to me is for any nation, including the United States, 
to bury itself so deeply in the swamp of government trade interference and 
agricultural micro-management that it chokes off incentives to its individual 
farmers and the productive efficiency of its agriculture. 

Regardless of what happens in the Uruguay Round or the 1990 Farm Bill, 
agricultural trade and production policies will change, in the U.S. and 
elsewhere. The question is whether we will work together in the world to 
constructively guide that change, or whether we will continue to add layer 
after layer of counter-balancing trade barriers, export subsidies and internal 
supply management schemes to agriculture, until the emire policy structure 
collapses under its own weight -- as has already happened in Eastern 
Europe and the Soviet Union. 

America's economic greatness stems from our unique belief in individual 
opportunity, market incentives, and performance rewards. Whether in the 
final Uruguay Round negotiations, or in the 1990 Farm Bill debates, these 
principles stil hold. Let us honor them in action as well as in rhetoric. 
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FOR IMMDIATE RfELEASE Contaat: Torie Clarke 
Thursday, Mmne 14, 1990 Timothy O'Lear 

(202) 395-3230 
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Following investigations under the super 301 provisions of 

the 1988 Trade Act, United States Trade Representative Carla A. 

Hills today determined that India's insurance and investment 

practices are unreasonable and burden or restrict U.S. conerce, 

but tham retaliation is inappropriate at this time given the 

ongoina negotiations on services and investments in the Uruguay 

Round cf global trade talks. 

The Uruguay Round is set to conclude in December. I 

necessary, a post-Uruguay Round review will determine whether 

action under Section 301 of U.S. trade law is warranted, Hills 

said. 

India on May 31 announced measures to reduce the 

government's role in approving foreign investments under certain 

circumstances and exempt those investments from requirements 

stipulating use of local materials or export of a portion of 

product-ion.
 

"Our message that foreign investment brings jobs, tachnoloc.
 

and prosperity may be getting through," Hills said. "I hope t_
 

attitude will be reflected in India's approach to these issues I
 

the Uruguay Round. 
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"Governmnt-mandated restrictions such as foreign equity 

ceilings and local-contant and export-performance requirements do 

not constitute fair treatment for U.S. investors and only serve 

to drive poten:ial investors elsewhere in Asia or to Eastern
 

Europe." 

Hills -aid U.S. interest in opening the Indian insurance 

,market to foreign participation remains strong. 

"A healthy, diverse financial services infrastructure 

complements India's drive for accelerated economic growth," Hills 

said. "U.S. insurance companies have a lot to offer. India 

cannot expect to continue to expand its services exports while
 

denying fair and equitable market access to its trading
 

partners."
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OFFICE OF THE UNITED STATES
 
TRADE REPRESENTATIVE
 

FXECUTIVE OFFICE OF THE PRESIDENT
 
WASHINGTON


20506 

90-27 
Contact: Torie Clarke 

Timothy O'Leary 
(202)395-?230 

FOR IMMEDIATE RELEASE 
April 27, 1990 

HILLS ANOUNCES ANNUAL GSP CHANGES
 

U.S. Trade Representative Carla Hills today announced the
 

results of the 1989 annual review of the Generalized System of
 

Preferences (GSP). These decisions will significantly expand GSP
 

benefits by adding, continuing or restoring GSP eligibility to
 

nearly $2.4 billion in 1939 U.S. imports.
 

"GSP continues to be an important part of our trade policy
 

with the developing world," Hills said. "This year's decisions
 

demonstrate our commitment tc adapting the U.S. GSP program to a
 

changing trade environment. We will continue to work to makj GSP
 

a more valuable incentive for economic development and to
 

encourage developing countries to fully participate in the world
 

trading community."
 

GSP benefits will be expanded as a result of decisions which
 

add 23 products to the GSP program in response to requests from
 

(More)
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beneficiery countries and the private sector. These accounted
 

for $33.4 million in 1989 imports from GSP beneficiaries.
 

Waivers of the program's benefit ceiling (the competitive need
 

limit) were granted to 22 other petition requests, which affect
 

$645 million in 1989 imports.
 

Seven products representing $20.7 million in trade will be
 

removed from GSP as a result of petitions filed by U.S. industry
 

and trade associations, or statutory program requirements.
 

Products from beneficiaries valued at $1.22 billion will be
 

removed from GSP treatment from countries exceeding the statutory
 

competitive need limits; another $353 million will continue to
 

receive GSP even after exceeding the competitive need limits
 

because trade in these products was small.
 

Other product decisions redesignate duty-free status to
 

$1.37 billion in imports currently not receiving GSP treatment.
 

A total of $287 million is not being redesignated, while
 

decisions on $517 million in Brazilian products eligible for
 

redesignation are being deferred until June 1.
 

The record expansion of GSP benefits in this annual review
 

also reflects the increased flexibility in program administration
 

which has been made possible by the removal from the program,
 

based on the success of their economi of Taiwan, Singapore,
 

Hong Kong, and S. Korea on January 1, 1989.
 

MEXICO
 

Mexico was the major beneficiary of this year's decisions,
 

with 1989 trade of $1.97 billion being provided new, restored, or
 

(More)
 



expanded GSP eligibility. This expansion is possible due to
 

Mexico's extensive participation in this yeer's review. Thirty

four of Mexico's 44 petition requests were favorably considered.
 

In addition, the previous pol-cy of denying redesignation to the
 

most advanced GSP beneficiaries has been changed. As a result,
 

GSP eligibility has been restored on 209 Mexican products with a
 

1989 trade value of $1.35 billion. This year's redesignation
 

decisions take into account the impressive changes in Mexico's
 

trade practices over the past two years End its status as a
 

developing economy.
 

ANDEAN TRADE PACKAGE
 

As part of the President's Andean traA- package, announced
 

last November 1, $44.3 million in 1989 imports from Bolivia,
 

Colombia, Ecuador and Peru will be giveli duty-free status on an
 

accelerated schedule. Five products are being addz at the
 

request of the four Andean countries, effective May 1; 16 other
 

decisions restoring or extending duty-free treatment for these
 

countries will also be effective May 1. A separate, special
 

review to consider additional requests from Bolivia, Cclombia,
 

Ecuador and Peru is now underway. The results of this review
 

will be announced by mid-July.
 

BRAZIL
 

The ability of GSP to adapt to changing conditions is also
 

reflected in the deferral of redesignation decisions regarding
 

Brazil. This delay was required to allow the decisions to fully
 

(More)
 



take into account the trade and economic reforms of the new
 

administration of President Fernando Collor de Mello, who took
 

office on March 16. These decisions will be announced by June I.
 

WORKERS RIGHTS 

After a review of allegations made by labor and human rights
 

groups that eight countries do not meet the worker rights
 

requirements of the amended 1974 Trade Act, Liberia will have its
 

benefits indefinitely suspended. Thailand and Indonesia were
 

found to meet the program's eligibility standards and will
 

continue to be eligible for GSP benefits. Reviews of Syria,
 

Benin, the Dominican Republic, Haiti and Nepal are being extended
 

for one year.
 

COMPENSATION FOR EXPROPRIATION
 

Reviews of four countries were also undertaken to respond to
 

petitions allegating that they have not and are not providing
 

prompt, adequate and effective compensation after the
 

expropriation of property owned by U.S. citizens.
 

Uruguay and Costa Rica were found not to be in violation of
 

the statutory criteria regarding expropriation, and will continue
 

to be eligible for GSP benefits. Two expropriation reviews,
 

concerning Peru and Venezuela, were terminated at the request of
 

the petitioner.
 

All changes, except the Andean decisions noted above,
 

will be effective July 1, 1990.
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A storm isbrewing in the multilateral trade taiks over such issues as farm subsidies and
 
services trade. The world will soon look to Congress for a thumbs-up or a thumbs-down.
 

BY BRUCE STOKES be aecomplished in the negotiations. only if they brought back a "good" agree-

American Express Co. chairman James ment.
 

hen rain clouds rolled in over the D. Robinson III spelled out the corporate Because i Ways and Means endorse-

VVCarolina Piedmont, washing out community's objectives and reservations. ment will be pivotal to getting a pact
 

plans for a Saturday afternoon of golf, it And Thomas R. Dona
was the first bad news in the otherwise hue, the secretary-tres
productive House Ways and Means Com- surer of the AFL-CIO,
 
rittee trade retreat in mid-April. underscored labor's con.
 

For three days, accoiding to several cerns. 
participants, nearly two dozen committee The final session fo
members, top Bush Administration offi- cused on the cogres
cials, corporate and union leaders and sional politics of trade. " 
high-priced Washington lobbyists con- Although formal con
vened at a resort in Winston-Salem, N.C., gressional approval of a 
and worked hard reviewing progress in new GATT pact is not re
the multilateral trade negotiations ixn quired (it is not a treaty),Ge-
neva under the auspices of the General the agreement would re-
Agreement on Tariffs and Trade (GATT). quire implementing legis. 
The golf break was to be their reward. lation, which Congress 

But the weather was more than a would consider under a 
damper on festi rities. It -was an ominous fast-track procedure that 
reminder of the storm gathering over the permits no amendments. 
GATT talks: Sharp differences in the Hence the Ways and 
goals of nations and the self-interests of Means members dis- 'i, 
businesses could dramatically water down cussed how a GATT 
the final agreement due in December. %greement might affect 

The issues in the talks are many. The politically sensitive gov-
European Community (EC) and the enment farm subsidies 
United States (liffer on how to reduce and the controversial pro
trade-distorting, budget-busting agricul- tections ror the U.S. tex
tural supports. The United States stands tile and apparel indus
virtually alone in its approach to eliminat- tries. They speculated on 
ing controls on textile and apparel trade. the provisions the accord 
And talks to create international rules for would have to contain to 
trade in services, such as insurance, are enable the gainers--hcse 
progressing slowly, whose congressional dis-

Such discord could damage prospects tricts are likely to bene
for congressional approval of an accord fit--to offset the votes of 
early neit year. And a failure in the the losers--.hose whose 
GAT, trade expen" warn, could open a districts are likely to be 
Pandora's box of trmde disputes and spe- hurt. 
cial deals between key industrial countries In the end, Ways and 
that would inhibit world economic Means chairman Dan 
growth. Rostenkowski, D-Ill., 

In a series of informal talks at the re- warned the negotiators 
treat, U.S. Trade Represeptative (USTR) that they would have the Trade consultant Harry L Freeman 
Carla A. Hills outlined what remained to committee's full support He wants the GATT to link services with goods. 
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through Congress, the North Carolina re
treat is probably the first of many such 
educational" gatherings for panel mem-Cheoks 

bers. After nearly four years of negotia
tions in Geneva, the success of this multi-
lateral round of trade talks may come 
down to a six-month campaign to con
vince a majority of Congress that the 
agreement is a good deal for the United 
States,
 

Prospects will depend largely on how 
key players in the U.S. economy line up. 
Their relative political leverage on Capitol 
Hill will ultimately decide how many 
Members vote on the implementing legis-
lation. (See table, thispage) From here on 
in, trade experts say, the fate of a pact is 
likely to be determined not by the eoo-
nonics of trade in Geneva, but by the 
politics of trade in Washington. 

Of course, the substance of the accord 
is important.-the ultimate content will 
determine how people choose sides. And 
it is the very lack of progress on substance 
so far that worries many GATT' observ-

ers."It is difficult at this stage to find points 

of real convergence" between the negoti-
ating countries on key issues, GATT di

rector general Arthur Dunkel said at the 
end ofa meeting last month of the govern
ment officials who oversee the negotia
tions. 

A meeting of the major industrial na-
tions' trade ministers early this month in 
Napa, Calif., failed to close the gap. 

The delay in service-sectoy talks poses 
particular complications for congres
sional approval because American ser-
vices industnes were the single most im-
portant driving force in launching this 
rour,! of multilateral negotiations. In-
deed, a new services trade regime was to 
be the cornerstone ofany new agreement. 

"I think we stand a pretty good chance 
of getting a services agreew.nt that sets 
down principles," said Richard Self, dep-
uty assistant USTR for services, "but I 
am concerned about the size of the down 
payment we may receive from other coun-
tries in the way of initial commitments to 
liberalize services trade barriers" 

Services industry representatives have 
an even worse nightmare. They fear a 
weak framework agreement, riddled with 
reservations and exceptions, that does lit-
tie to roll back barriers to services tra. 
In that case, warned Margaret S.Wiggles-
worth, executive director of a business 
group called the Coalition of Service In-
dustries, "no agreement isfar superior to 
a bad agreement." 

With opposition already expected from 
some farm commodity groups, textile and 
apparel interests and unions, services in-
dustry antagonism toward the GATT ac-
cord would be its death knell, 

"There is a certain amount of panic in 
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these negotiations," Tran van Tinh, the 
chief EC negotiator, told journalists in 
Geneva recently. "But there is no need for 
pessiism." 

With several months of hard bargain-
ing still ahead, Jeffrey J. Schott, a re-
search fellow at the Institute for Interna-
tional Economics in Washington, cau-
tioned that "every public statement made 
from now on is pan of the negotiating 
process." And that includes disaster sce
narios from interested parties on all sides 
attempting to shape the final agreement 
through subtle intimidation, 

Finally, cynical trade experts think that 
whatever the shape of the final .cord, 
U.S. negotiators will declare victory and 
come home after the planned wrap-up 
GATT ministerial meeting in Brussels in 
December. It is very likely negotiators 
will then slink back to Geneva in January 
and February to hammer out a myriad of 
final details in time'for a March I con-

gressional deadline. An admission of fail
ure, with all its negative consequences, is 
almost inconceivable, observers say, given 
the political capital spent by all parties to 
get this far. 

Ultimately, however, Congress will be 
the final judge of success or failure. And 
special interests, from farmers to invest
ment bankers, are likely to do their best to 
influence Congress's verdict 

THE URUGUAY ROIND 
The current multilateral trade talks 

were launched with much fanfare in Sep
tember 1986 at aGAT meeting inPunta 
del Este, Uruguay (which iswhy the dis
cussions are known as the Uruguay 
Round). They mark the eighth global tar
iffand trade-barrier-reducing negotia
tions since World War II. 

The GATT has often been maligned as 
a slow-moving debating society whose 
rules fail to cover a large portion of world 
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Some Services at Stake 

In the 1960s, the accounting and consulting firm 

of Arthur Andersen & Co. had little interest in 

that decade's Kennedy Round of international 

trade negotiations aimed at cutting tariffs. In the 

1990s, the company is one of the U.S. Trade 

Representative's most active s-rvice-industry 

advisers. 


The nature of trade has changed, and so has 

Arthur Andersen. Today, the firm is run as a 
type ofcooperative that operates in 54 countries 
in 1989, it did about 40 per cent of its S3.4 billion 
business overseas. About half its 51,000 employees work outside the United 
States. Trade diffic'.dties come with the territory. "Most of our problems boil 
dowr to the transfer of money, people or technology," said Charles P. Hecter, 
a principal in Arthur Andersen's Washington office of federal services. 

The firm has been hit, Heeter said, with discrinatory taxes and prohi-
bitions against its practice of pulling money out of affiliates to pay for com-
mon expenses such as training. "We are now training specialty teams of 30-50 
people with highly specific skills to go into a country to work with the local 
stock exchange," Heeter said. "Getting work permits for professionals such as 
these is very important." 

Technolog) transfer laws also often undervalue softwmar, brochures and 
training manuals that are part of the service Arthur Andersen sells abroad. 

Finaly, the firm can encounter country-specific trade problems. In South 
Korea, for example, the company is currently having trobk getting a license 
to provide telecommunications consulting services, 

To head off similar problems in the future, Arthur Andersen, in the course 
of advising the Bush Administration on the services industry, is putting ahigh 
premium on winning a strong services agreement in the current round of 
talks 

trade. But over the years, it has succeeded April, "because if we don't meet it, we're 
in virtually eliminating tariffs worldwide. in trouble." 
One could argue that the GATT must be On most topics, with the possible ex-
doing something right because 97 nations ception of agriculture, observers think a 
are participating in the present round, and framework agreement is achievable. In 
12 more are waiting to join the GATT, the services negotiation, for example, the 
among them the Soviet Union and Tai- United States and the EC compromised 
wan. on the structure of an agreement in mid-

The Uruguay Round is the GATTrs March. Both accepted basic principles 
most ambitious undertaking The agenda Services rules should be out in the open 
includes perennial issues involving agri- (no backdoor regulations), and all rules 
culture, textiles, subsidies and govern- and dispute settlement procedures should 
ment procurement But trade-related in- apply to all GAiT signatories. Countries 
vestment, services trade and intellectual must agree to grant the same market ac-
property rights are also being tackled, for cess and treatment to foreign firms as they 
the first time. Procedures for dispute set- do to their own nationals, except in cases 
tlement that have long slowed the func- where a government has "grandfathered 
tioning of the GATT system are set to be in" an existing trade restriction. And hA-
revamped. tions may, before signing the accord, des-

After three and a half years of talking, ignate certain areas where they might 
negotiators have pledged by July to have want to impose trade constraints later. 
framework agreements ready that outline Virtually all other industrial nations 
the scope of what can be accomplished in now support this compromise, and some 
15 negotiating areas. That will leave them of the newly industrial countries are will-
several months to fill in details before the ing to negotiate on it. But most develop-
December gathering of trade ministers, ing countries still oppose it. 
who will have tpe political authority to "We are very encouraged," said 
resolve any outstanding problems. Charles P. Heeter, a principal in the fed-

"There is a recognition that the July eral services office of the accounting firm 
deadline has to be met," Dunlel said in of Arthur Andersen & Co. "But there are 
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sill a lot of things that have to be accom
plished by year's end." (See box, this 
pgOA 
LINKIG TYPES OF TRADE 

The first problem may be to tie any 
future services agreement firmly into the 
GATT. At the original Uruguay meeting, 
in a compromise to pacify representatives 
from developing countries who did not 
want to even Walk about Services, the ser. 
vices negotiation was put on a separate 
track from talks about trade in goods. 
American services industries want to tie 
the two together again to make it easier to 
punish countries that violate their services 
trade commitments. 

For example, if Bangladesh would sign 
the services agreement and then put re
ttrictions on American banks doing busi
ness in Dacca, the only recourse for the 
United States-without a link between 
services and goods--would be to ban 
Bangladeshi banks from operating in New 
York City, hardly a serious threat given 
that Bangladesh has no overseas banks. 
But by linking remedies for violation of 
services trade rules to the goods sector, 
the United States would have the option 
of forcing Bangladesh to keep its financial 
services sector open to foreign compe
tition by threatening to halt U.S. imports 
of Bangladeshi jute. 

"The remedies have to come together," 
said Harry L. Freeman, president of the 
Freeman Co., a Washington international 
trade consulting firm. He notes that the 
U.S. service industry already has the right 
under the 1984 Trade Remedies Reform 
Act to retaliate unilaterally against im
ported goods. Because foreign govern
merits want the Bush Administration to 
forswear such unilateral action; in the fu
ture, "you would have to be craz) to give 
up the hnkage under GAIT," he said 

Privately, however, key services indus
try representatives say they rmght be will
ing to forgo linkage, because they doubt 
the United States will ever give up its uni
lateral right to retaliate. They say their 
final position on linkage depends on 
progress on an even more important issue: 
rollback of existing trade barriers. 

In a meeting the week of Me.y 7 in Ge
neva, the United States presented a list of 
requested rollbacks in foreign service 
trade barriers, along with offers of what it 
would do in return. Few experts expect 
this "request-offer" process to accomphsh 
much by December. Self acknowledges 
there is not emough time. "We need roll. 
back for this [services] agreement to fly," 
he said. "But I'm not ready to define what 
that rollback may be." 

It may be minimal, given that develop
ing countries are key to the process (the 
United States, the EC and Japan have al
ready eliminated most of their formal ser



- -

vices trade barriers), and 
Third World countries are 
digging in their heels. Most 
developing nations are will-
ing to freeze their existing 
level ofprotection but not re-
duce it. 

Preservation of the statusquo is out of the question ... 

Americans say. "We are not 
willing to enter into a freeze 
that freezes our market open 
and foreign markets closed," 
said F. William Hawley, di
rector of international gov
ernment relatons for Citi

corp/Citibank. "We would 
be crazy to do that. One can 
wee allowing some phasein in 
liberalization in a liberal 
time frame," he said. "But 

, 

i 

-

- s 

-

promises to some day liberal- Dexr aniotant LS. trade repreetative for serrices Richard Self
 
ize is not what we are look- "We stand a pretty good chance of getting a services agreement that sets down principles."
 
ing for." 

The new~y industrial countries such as 
South Korea and Thailand will play a piv-
otal role in resolving the freeze-versus-
rollback debate. If these nntions, which 
have the fastest-growing markets for 
American services, make significant con-
cessions, U.S. service industries may be 
willing to jet poorer countries off the 
hook. 

"There is a need to find a balance be-
tween political reality and liberalization." 
said Joan E. Spero, senior vice president 
and treasurer of American Express "E-
erybod, is not going to be wiing to give 
market access !o everybody else's finan-
cial institutions." 

An even trickier question for the 
United States, vth ominous implications 
for the congressional approval process, is 
just which services industnes will be coy-

Citicorp/Citibank International government relations director E Wlliam Hawley 

ered by an eventual accord, and which 
will be excluded, 

The oficial U.S. position has been to 
include as many services sectors as possi-
ble. "If it's rules without coverage, it's a 
hollow agremnert," Schott said. 

But tue U.S. maritime industry and air. 
lines viant to be dropped from the talks. 
Under the 1920 Merchant Marine Act 
(the Jones Act), maritime shipment of 
goods from one U.S. port to another must 
be on an American boat. This protected 
market is the lifeblood of many shipping 
firms, and free trade that would open that 
business to foreign competition would 
threaten profits. Similarly, airlines are 
quite happy with existing bilateral agree-
ments that grant foreign air carriers land-
ing rights in the United States only on a 
one-for-one reciprocal basis. 

_1P. 
. " 

,
J' 
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When this issue came up before, in the 
talks that led to the 1988 U.S -Canadian 
free-trade agreement, the maritime indus
try had suficient pohtical clout to have 
the entire transportation sector dropped 
from the deal at the last minute. And 
most trade experts think this is inevitable 
again. Resolutions are already circulating 
in Congress to exclude transportation 
from GATT coverage, and the Adminis
tration clearly sees the handwriting on the 
wall. The question now is not whether, 
but when. For tactical reasons, the United 
States would like to delay pulling trans
portation off the table for as long as possi
ble to avoid unavelng of the negotiations 
as other nations pull their favored indus
tries. 

'There is a very real danger that you 
pay a high price to exclude things," Ha%
ley said Most observers think the Euro
peans wov'.d demand exclusion for the 
motion picture industry, for example, so 
that they could continue their limitations 
on the showing of American programs on 
European television 

"The service-sector people would like 
to exempt transportation without haling 
to pay that price," Spero admitted. 

PAIN AND PLEASURE 
Whatever the firal shape of the agree

ment, history will judge it by Congress's 
willingness to approve GATT implement
ing legislation. And that will be deter
mined by political dynamics. 

"It's not that substance is not impor
tant," said Jeffrey M. Lang. the Senate 
Finance Committee's former chief inter
national trade counsel and nok counsel 
with the Washington office of the New
York law firm of Winthrop, Stimson, Put
nam & Roberts. "But it has to fit into the 

We will not agree tofreeze our market open while foreign markets remain closed, congressional process. The implementing 
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An Alterative to GATT 

Faced with the prospect of a multilateral trade agreement that will fall far 
short of expectations, trade officials have begun casting about for a tangible, 
attractive alternative outcome for their four years of international effort, 

Some think creating a world trade organization, one with more power and 
a Larger staff than the existing General Agreement on Tariffs and Trade 
(GAIT), would satisfy that political need. 

The idea is not new. An International Trade Organization (ITO) was first 
considered in the late 1940s,as a companion to the World Bank and the 
International Monetary Fund. When the U.S. Senate refused to ratify the 
ITO treaty, the GATT was created as a temporary orgnization that did not 
require Senate approval, 

This Februry, Italian Trade Minister Rmato Ruggiero proposed reviri.g 
the ITO to oversee implementation of any new GAT agreement. In April, 
Canadian Trade Minister John Crombie put meat on the idea by suggesting 
that a new world body would have powers to resolve trade disputes. 

Opposition then reared its head. "I don't think the creation of a new 
institution is what this round is about," said Charles P. Heeter,a principal in 
the office of federal services of the accounting firm of Arthur Anderten & Co. 
"Ifthat is what they come home with, it won't be satisfactory." 

The Bush Administration appears to agree. "We must have the laws before 
we can build the courthouse," wned U.S. Traude Representative Carla A. 
Hills in a recent speech in Dallas, arguing that the firrt priority of negotiators 
should be to successfully complete the current talks. 

A report, however, is circulating in trade circles that some in the Adminis-
tration are arguing to make creation of a world trade organization a major 
topic at the economic summit in Houston in July. 

Privately, U.S. negotiators worry that even flirting with the idea will create 
an "out" for trade ministers come December, when, with the clock ticking, 
they will be trying to reach a final agreement and will need to face the world's 
press with some sign of accomplishment. Stay tuned. 

bill will have to be sent to a lot of commit- Dalton Yancey, executive vice president 
tees because of the scope of the negotia- of the Florida Sugar Cane League and 
tion. Moreover, the 1988 Omnibus Trade Washington representative of the Rio 
and Competitiveness Act was so compre- Grande Valley Sugar Growers. Dairy, 
hensive, it gave them all a chance to play sugar and peanut lobbyists have spread 
in the trade game, and they are not going enough campaign contributions around 
to give that up." Capitol Hill (the three largest dairy indus-

Under those conditions, special inter- try political action committees gave a to-
ests will have a field day. With each mem- talof S881,000 million to congressional 
ber of Congress on two or three commit- candidates in 1989 and the first quarter of 
tees, a pain-pleasure matrix is inevitable, a 1990) to ensure a hearing for their com-
lobbyist said, with each Member getting plaints about any GATT accord. 
pushed and pulled in 15 directions. Though most congressional experts 

This tug-of-war may be most evident doubt that these conuodity groups alone 
on farm issues. The initial U.S. agricul- could block a GATT agreement, their 
tural negotiating position called for com- past successes in fending off efforts to 
plete elimination of all subsidies, in part curb their biefits suggest that they could 
because such a stance was the only one be formidable. To counterbalance sugar 
that all U.S. farm and commodity groups and dairy influence, "you have to have 
could agree on.(See NJ 5/5/90,p. 1082.) people who are vocally supportive of the 

This solid support is e,?ected to frag- agreement," said Paul Drazek, assistant 
ment if, as expected, U.S. negotiators director of the national affairs division of 
come back with a compromise farm ac- the American Farm Bureau Federation in 
cord that helps some commodity groups Washington, "so you will have to have 
and hurts others. The likeliest victims are something in it for the major commodity 
dairy, sugar and peanut interests, most of groups." such as the wheat, corn and soy-
which benefit from import protection that bean growers. 
foreign producers are determined to strip "If you get an agricultural package in 
away. which the grain people think they have 

"We want to be treated fairly," said something real," said I.M. Destler, a pub-
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lic policy professor at the University of 
Maryland (College Park), "that more 
han offsets sugar and, I think, the dairy 

pwple, too." But such abalancing act 
won't be easy. The grain groups want bet
ter so= to the European market and 
dliminafion of European export subsidies, 
which the Europeans refuse to concede 

The textile and apparel lobby is likely 
to be the second pocket ofopposition to a 
new GATT agreement. The Administra
tion has proposed replacing the current 
Multifiber Airangement (MFA), which is 
outside the GAIT and sets country-by
country textile and apparel import limits, 
with a global quota that caps only total 
imports and would be phased out over 
time. Only Canada supports such a com
prehensive approach, and most trade ex
perts think the United States will have to 
back off if it wants meaningful reform. 

If it backs off, however, the Adminis
tration risks incurring the wrath of the big 
textile manufacturers. Carlos F.J. Moore, 
executive vice president of the American 
Textile Manufacturers Institute, the prin
cipal textile industry trade association, re
cently told the Financial Times that 
"there will be a lot of unhappy folk 
around" if the Administration gives up 
the glo.al quota approach. And "we will 
be able to generate a lot of muscle," he 
said. To back up this threat, textile and 
apparel interests have already lined up 55 
Senate and 229 House co-sponsors of a 
bill for global textile import controls. 

But some observers question whether 
those votes could be mustered against a 
comprehensive GATT agreement that 
would contain a variety of benefits for 
individual states and congressional dis
t'ricts. Moreover, some trade experts de
tazt the beginning of a rift over MFA re
form among various textile and apparel 
interests. And if sentiment at the Wa. s 
and Means Committee retreat is any ind
cator, senior congressional leaders realize 
that in the words of a retreat participant, 
"some people will have to slowly be let 
slide overboard" if the GATT agreement 
is to succeed. On everyone's short list of 
potential victims is the textile industry. 

Unions and some industries also see 
themselves as possible casualties. Their 
concern, Alan Win. Wolff, a partner in 
the Washington office of the New York 
City law firm of Dewey, Ballantine, 
Bushby, Palmer & Wood who represents 
steel and semiconductor interests, told the 
Ways and Means retreat, is that in "the 
last 10 minutes of play in these negotia
tions, foreign countries will offer a deal to 
the United States. They will whisper, 'If 
you want these (rides] on new areas for 
the GATT, give us a few changes in your 
antidumping law." 

Administration officials also talk 
openly of speeding up the GAIT dispute 



*resolution mechanism to make it as fast as Public Policy Research. 'The Admninis- to conduct a grass-roots educational cam
tration will have to go to the mat on this paign on muhtilateralism in preparationunilateral U.S. action is. If they achieve 

this, unions worry that U.S. negotiators or risk losing key support for the round." for a possible lobbying effort in support of 

might then be willing to compromi se on In fact, foreign trade officials privately the GATT accord 
ioni limits on U.S. freedm to use section acknowledge that U.S. negotiators must That effort will have to start early nrxt 
301 of the trade law to retaliate against bring home some goodies for American year because under the 1988 trade act, the 
unfair trade practices. Express and Citicorp and others to ensure Administration has to send Congress a 

"What we are talking about is a change their wholehearted lobbying for congres- copy of the new GATT agreement by 

in a broad range of domestic U.S. laws," sional approval of apact. March 1,1991. Then, to retain the advan-

AFL-CIO international economist Mark Whether these firms have suffcient tages of fast-track authority, the President 
A. Anderson said. "Is it in our interest to clout in Congress is hard to judge. Their must sign the accord by June 1. During 
give up that degree of national sover- PACs are generally smaller than farm and that period, USTR will draft implement
eignty, especially given the kind of trade 
deficit situation we are in?" 

Labor has some vocal allies in Con
1ress, but the ebbing of union political
 
influence in recent years suggests that la
bor may retain its favorite trade weapons
 
only by choosing unusual bedfellows.
 

One may be the White House, which
 
up until now has withstood thi importun
ing of major American multinational cor
porations seeking changes in the dumping
 
code. Many service providers have also
 
decided the) like having a 301 option, if
 
only as a bargaining chip. Even the most q'.
 
free-trade-minded Ways and Means
 
members at the retreat reportedly de
fended 301 as a huge success. 

SERVCES' NEW CLOUT
 
When battle lines on the GATT agree

.- V 
ment are finally drawn, service industries 

*and businesses interested in intellectual 

property rights are likely to be in the van
guard of efforts to gain congressional ap- Coalition of Service Ldustries director Margaret S. Wigglesworth
 
proval for the implementing legislation. "No agreement is far superior to a bad agreement" that perpetuates service barer
 

In the world of Washington lobbying, 
union PACs. And motion picture industry ing legislation in consultation with Conthese groups-financial and professional 

serices companies, the entertainment in- lobbyists grouse that diverse members of gress, trying to smooth the road for a 
vote, which must come within 90 congresdustry and some high-technology firms-- the film community often spread money 

are te new kids on the block, but they around with little regard to the industry's sional-session days after the implement
already have an impressive track record. best interest. Nevertheless, it is now de ing biLl is submitted 

There is always the possibility the Uru-In the mid-1980s, the 7roups persuaded rigueur for aspiring Senate candidates to 
to Ho'ywood to gusy Round could be extended, as hapthe Administration to make services and make the pilgrimage 

intellectual property the defining issues of raise campaign funds. And mole than one pened with previous rounds, for a variety 
the Uruguay Round. Arid the) helped has come back with a newfound interest of reasons. The German national elec
craft major portions of the 1988 trade law. in patent and copyright protection. tions in December, for example, in which 

Because the services and intellectual So, the real possibility that Europe Bavarian farmers may hold the balance of 
power, may stall any European concesproperty crowd will be pitted against might exempt the motion picture industry 

some powerful traditional lobbies for the from GATT coverage not only threatens sions on agriculture until early next year. 
first time, the GATT approval fight could the comprehensiveness of the agreement, If the GAT tals drag on for more than 

a month or two, the President has thetest whether those groups have amved it could also undermine political support 
for the pact in the United States right to ask for a two-year extension of hispolitically. "They really will have to be 

activated," a senior congressional staff "We sat back in the interest of the fast-track negotiating authority. Few 
aide said. "They can not afford to be luke- greater good when we were exempted trade experts, however, want to openly 
warm, or they will get clobbered," from the Canadian free-trade agreement," consider that possibility now for fear that 

Their motivation will depend, to a large a motion picture industry official said, it would let negotiators off the hook. 
are left To avoid that, business groups, Conextent, on the content of the GATT ac- "and we got burned badly. If we 

cord. "If you get a good intellectual prop- out again, I can't see us just sitting by. gress and the Administration will soon 
erty agreement," an international trade There would be enormous pressure to op- have to begin assessing what they abso

lawyer said, "this is real money to big pose the agreement" lutely need to accomplish in this round. 

business. It is inconceivabie that they will To control these crosscurrents, Free- "The question is how will the endgame be 

let the textile people f-k it up." man, who as a former executive vice presi- played," Lang said, "how you decide 
has been a what gets thrown off the back of the busSimilarly, "services want a couple of dent of American Express 

Claude E. prime mover of the services agenda, has and what you absolutely have to have tosectors nailed down," said 
Barfield, director of trade policy studies at formed the MTN Coalition, made up of have a done deal." The lobbying over that 

the American Enterprise Institute for services and goods producing companies, assessment has already begun. 0 
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REPORT TO CONGRESS CONCERNING EXTENSION OF WAIVER
 
AUTHORITY FOR THE PEOPLE'S REPUBLIC OF CHINA
 

Pursuant to Subsection 402 (d) (5) of the Trade Act of 1974
 
(hereinafter "the Act"), I have today determined that further
 
extension of the waiver authority granted by Subsection 402 (c)
 
of the Act for twelve months will substantially promote the
 
objectives of Section 402, and that continuation of the waiver
 
currently applicable to China will also substantially promote
 
the objectives of Section 402 of the Act. My determination is
 
attached and is incorporated herein.
 

GENERAL WAIVER AUTHORITY
 

The general waiver authority conferred by Section 402 of
 
the Act is an important means for the strengthening of mutually
 
beneficial relations between the United States and China. The
 
waiver authority has permitted us to conclude and maintain in
 
force a bilateral commercial agreement with China. The
 
agreement continues to be a fundamental element in our
 
political and economic relations with China, including
 
important exchanges on emigration and human rights matters.
 
The reciprocal granting of MFN trade treatment and other
 
elements of this agreement enhance the ability of US companies
 
to compete in the Chinese market. The continuation of the
 
waiver authority will also permit future expansion of our
 
bilateral relations with other countries now subject to
 
Subsection 402 (a) and (b) of the Act, should circumstances
 
permit. These considerations ciearly warrant this renewal of
 
the general waiver authority.
 

WAIVER FOR CHINA
 

Freedom of Emigration Determination
 

I believe that extending the current waiver applicable to
 
China will substantially promote the objectives of Section 402
 
of the Act. China's relatively free emigration continues in
 
the aftermath of the assaul'- on Tiananmen Smuare. In FY 1989,
 
16,920 US immigrant visas were issued--a 9.5 percent increase.
 
The US numerical limitation for immigrants from China was fully
 
met. The principal restraint on increased emigration continues
 
to be the capacity and willingness of other nations to absorb
 

12 
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Chinese immigrants, not Chinese policy. After considering all
 
the relevant information, I have concluded that continuing the
 
MFN waiver will preserve the gains already achieved on freedom
 
of emigration and encourage further progress.
 

Commercial Importance of MFN
 

The granting of MFN tariff status to China was a key
 

element in the package normalizing diplomatic relations and
 
provided a framework for a major expansic'n of our
 
economic/commercial relations. Maintaining most-favored-nation
 
tariff status is fundamental for strong bilateral trade
 
relations with China. In 1989, bilateral trade totaled $18
 
billion, with Chinese exports worth $12 billion and US exports
 
worth $6 billion. The United States is China's largest export
 
market, absorbing 25 percent of China's total exports.
 

If MFN were withdrawn, trade retaliation would be a
 
certainty. China would apply its own higher non-MFN tariffs to
 
US products Lnd possibly erect other trade barriers as well.
 
With US companies placed at a disadvantage, competitors from
 
Japan and Europe would quickly move to replace US exports in
 
our largest markets in China -- grain, aircraft and aerospace
 
equipment, industrial machinery, steel products, chemicals,
 
fertilizers and computers. The US could face losses in exports
 
in the range of $2 billion to $3 billion, or about 33-50
 
percent of 1989 exports. US joint ventures in China would be
 
forced to pay higher duties on imported components and their
 
exports to the US would be subject to non-MEN tariffs, putting
 
their continued operations in jeopardy. Withdrawing MEN would
 
have a deiastating impact on Hong Kong's free enterprise
 
economy, which depends heavily on US-China trade and the health
 
of export industries in South China Confidence in the
 
territory's future would be further eroded, Finally, the loss
 
of MFN would lead to higher prices for US consumers of products
 
made in China.
 

Chinese Foreian Travel Policies
 

The record of non-immigrant visa applications received at
 
US posts in China indicates that China continues to adhere to a
 
relatively open foreign travel policy. In FY 1989, 63,269
 
non-immigrant visas were issued in China -- a two percent
 
increase. Since late 1988, visa applications of government
 
officials and state enterprise personnel travelling for
 
business have declined. We believe this is due to the
 
government's retrench~ment policy and cutbacks in travel funds
 
and not to political restrictions. Applications for private
 
travel, which includes tourists, have increased sharpiy since
 
last summer.
 

In February, China issued a new directive tightening
 
controls over its citizens who wish tc study abroad. These
 
regulations reqouire recent college graduates and fourth-year
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undergraduates to work for five years before applying for
 
overseas study. Some students may obtain a waiver of the work
 
requirement by repaying the cost of their education. It is too
 
soon to assess how the new rules will effect student
 
applications, which peak in June, July and August.
 
Nonetheless, we have protested this unpublished directive, and
 
shall continue to press the Chinese authorities to relax or
 
repeal it. We have also raised with Chinese authorities our
 
serious concerns about allegations that Chinese students in
 
this country have been subject to surveillance and harassment
 
by Chinese diplomats and consular personnel. If there has been
 
a "consistent pattern of acts of intimidation or harassment" of
 
Chinese nationals in the US, it would be a violation of US law,
 
and appropriate action would be taken.
 

Overall Human Rights Climate
 

The emigration-related objectives of Section 402
 
notwithstanding, the overall human rights climate in China
 
remains unsatisfactory and a matter of serious concern. The
 
situation described in the Human Rights Report for 1989 has not
 
fundamentally changed. The Chinese Government has taken some
 
limited steps to ease repression. Martial law was lifted in
 
Beijing in January, ana in Lhasa in May. After pressing the
 
Chinese Government for some time, US diplomats once again have
 
access to Tibet. Almost 800 people, detained after last year's
 
protests, have been released, leaving an estimated few thousand
 
of the 10,000-15,000 originally detained in prison. The
 
Ciinese Government, however, has yet to take decisive measures
 
to demonstrate a commizment to internationally recognized human
 
rights norms and a return to its earlier path of political and
 
economic reform. In particular, we have the following concerns:
 

After the liftina of martial law in Beijing and Lhasa, new
 
laws were enacted codifying and extending indefinitely many
 
of the martial !a,,. restrictions on demonstrations.
 

-- Of the nearly 800 -ersons released from detention, only six 
individuals have teen identified. Moreover, these people 
have not been released unconditionally. Many are required 
to report periodically to police stations. The Government 
has announced that 431 persons are still being regularly 
interrogated and monitored by public securiy departments 
in Beijing. We believe that as many as a few thousand 
remain in detenr:o2. as well as several hundred in Tibet in 
connection wi:h pr3-independence ac:ivities there. 

Several criminal c nvictions for "counter-revolutionary 
crimes" -- charges connected wizh non-violent activities 
during !ast year s demonstration -- have been announced. 
Press reports cla:m that prosecution aqains: at least the 
student leaders has begun, whizh could result in lengthy 
prison sentences Administrqtive reprisals continue to 
occur. Partic:can:s In ongoiig small-scale 
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pro-independence demonstrations in Tibet continue to be
 
detained and punished.
 

Freedom of expression, the press, assembly, and association
 
remain tightly constrained, and not all religious groups
 
enjoy freedom to practice their believes. Security forces
 
in Beijing have quickly suppressed most known instances of
 
dissent. Monks and nuns identified as "troublemakers" have
 
been expelled from monasteries and nunneries in Tibet.
 

Reports of mistreatment and torture of detainees are
 
persistent. The UN committee on Torture has stated that
 
reports of torture are too numerous to be merely isolated
 
incidents.
 

A new law codifies and strengthens government control over
 
the activities of foreign journalists. The government
 
continues to jam the Voice of America. There has been no
 
noticeable loosening of governrment control over the Chinese
 
media.
 

Chinese students in America, as well as their families back
 

in China, have been subject to surveillance.
 

Impact of MFN on US Interests Other-Than Emigration
 

While US-China relations cannot return to normal under
 
these circumstances, I have determined that withdrawing China's
 
MFN status would do more to harm vital US interests and the
 
interests of those Chinese who seek reform and an opening to
 
the West than to help. MFN tariff status has given the Chinese
 
the incentive to -ake into account US interests -- on fair
 
trade practices globally, human rights, missile and arms sales,
 
and cooperation on such regional issues as Cambodia and the
 
Korean peninsula.
 

Without nFN, China would have little to lose in economic
 
terms by failure to cooperate with the US. The commercial
 
opportunities created by MFN also helps to promote
 
market-oriented reform and provides opportunities for Chinese
 
to maintain a wide range of contacts with Americans and
 
American institutions. Withdrawing MFN would hurt those
 
workers and enterprises in the export-oriented industries,
 
particularly in South China, that have benefitted most from
 
economic reform and have a stake in its further
 
implementation. It would also undercut those in China who
 
argue for closer relations with the US and want to see contacts
 
with the US in all spheres continue and expand.
 

I wish to emphasize, however, that the US intends to press
 
vigorously during the coming year for significant improvement
 
in China's human rights practices. We want to see China's
 
people have the same internationally recognized human rights
 
that people elsewhere in the world enjoy. Until there is
 
significant progress, the sanctions which I imposed on China
 
last June will remain in force.
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TRADE China who trade with us are the en
gine of reform, an opening to the out

ene sT for China, side world," he said.Bush Renews MFN forRevoking the trade treatment, he 
maid, would mean lost jobs and reve-

S dN Anfrv1waclonnue in China, Hong Kong and theUnited States. He said the price in 
Hong Kong, which has considerable 

resident Bush's decision to renew investments in China and serves as a 
normal trade status for China, conduit in many trade and manufac

coming just shy of the one-year anni- turing ventures, could be as high as 
versary of the Tiananmen Square 20,000 jobs and $10 billion in-revenue. 
massacre, was broadly denounced in A punitivw approach would also 
Congress the week of May 21 as yet "play to the most xenophobic, reaction
another signal that the administration ary elements" in China, Solomon said. 
had turned its cheek to the country's * But critics, including Democrats 
human rights abuses. Tom Lantos, Calif., Nancy Peloi,

"The president's repeated conc-s- Calif., and Sam Gejdenson, Conn., said 
sions to the Chinese government have there is ample evidence that the admin
been met with intransigence," Senate istration's conciliatory approach has 
Majority Leader George J. Mitchell, failed. They cited testimony by human 
D-Maine, said in a news conference R M.C.AE1JENIN rights groups that 10,000 to 30,000 po
chortly after Bush'- announcement. Solomon, Solarz talk beore hearing. litical prisoners are hi custody and that 
"The answer is not more concessions." torture and executions are continuing.

Democratic wounds have been slow who called it a "a short-sighted ac- In the past, Congress has tied hu
to heal since Bush vetoed legislation commodation with a blood-stained man rights to MFN status - by passing
(HR 2712) both houses approved and discredite, regime." the Jackson-Vanik amendment to the 
without opposition last year that Stephen J. Solarz, D-N.Y., chair- 1974 trade act. That requires the presi
would have allowed Chinese students man of the House Foreign Affairs Sub- dent to ensure that countries with non
in the United States to extend their committee on iinian and Pacific Af- market economies are making substan
visas until Beijing improved its human fairs, offered the administration a tia progress toward free emigration
rights record. Bush said the visa re- middle road: lefs far-reaching legisla- before granting MFN status. 
quests would be reviewed on a case- tion to tie next year's decision on MFN The administration is withholding
by-case basis. (Weekly Report, p. 245) status to the release of political prison- MFN treatment for the Soviet Union 

The administration's decision to ers and other human rights gains, until it codifies recent improvements
extend China's most-favored-nation If the administration did not sup- in emigration policy. (Story, p. 1640)
(MFN) trade treatment for one year port this approach, Solarz warned at a But since China is already meeting 
guarantees another showdown. Bush hearing before three House Foreign the improvements in emigration re
had until June 3 to extend MFN sta- Affairs subcommittees May 24, the quired by Jackson-Vanik, administra
tus, which entitles a country to stan- day of the president's announcement, tion officials argue, there is no basis for 
dard U.S. tariff rates, it could "run the risk of immediate denying MFN. Punishment, they said,

By acting early, he avoided making termination" of MFN. "I assure you, is better meted out in the form of sanc
the announcement on the eve of the Congress will move forward," he said. tions, such as a ban on military sales and 
June 4 anniversary of the killings of restrictions on World Bank loans. How-
Chinese student demonstrators and Impact on Human Rights ever, some on the panel question 
got it out of the way before his May So far the administration has whether China's emigration policies
31-June 3 summit with Soviet leader shown no interest in tying MFN to meet the Jackson-Vanik requirements.
Mikhail S. Gorbachev. human rights conditions. The larger administration concern, 

Earlier in the week, after a Republi- "Let me emphasize that granting however, is that imposing new restric
can meeting at the White House, Sens. MFN is in no sense an act of approval tions would open a trade policy Pan-
John H. Chafee, R.I., and Alan K. of a given country's policies," Richard dora's box. Other countries with poor
Simpson, Wyo., and House Minority H. Solomon, assistant secretary of human rights records, including South 
Leader Robert H. Michel, Ill., backed State for East Asian and Pacific Af- Africa and Iraq, have MFN status. 
Bush's move as the best way to keep fairs, said in the May 24 hearing. "It "To broaden the terms of the 
U.S. leverage in China and to encourage does not mean that the country in [Jackson-Vanik] amendment is not 
human rights improvements, question is our most favorite nation." the way to go," Solomon said. 

But after Bush's aivouncement, There is also a fundamental divi- Democrats countered that a double 
legislation was quickly intioduced in sion between the administration and a standard already exists between Beijing
both chambers to overturn -Lbe order. large bloc of critics in Congress over and Moscow. "It seems to me to boggle
The bills are likely to gain substantial whether trade restrictions would im- the mind that in the Soviet Union, 
bipartisan support. prove, or worsen, the human rights where such dramatic changes have oc-

Among the Republicans denounc- situation in China. curred, the president refuses to waive 
ing the president's decision was Bush said renewing MFN status [Jackson-Vanik," said Gejdenson, re-
Alfonse M. D'Amato of New York, would further democratic reforms by ferring to increases in Soviet Jewish 

keeping open channels of commerce emigration. "But in China, where there 
By Alyson Pytte and communication, "The people in are no changes, he waives it anyway." m 
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House Foreign Affairs Subcommittees
 
Opening Remarks
 

Ambassador Winston Lord
 
May 16, 1990
 

Mr. Chairman, Members of the Subcommittees:
 

I am pleased to appear today to discuss American policy
 
toward China.
 

For two decades through five Administrations, the United
 
States enjoyed broad bipartisan consensus on dealing with that
 
important, complex nation. But the slaughter of innocent
 
patriots in Beijing last Spring and the subsequent repression
 
have led to the first heated debate on China since the early
 
1970s. The Bush Administration and most policymakers of previous
 
ones who worked on Sino-American relations are lined up on one
 
side; the overwhelming majority of the Congress and the media
 

the other. China experts -- that's an oxymoron -- are
are on 

divided.
 

With the anniversary of the Tiananmen Square crackdown
 
approaching, I hope this gap can be closed. A united American
 
front is essential for fostering both Chinese human rights and
 

American national interests.
 

The Chinese Scene
 

There is no debate on today's China. The regime has taken
 
the nation on a Great Leap Backward -- executions, purges,
 

imprisonment, surveillance, political indoctrination and the
 
reversal of many economic reforms. All is cloaked in the Big
 

Lie. Once again ideology reigns over expertise, Maoist slogans
 
fashion and culture serves the State. Western values are
are in 


attacked; America vilified; VOA jammed. Journalists posted to
 

Beijing state: "There is no other place in the world today where
 

foreign correspondents are subject to such intense, systematic
 
harassment as we are in China."
 

The Chinese leaders blame their problems on everyone but
 
themselves -- the Western press, American pressures, Gorbachev's
 
policies, Hong Kong's impertinence. There is a siege mentality.
 

This April it was forbidden even to stroll in Tiananmen Square
 
during the traditional day of mourning. One man presented a
 

single white flower and was immediately arrested.
 

The State
Mr. Chairman, I need not elaborate here. 


Department's annual human rights report fully documented the
 
in China, confirming that the situation has deteriorated
abuses 


in virtually every area. Many ofservers, including Asia Watch,
 

have given a specific accounting of political prisoners and other
 

transgressions. Other witnesses will testify further.
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I note some counter-trends that have kept the nightmare from 
getting worse. A degree of paralysis and porousness delays or 
prevents some repressive edicts from being enforced. Through 
subtle sabotage many party and provincial officials dilute or. 
ignore hard-line instructions. The people -- unlike previous 
political campaigns -- are not jumping on the Party wagon by 
betraying others. They distrust the leadership.. They protect 
one another. They share a widespread feeling that the political 
winds will soon shift again. 

The number four student on the government's most wanted
 
list, Chai Ling, recently escaped China after hiding for ten
 
months. This would have been impossible before. I do not know
 
the extent of the underground, but surely she was safeguarded in 
many parts of China not only by students, peasants, and workers
 
but also by party officials, and perhaps public security
 
personnel.
 

Given the events of the past year, it is hazardous indeed to
 
predict the future anywhere in the world, never more so than for
 
China. I firmly believe, however, that within a few years aL
 
most we will see a more moderate, humane, open regime in Beijing. 
In the discussion period I will be pleased to elaborate my
 
reasons. When that bright day comes we can -- and should -
resume full cooperation with China.
 

United States Policy
 

Meanwhile America faces the practical policy problems of how 
to get from here to there. In previous testimony before Congress 
and in various publications I have set forth my positions. I 
submit for the record my Decenber 19, 1989 article in the 
Washington Post. Until then I had supported the Bush 
A'm -tration's general approach, although I was much more 
critical of the Chinese regime. The revelation of the Scowcroft 
missions to Beijing, which I ccnsidered a serious mistake, 
prompted me to speak out. I was reluctant to do so because of my 
admiration for the President, but I care deeply about a policy on 
which I have worked for twenty years.
 

There is a disturbing general pattern in Administration 
actions: waivers, vetoes and unrequited conciliatory moves -
and above all the double standard between China and support for 
democracy everywhere else, such as Eastern Europe, Latin America 
and South Africa. 

The choice is not Administration policy versus isolating 
China, or promoting human rights versus protecting national 
interests. Instead the choice is between the distressing 
symbolism of fawning emissaries a I a cool, working level conduct 
of necessary business. The choice is between toleration of 
egregious human rights violations and a principled approach 
consistent with our global posture. We should align ourselves 
with the Chinese people and future leaders rather than with a few 
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personalities who will shortly be swept from the stage.
 

In brief, we need a policy that blends condemnation and
 

connection; features diverse approaches to various constituencies
 
depending on symbolism and productivity; suspends certain
 
programs while preserving foundations for better times; and
 
encourages China in the direction of greater economic reform and
 
political pluralism.
 

In specific terms this translates as follows:
 
-- Maintain a dialogue on international issues such as
 

missile proliferation, Cambodia and Korea, but through
 
Ambassadors and international forums rather than high level
 

envoys. 
-- Continue to suspend military ties. 

Continue to suspend special economic privileges and 

World Bank loans. 
-- Continue to suspend further liberalization of export 

controls on technology. 
-- Allow our private business sector to make its decisions 

on economic grounds, i.e. Chinese policies on reforms, trade and 

investment. 
-- Pursue those academic and cultural exchanges which are
 

still fruitful despite the present climate.
 

Throughout, our rhetoric should affirm that the Chinese
 

people are not different in their basic aspirations from Eastern
 
Let us discard the
Europeans and others around the globe. 


condescending attitude, reflecting unconscious bias, that somehow
 

for China. This is
 

China, because of its size and traditions, cannot afford to move 

toward democracy. 

The iFJ Issue 

Against this backdrop, we must consider the issue of 

maintaining most-favored-nation trade status 

difficult as we weigh various factors -- the repression in
 

China, the recent lines of our policy, American national
 

interests, Chinese human rights, and future prospects.
 

some time with this question, consulting
I have wrestled for 

American government officials, members of Congress, business
 

people, academic experts, Chinese in this country, and citizens
 

from Hong Kong. In the May 9, 1990 New York Times I set forth my
 

conclusions and recommendations. I include this article for the
 

record as well.
 

There are colid grounds for revoking MFN status. The
 

preamble to the Jackson-Vanik Amendment and the legislative
 

history underline the relevance of the general human rights
 

situation. As I have stated, the record is clear. The Chinese
 

landscape is bleak.
 

As for the specific criterion of free emigration, the
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picture is somewhat mixed. In some categories the number of
 

visitors is up, either through official toleration, the 

permeability of the system, or the benign connivance of officials 

and institutions. On the other hand, tough new requirements for 

graduating students and other scholars -- formalized after the 

President vetoed the Pelosi Bill -- prevent many others from 
leaving China. Thousands in jail, or those confined to our 

embassy, obviously cannot emigrate. Countless other Chinese 

cannot obtain exit papers or do not dare try. 

The most serious argument for MFN revocation is that its
 

extension could be misconstrued. The re. ime might portray this
 

step to the Chinese people as business-as-usual with the United
 

States. This risk is all the greater, unfortunately, because of
 

the thrust of Administration policies.
 

For these reasons i strongly oppose the simple extension of
 

.IFN status without accompanying actions. The hardliners in
 

Beijing could argue that their repression entails no
 

international costs. They could conclude that there is no limit
 

to our forbearance toward their abuses. So might President
 

Gorbachev as he contemplates his treatment of the Baltic States
 

and his summit with President Bush on the very eve of June 3.
 

On the other hand, there are several persuasive reasons to
 

extend MFN, so long as this move is imbedded in a larger package.
 

Termination of the trade status would hurt the wrong people
 

in China. These include entrepreneurs, business people, Chinese
 

in the coastal areas and economic zones who are most dependent on
 

foreign trade and investment and most committed to reforms and
 
as
opening to the world. Meanwhile, the regime would use America 


a handy scapegoat for the floundering Chinese economy.
 

We would severely damage the prosperity and morale of Hong
 
to us pass through
Kong. Seventy percent of China's exports 


there. Mlillions working in Hong Kong and southern China would be
 

affected. As Hong Kong residents look toward 1997 with
 

trepidation they can ill afford additional economic and
 

psychological blows.
 

We would harm many Americans -- consumers, importers,
 
The United
exporters, business people in Hong Kong and China. 


States would lose many markets and investments, perhaps
 

permanently. Others -- like Japan, Europe, South Korea, 
They would profit at
Taiwan -- would not follow our lead. 


America's expense.
 

undercut our long term objectives.Finally, we would 
we should not grant any new privileges to China, and weCertainly 

should continue to halt various activities. But we should be
 

careful about dismantling frameworks that we have labored over
 

time to construct. Once commercial and personal ties with
 

progressive elements in China are severed, they are difficult to
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TRADE 

Looking South for Agreement
 
Suddenly Gains Currency
 
Chancesfor a free-tradepact with Mexico 

clouded by labor,immigrationconcerns 

ith visions of a North American "The Canadian agreement was notW 
trade bloc suddenly bright on all that it could be," said Richard T. 

the horizon, the thought of a U.S.- Schulze, R-Pa. "The Mexicans should 
Mexico free-trade agreement is enjoy- know that we would not just come 
ing an overnight vogue in the White bearing gifts. We would also be bear-
House and on Capitol Hill. ing demands." 

"When I first proposed this eight 
years ago I was laughed at," said Rep. Hills on the Case 

Bill Richardson, D-N.M. U.S. Trade Representative Carla 
But the United States and Canada A. Hills was on hand June 14 and said 

already have a free-trode agreement. the Mexican government had "under-
A similar arrangement with Mexico gone a sea change since 1988" in its 
could create a single North American approach to trade and the economy. 
market with a population soon to ex- She said Mexico had reduced its 
ceed 400 million, tariff rates from 100 percent to 20 per-

And, as Mexican President Carlos cent or less. Moreover, she said, only 
Salinas de Gortari has noted, that goods representing about 7 percent of 
would be larger than the European the total value of U.S. exports to 

Mexico are still subject to the previ-Community. 
Nonetheless, the prospect of un- ous import license requirements. 

limited immigration, coupled with Hills said Mexico still had inade
wage competition from workers re- quate protection, such as patent laws. 
maining in Mexico, has raised doubts for intellectual property. But she said 
among some members this and other issues might be success-

The issue was aired June 14 by the fully addressed in the continuing 97-
House Ways and Means Subcommittee nation talks under the General Agree
on Trade, which heard primarily from ment on Tariffs and Trade (GATT). 
enthusiastic members and outside wit- Mexico already is the third largest 
nesses. Critics, including industry asso- U.S. trading partner, after Canada 
ciations and labor unions, are ached- and Japan. The United States ac
uled tc have their say June 28. counts for two-thirds of Mexico's 

Although most of the talk on June trade. The two countries exchanged 
14 was hopeful, several members in- goods worth about $52 billion in 1989, 
terrogated witnesses about obstacles, with U.S. exports to Mexico repre

'A well-paid (U.S.] industrial senting $25 billion of that amount. 
worker is bound to suffer," said Don J. Business spokesmen John E. Aver\. 
Pease, D.Ohio, adding that an agree- company group chairman of Johnson & 
ment would create "winners and los- Johnson, and James D. Robinson III. 
ers" and saying he would want to chairman of American Express Co., 
know in advance "who would be in stressed Mexico's importancs, as well as 
each category." its new economic orientation. 

Charles B. Range), D-N.Y., said co- Avery, whose company has been 
caine shipments across the Mexican doing business in Mexico since the 

than doubled in the 1930s, said a single North Americanborder had more 
past two years. A free-trade agree- market was inevitable. 
ment, he said, "would make it more "It's just a matter of time before it 
difficult to keep contraband from en- happes," he said. "There is dramatic 
tering the United States." cheiige happening in the world, and 

Moreover, the Canadian pact, which M'~xico is in the forefront of it." 
took effect in 1989, has left more than a Robinson, who is also co-chairman 
few members grumbling about both the of the influential Business Roundtable, 
protracted negotiation and the results. said economic dislocations in the 

United States should be addressed "as 
By Ronald D. Eitng part of any sensible agreement" be
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tween the two countries. 
"Protectionism doesn't 

work," said Robinson. "Trade 
creates business opportuni-
ties, and business opportuni- "to 
ties create jobs." ,' 

This was a theme that Sa-
linas stressed during his visit 
to the United States, which 
included meetings June 11 
with border-state members, 
Senate Majority Leader 
George J.Mitchell of Maine 
and other senators. 

Hills acknowledged inter
est in this kind of global trad
ing clout but reiterated the' _.adniinistration's commitment 

opening markets through 
GATT. She also reminded the 
members that much of Mexi. 
co's recent trade liberalization 
had followed that country's 
admission to GATT. 

Also tempering enthusi
asm about a prospective 
North Amnerican trading giant 

A U&C.AL AN-INS were concerns about the mi-
Salinas said the $10 bil- extcan Presidont Carlos Salinas lunched with Majority Leador croeconomic effects. 

lion increase in U.S. exports Goorge J.Mitchell and several other senators June 11. Frank J.Guarini, D-N.J., 
to Mexico in recent years had 
created "thousands of jobs" in the 
United States. 

Moreover, he said, his ultimate aim 
was to "export products, not workers." 
He said the lack of a trade agreement 
might mean more unemployment in 
Mexico and force more workers to 
cross the border illegally, 

Salinas said other nations with 
low-wage labor forces, such as in Asia, 
did not pose such a threat because 
their workers could not reach the 
United States as readily. 

Man with a Mission 
Reversing years of resistance in his 

country to the encompassing embrace 
of the U.S. economy, Salinas has 
pushed the trade pact as a response to 
the European economic unity sched-
uled for 1992. 

He met on June 10 with President 
Bush at the White House, and the two 
endorsed the idea of a "comprehensive 
free-tiade agreement" to be negoti-
ated "in a timely manner." 

The wording was significant, be-
cause it triggered only what are called 
"consultative talks" rather than true 
negotiations. These talks between 
Hills and Jaime Serra Puche, Mexico's 
commerce and industrial development 
minister, are likely to continue 
through the remainder of the year. 

Existing law, updated by the 1988 
trade act, provides expedited "fast-
track" procedures for congressional 
approval of a bilateral free-trade 
agreement. 

For the agreement to qualify for the 
fast track, the president must notify the 
Senate Finance and the House Ways 
and Means committees once he is ready 
to start formal negotiations. 

The committees may disapprove 
within 60 days, thereby eliminating 
fast-track procedures, which limit the 
time the committees may take in con-
sidering such an agreement and also 

bar floor amendments. 
The purpose of the fast-track au-

thority is to allow negotiators the free-
dom to bargain with a guarantee that 
the deal they cut with the foreign coun-
try will be accepted or rejected in toto. 

In the case of the Cmtnadian pact, 
formal negotiations took three years. 
While somewhat controversial in the 
United States, that pact was the cen-
tral issue for an entire national elec-
tion in Canada. 

At the June 14 hearing, Sub-
committee Chairman Sam M. Gib-
bons, D-Fla., said he hoped the Mexi-
can agreement could be negotiated 
"on a more compact schedule." 

He also said he preferred a com-
prehensive agreement to a narrow one, 
aomewhat of a contrast with Salinas' 
more circumscribed proposals. Salinas 
has said he does not expect to include 
oil as part of a free-trade agreement. 

Mexico is one of the hemisphere's 
main exporters of oil, although its 
exploitation of that resource has not 
yet met earlier expectations. 

Good Jobs, Good Wages 
Gibbons said he did not favor 

building "huge trading blocs," except 
as a means toward "seeking free trade 
all over the world." 

But several other members seemed 
at least as interested in the intermediate 
goal of a North American trading pow-
erhouse. "A united North American 
continent would clearly increase our le-
verage (with) a united Europe and with 
the Pacific Rim," Schulze said. 

Appearing as a witness with Rich-
ardson was Rep. Jim Kolbe, R-Ariz., 
who spoke glowingly of Salinas' mar-
ket-oriented reforms: "They've moved 
so dramatically that it just boggles the 
mind down there." Kolbe said a Mexi. 
can trade agreement could be "the 
cornerstone of a comprehensive hemi-
spheric trade policy." 

said some labor experts had 
forecast a loss of 400,000 U.S. jobs as a 
result of a free-trade agreement. Rich
ardson and Kolbe said such fears were 
misplaced. Some jobs would be lost, 
they said, but others would be created. 

Pease said the promise of replace
ment jobs might be hollow if they paid 
little more than minimum wage. "Why 
should a congressman fro,n northern 
Ohio vote for a free-trade agreement 
such as this?" he asked. 

Said Kolbe: "Our ultimate goal is 
to raise the standard of living in both 
countries." 

Avery said his company "faced 
that issue when we opened up down 
there . ..and we soon had more Amer
ican jobs than we had before or than 
we would have had without our Mexi
can operations." 

Bill Thomas, R-Calif., said he ex
pected "the meatier fruit" of a Mexican 
trade agreement to involve agriculture. 
But he warned that moves designed to 
improve trade in fruit and vegetables 
coald also create "some conflict with 
Argentina and, increasingly, Chile." 

Guarini returned repeatedly to the 
problem of illegal immigration, noting 
that the Mexican border was being 
crossed not just by Mexicans but also 
by refugees from many other countries. 

Both Guarini and Rangel, chair
man of the Select Comnmittee on Nar
cotics Abuse and Control, urged Hills 
to raise the issue of drug trafficking in 
her talks with Serra. 

Hills said she preferred to focus her 
work on "licit trade." Rangel replied 
that the drug problem "should have the 
same sort of priority as legal trade." 

Guarini then compared the issue to 
human rights concerns the United 
States routinely interjects into other 
trade negotiations. "It's such a great 
opportunity to bring all our problems 
to the table," he said. 

"We're going to have quite a ta
ble," said Hills. a 
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Executive Summary 

Regional trading blocs appear to be a growing force in the global 
economy. The new U.S.-Canada Free Trade Agreement. plans to 
form a unified market in the European Community and a poten
tial Asian yen trading zone sre clear signs that the role of re
gional blocs is increasing. In addition, numerous regional agree
ments have been formed in Latin America, Africa. South Asia, and 
Southeast Asia. 

This study is one of the first in-depth examinations of this 
international trend and its Impact on corporations, workers and 
governments. As part of the study, the National Planning Asso
ciation surveyed the members of its policy committees, many of 
whom are chairs, vice chairs, presidents, or CEOs of leading 
American corporations. The majority of the-se executives-88 per
cent-believe the world economy is shifting more in the direction 
of regional trading blocs. Roughly 75 percent think this trend will 
hurt the General Agreement on Tariffs and Trade, which has pro
vided the internaonal rules of the road for a vast portion of world 
trade since the late 1940s. Thus, a larger role for regional blocs 
could have a major impact on the international economy. 

MULTIUATERALISM VERSUS REGIONALISM 

One way to understand regional trading blocs Is to compare 
them with the GAiT. As indicated in the following chart, the key 
principle behind the multilateral GAIT system is nondiscrimina
tion, while regional trading blocs are founded on the principle of 
preferences. Bloc members can practice discrimination in grant
ing different preferences to various nations. The GAIT system is 
open to all nations who are willing to follow certain basic rules, 
whereas a regional trading bloc may not be open to all who wish 
to join and agree to follow the bloc's basic rules. 

Backers of multilateralism tend to base their views on con
cepts such as free trade, comparative advantage and economic 
liberalism. Backers of regional trading blocs-which often take the 
form of free trade areas, customs unions or sectoria! agreements
favor free trade in certain cases but also often endorse what is 
called neomercantilism. They base their economic world view on 
concepts such as strategic trade theory, managed trade and eco
nomic nationalism rather than the traditional concept of compara
tive advantage. 

As the hegemonic leader of the Western world after World 
War II, the United States was a major force behind the GAT. 

IX 
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A COMPARISON OF THE PRINCIPLES AND CHARACTERISTICS 
O7 THE GATT AND THE R GIONAL TRADING BLOC MODEL 

__.__= =. 

GAT Principcles and Regionl Trading BlocCblractertiC Principles ad Chasrcteriatics 

(1 	 Trade is based on the (1) Trade Is based on the 

principle of nondIacrlmlna- principle of discrimination, 

uon. (2) Nations within the bloc 


(2) 	 All menmbera are bound to share special preferences 
grant aa favorable treat- not granted to nations 
ment to each other as outside the bloc. 
they give to any other (31 Protection is often pro-
member. I.e.. most-favored- vided through quantitative 
nation status. restricuons as well as tar-

(3) 	 To the maximum extent ills.
 
possible. protection should (41 Basic Ideas include eco
be provided only through nomic nationalism or re-

tariffs. gionalism. bilateralism.
 

(4) 	 Basic Ideas Include eco- and trade often based on 
nomic liberalism, multi- strategic trade theory and 
lateralism and free trade neomercantlism. 
based oia comparative ad- (51 The bloc may not be open 
vantage. to all who wish to Join 

51 	 The system is designed as and are willing to follow 
a community open to all membership rules. 
who are willing to follow (6) The bloc may funcUon a 
membership rules. an exclusive club that 

(61 	 The goal is to build a unt- generates a 'them versus 
fled and integrated global us' paychology. 
system. (7) in the view of some advo-

(7) 	 Under Article XXIV. the cates. blocs are a way of 
system provides a three- building a stron:'er multi-
part test to determine if a lateral aysttm in the long 
regional trading bloc Is run. 

and many American government, business and labor leaders 
backed the multilateral trading system. However, because of the 
relatively declining U.S. share of the global economy, American 
leadership has been unable to push multilateralism wltb the same 
force It used prior to 1980, and a growing number --f public and 
private sector leaders are now flirting with the notion of regional 
trading blocs. Furthermore. many U.S. leaders question the corn-
paratlvely high cost to the United States inder the multilateral 
trading system in relation to other GAT" members, wh, they at-
gue. should be paying a larger share. 

EXECrIVE sUMM~ky 

TWO-TIERED POLICIES 

Outside the academic community. there are few advocates of 

either pure multilateralism or pure regional trading blocs. In most 
cases, political, business and labor leaders support policies that
mix 	features of both systems. Under such a two-tiered policy, for 

example, economic liberalism and free trade may Increase within 
a regional trading bloc: converseiy, economic nationalism or eco
nomic regionalism may become a stronger force outside a bloc. 

Implementation of a two-tiered policy could greatly alter the 
international trading system. If. through a policy mix, the United 
States makes a significant move away from multilateralism, the 
GATT will be seriously harmed. The hope is that a two-tiered pol
icy 	for the United States can be constructed so as not to harm 
the 	GAT. 

HUMAN RESOURCE IPACJs 

The growth of regional trading blocs also could substantially 
influence labor markets and labor-management relations. Increased 
dependence on blocs rather than on the GATl" could present 
management with many new options concerning employment pat
teMs. compensation structures and unionization levels. 

In 	 reacton to these new realities, labor is starting to strive 

for regional labor, health and safety standards. In the European 
Community. labor is currently playing a major role in the draft
ing of EC-wide labor market and social policy standards. In the 
United States. labor has shown a strong Interest in trade policy 
and legislation. 

DIVERSE VIEWS 

Ibis study presents a number of views on the issue. Chapter 	 I is a basic Introduction to regional trading blocs written by
the editors. It traces the economic and political reasons behind 
the regional trading bloc trend. Chapter 2. by C. Michael Aho. 

Director ol Economic Studies at the Council on Foreign Relations. 
presents the case against the growth of regional trading blocs. 
Chapter 3. by Richard Cooper. Director of Tax Economics, Price 
Waterhouse. details the points in favor of regional trading blocs. 
Dr. Cooper explains how to maximize the benefits and minimize 
the 	costs of regional trading blocs. 

Mark Anderson. head of the Office of International Trade at 
the AFL-CIO, offers a view from labor In Chapter 4. He highlights 
the problems the GATT has created for American workers In re
cent years. In Chapter 5. Richard Belous. NPA Vice President of 



XiIEXECUTIVE SUMMARYL SUMMARYxii 	 . nCU'IivE 

may act to address problems that the GAT" has been unable-up to now-
International Affairs. explains how regional trading blocs 

as a new wild card in labor-management relations. to resolve. This study presents he Important arguments for and 

labor matters ahaist 1),th regional and nlulllaicral trading systems in an ef
in Chapter 6. Herbert Weiner. a Consultant on 

career Foreign Srvice frt o understand the problems of the present system and the 
to the Department of State and a lorIer 

States' alteniatives for its future.officer. discusses the philosophy underlying the United 

support of the Mar-Shall Plan and of Europe's eflorts to build a 

Chapter 7. Michael Calingaert examinesunified community. In 

how EC 1992 could affect the European Community's trade pol

icy and actions. Mr. Calingaert Is the Director of European Op-
Association and a

erations for the Pharmaceutical Manufacturers 

former NPA Visiting Senior Fellow. 
of the C.D. Howe InstituteFarrow. former President 


Lybrand. and Robert
 
Maureen 

and a Senior Economist with Coopers and 

York. a Policy Analyst at the C.D. Howe Institute and Canadian 

Research Director of the Canadian-American Committee. analyze
 
FTA and EC 1992 for


the policy implications of the U.S.-Canada 

in Chapter 8.
Canada and the United States 

a Senior Economist with the Congressional Re-
Dick Nanto. 


Library of Congress. focuses on the reac
search Servce of the 


tions of Japan and its neighbors to the growth of regional trad

the Chief Executive Offiing blocs in Chapter 9. Richard Tropp. 


cer of Washington Development Capital Corporation. takes a close
 

look at U.S. government and business approaches to regional trad-

South Asia. and Southing agreements in Latin America. Africa. 


east Asia in Chapter 10. Rebecca Hartley. an NPA Fellow in the
 

in Chapter 11 the evolution of

international program. examines 


the Eastern European trading bloc. the Council for Mutual Eco-

Associate Profesnomic Assistance. In Chapter 12. Peter Morici. 

an NPA Senior sor of Government at the University of Maine and 


the attractions and disadvantages of forming
Fellow. looks at re

gional trading blocs.
 

UNDERSBANDING THE ALTKATIVE8 

wasChanges in the international economy since the GAIT 


formed-the rise of important new trading sectors and the adjust
to gain. significantment costs associated with losing, 	 or failing 


been responsible for creating
inter.ational market shares-have 
with the GAITs mechaunrest and disenchantment 


nisms for regulating international trade. Some GAT" contracting
 

have created customs unions and
 

considerable 

parties and associated countries 


free trade zones that have been inconsistent with the GAIT sys
have generally
tem: the major industrialized 	 nations, however, 


principles of the GAT.
continued to support the basic 
now be seeing the rise of significant support for

We may 

use of regional trading blocs as a way


managed trade through the 



USTR Issues Reports on Procurement
 
And Intellectual Property Protection
 

As requiredby the Omnibus Trade and Competitiveness 
Act of 1988. the U.S. Trade Representative recentl' 
issued annualreoorr. on other governments' policies on 
procurement and intellectual property protection. in 
government procurement, no coun;.ie.. were singled out 
as having discriminatorypo'icies, but problems with a 
number of countries wi'ere outlined. Under the "Special
301'' prov'ision of the act, the US IR reported that 
several nations had strengthened intellectualproperty 
protection in the past year; the report highlighted 
remaiaingproblems with several countries. 

Government Procurement 
Although the United S'ates expressed concern about 

government procurement procedures that discriminate 
against U.S. goods and services in several countries, the 
U.S. Trade Representative (USTR) decided thLt none 
met the criteria for idewification as a discriminating 
country. 

Under the Ornibus Trade and Competitiveness Act 
of 1988 (Title VII-Buy American Act) the USTR is to 
identify, in a report to Congress by April 30 of each 
year. countries that violate the GATT Agreement on 
Government Procurement or meet three criteria for dis-
crirnination in areas not covered by the Code; the same 
criteria applN to countries that have not signed the 
Code. The criteia arc: a '.gnificant pattern or practice
of discrimination in go\ ernment procurement againt 
U.S. goods and services; identifiable harm to U.S. busi-
ness; and siglilficant purchases by the U.S. Government 
of product: or services from the countr). 

USTR Carla Hills emphasized that the Administration 

is giving top priority to a renegotiation of the Code that 

would expand it,coverage to such currently excluded 

sectors as heavy electrical equipment and telecom-

munications. The Procurement Code talks have been 

timed to coincide with the Uruguay Round of the 

GAIT, which isscheduled to conclude in December. 


The USTR is providing Congress information on the 
following countries and regions. whose procurement 
markets are of particular significance, where substantial 
procurement problems have arisen: 

0 European Community. EC heavy electrical equip-
ment and telecommunications markets are importani to 
U.S. suppliers. The EC and the United States are 
engaged with other Code signatories in talks to expand 
the Code. Progress toward achieving nondiscriminatory 
procurement opportunities will be monitored closely 
over the next year. 

0 Germany. The United States is especially con-
cerned about access to the heavy electrical equipment 

and telecommunications sectors. 
France. The United States is especially concerned 

about access to the heavy electrical equipment and tele
communications sectors. 

0 Italy. The United States is especially concerned 
about access to the heavy electrical equipment and tele
communications sectors. 

0 Greece. The United States seeks to have Greece 
establish overall non-discriminatory procurement 
policies. 

0 Japan. In the past, U.S. firms have encountered 
substantial procurement discrimination in the Japanese 
market. Recently, however, important progress has 
been made in several sectors, including satellites and 
supercomputers. The United States seeks a successful 
conclusion of the two-year review of the Major Projects 
Arrangement on construction, scheduled for May 1990. 
• Australia. The United States is especially con

cerned about certain offsets policies. The United States 
encourages Australia to join the Code and to bring its 
policies and procedures in line with the obligations of 
the Code. 

The USTR reported on recent procurement develop
ments. A dispute settlement proceeding initiated bN the 
United States under the Code involving procurement of 
electronic toll booth collection equipm,..nt by the Gov
ernment of Norway was resolved successfully last 
month through cooperative negotiations. Norway has 
taken actions that offs:t the effect of this procurement 
on the U.S. bidder, and has agreed to take steps to 
ensure that future procurements are carried out in 
accordance with Code p~ocedures. There are no other 
formal Code violations alleged at this time by the 
United States against an) country.

The USTR expressed satisfaction with the decision 
made by Korea to seek accession to the Code. The Gov
ernment of Korea announced in March its decision to 
accede to the Code, and will submit an initial entities 
list by June 30. In February, Korea agreed to include in 
its proposal to the Code Committee telecommunications 
contracts of major government entities procuring tele
communications equipment. 

Intellectual Property Protection 

The U.S. Trade Representative (USTR)reported a 
number of examples of strengthened intellectual prop
erty rules by foreign governments since the last stat
utorilv mandated review a year ago. The USTR also 
cited several countries for continuing problems, includ
ing Indonesia. Turkey. the Philippines, and the Federal 
Republic of Germany. 
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On May 25, 1989. the USTR announced that under 
the Special 301 intellectual property provisions of the 
Omnibus Traoe and Competitiveness Act of 1988. the 
Administration had singled out 25 trading partners 
whose practices deserved special attention. Of these. 17 
were placed on the Watch List, while the remaining 
eight were placed on a Priority Watch List. (As reported 
in the May 7 issue of Business Anmrica, the USTR this 
year listed 23 countries whose intellectual property 
practices require special attention.) 

The status of the eight trading partners placed on the 
Priority Watch List in 1989 was carefully reviewed last 
Nov. 1. Saudi Arabia, Korea and Taiwan were moved 
to the Watch List at that time because of significant pro-
gress in the protection of intellectual property rights. 
The Administration had expressed concern in November 
about certain intellectual property practices of two coun-
tries that remain on the Watch List: Malaysia and 
Turkey. 

In January 1990. Mexico was removed from all lists 
after it published its "Industry and Trade Sectoral 
Plan" outlining the Mexican Government's intention to 
improve process and product patent protection. in addi-
tion to improving the enforcement of trademarks and 
providing enhanced protection for trade secrets. 

Examples of strengthened intellectual property rules 
cited by the USTR include: 

* In April 1990. the United States secured Malaysian 
Government commitments to amend its copyright law 
and accede to the Berne Convention by the end of this 
year. 

0 The United States signed an agreement in March 
1989 with Indonesia establishing bilateral copyright 
relations, and in October 1989, Indonesia enacted its 
first patent law. 

S In April 1990, the EC tabled a legal text in the 
Uruguay Round negotiations on the Trade Related 
Aspects of lntellec ial Property Rights. 

* The United States signed trade agreements with 
Poland and Czechoslovakia in March and April 1990 
that include strong terms for intellectual property rights 
protection. 

0 In March 1990. Yugoslavia amended its patent law 
to extend the term of protection to 20 years from filing. 
among other improvements. 

* Chile passed a new patent law in January 1990. 
* In January 1990. the FRG increased penalties for 

intellectual property infringement. 
* Saudi Arabia implemented a ne', copyright law in 

December 1989. 
0 The PRC submitted a draft copyright lay to the 

National People's Congress Standing Committee and 
patent law amendments to the State Council in Decem
ber 1989. 

0 Colombia passed a law defining computer software 
as a copyrightable material in June 1989. 

0 !n November 1989, Portugal increased penalties 
for audio piracy. 

0 Italy introduced legislation to prevent computer 
software piracy in November 1989. 

0 Spain extended patent protection to U.S. plant 
varieties on a reciprocal basis in June 1989. 



lM Working Paper $3163 

November 1989 

INTUnJATIONAL TiADE gFTKCTS OF VAWI ADO&D TAXATIOm 

The actual value added tax systems used in many countries differ 
significantly from the completely general VAT that has been the focus of most 
economic analyses. In practice, VAT systems exempt broad classes ot consumer 
goods and services. This has important implications for the effect of the VAT 
on international trade. 

A value added tax is somatimes advocated as a way of improving a country's 
international ccmpetitiveness because GATT rules permit the tax to be levied on 
Imports and rebated on exports. This leads to political support for the VAT 
among exporters and producers of inport-coepecinS products. 

For a general 'SAT on all consumption, this argument is incorrect except in 
,he very short run because exchange rates or domestic prices adjust to offset 
the effect of the tax on the relative prices of domestic and foreign goods. 
When prices or exchange rates have adjusted, a general value added tax will 
have no effect on imports and exports. 

In practice, the value added tax frequently exempts housing and many
 
personal services. The VAT thus raises the price of tradsables relative to
 
nontradeablee and induces a substitution of housing and services for tradeable
 
goods. Since this Implies a reduced consumption of imported goods, it also
 
implies a decline in exports. The most likely effect of the Introduction of a
 
VAT would thus be a decline of exports.
 

Paul Krupman Martin Feldstein 
Department of IEconomics KM 
Roem 252-363 1050 Massachusetts Avenue 
NIT Cambridge, KA 02138
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Cambridge. MA 02139
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ABSTRACT 

The existence of a relatively large pool of underemployed workers is an 

important factor to consider when looking for political and economic solu

tions to the current problems in Central America and the Caribbean. In 

Central America, the labor force is growing more rapidly than the econo

mies can handle. 
This paper provides estimates of expoit-employment linkages for man

ufacturing exports fror.1 Costa Rica, the Dominican Republic, El Salvador, 

Guatemala, Honduras, Jamaica, Nicaragua and Panama in an effort to as

sess the potential of trade expansion to generate new jobs in the region. 

Reasonable trade expansion scenarios are then reviewed and the related 

employment is compared to expected labor force growth through the year 

2000. This paper concludes with a section on the implications for pub

lic policy both in the United States, and in Central America and the 

Caribbean. 
In general, the expected new employment generated by manufactured 

exports will be rather small in comparison to the rapid increases taking 

place in the labor forces of Central American and Caribbean countries. 

Only in Costa Rica, and possibly in the Dominican Republic, can it be said 

that new manufacturing exports will contribute significantly to fulfilling 

employment needs in the rest of the century-and only if the export 

growth rate substantially exceeds 13 percent. 
A large majority of new employment, even within Costa Rica and the 

Dominican Republic, must be generated by agricultural exports and by 
conproduction (manufacturing as well as agricultural) for domestic 

sumption. 
The region will continue to require the help of the external donor com

munity. On the aid front, a broad-based development strategy should be 

adopted to generate the necessary employment. Domestic expansion 

must be seen as a complement, rather than a competitor with export 

growth. As for trade policy, industrial-country barriers to trade in labor

intensive products should be removed, especially in the apparel, tex

tile, leather and fur, footwear, pottery, handbags and wood product 

industries. 
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Textile Thunder and Lightning
 
By MARC LEVINSON 

A scandal sooo may break on 
these pages. According to the 
Washington rumor mill, Influential 
members of Congress are poised to 
unveil allegations of widspread 
fraud Involving imported clbing. 
Garments made tn Chin, they %vll 
claim, are being mildentied u
products of Macac and Hong KongprouctsfMaaoe e U. o n Kong n 
to evade US. quotas. Look for In-
vestigationa and speeches, and the 
predictable thunder and lightning 

The timing is not coincidental, 
for Congress is debating a textile 
bill cnrce again And the timing of 
that debate is not coincidental, el-
ther. 

In Geneva, Switzerland, negoUa-
tor from the United States and 1015in a tangle of rules that restzct 

Mr. Hollings' bill doesn't stand 
much of a chance of becoming law; 
President Bush is sure to veto it. 
But that's ot the point. The point 
is to send a mcsage to thoe go-
tiators in Geneva that they should 
forget about opening up trade in 
textiles and apparel. If they don't, 
Mr. Hollings would have them 
know, the sweeping trade accord otheyre seepting wl . 
they are neCotiating willt.f 
oppositionon Capitol Hill. 

Ti isn't the first time thn tex-
tile industry has sent such a Mes-
sage Since the early I9Es, textile 
manufacturers In the United States 
and Europe have succeeded In 
wrapping trade in ootton, woolen, 
polyester and even tIw~eproducts 

other countries are discussing ways 
to lower the restrictions that hem 
global trade in textiles That's Like-y to mean that the United States 
will have to allow Ininor" foregnS. taet ancl tureinrs on' 

US textile manuacturers don't 

nest F.legislationHollings, that would alowduced l-S.C., has intro-
the toal amount tof tetwl procts 

enterig the country to rise by onlye% a year Since US consumptin 

of textile products grows at about 
2% a year. Mr. Holltngs' bill as-
sures that US. producers will gain 
market share year after year His 
bill was voted out by the Senate 
Finance Committee last Thursday. 

imports. Th United Stas, West-
ern Europe and, incrawngly, i. 
pan put tight quotas on Imports ofparticular types of cloth and ar-
zwet rons particuar coutries. 
t At prt the Un i es 

h A reents th Uni eslihs agreements with 42 countries 
Ilntina Imports of cotton toe,man-made-fiber brassieres and 
dozens of other products. Roughly 

% oall textile products cominginto te United States are subject 

Were car parts or tape record-
ers at issue, those quotas would be 
illegal under the rules of the 97-na-
tion General Agreement on Tariffs 
and Trade. But by the agreement 

of its members. GATTs rules don't 
apply to textiles. The current Dego-
tiations in Geneva would bring tea-
tile trade under the same rules as 
trade in other commodities. That's 

s last thing American textile pro-
ducera want. 

Tat's the Last thing mot for-
e b ln te Last -hnmost fo 

eign textile producers want, tooQuotas raise the price of clothing
in the U, market, which maans 
higher profits for foreign produe-
era. And since the quotas are hand-
ed out on a country-by-country ha-
sis, manufacture" In high-wage 
countries like Taiwan and Hong 
Kong know they won't be driven 
out of the US. m&Aet by manufac-
turers from low-wage countries, 
Uke India and Ciria. 

To cut this oppositon, 
the United States has offered a 
rather imgtnatve proposal in Gorater 

Ten years from now, all barriers 

to textile trade, in othe contries 
a well as In the United Stte, 
would disappear. In the meanwhile,country-specllic quota would re-
main in place where they already 
exist as a concession to exporterswho don't want to lose their valu-
able access to the U.S. and Europe-
an markets. No new quotas could 
be Imposed. And the existing cnun
try-specific quotas would not grow. 
as the allowable amount of imports 
expands over the 10-year transiton 

period, the entire amount of in
crease: would be filled by whatever 
country could ship the goods at the 
lowest cost, not by some lucky 
hboder of quota rights.

This would have a major inpart
Tncou l heanited Stat
 

Textii and apparel quotas add bl-.
 
Ilo ; an a mily
 

lions In every American family'sannual clothing bilL The burden Is 
highest on low-income families, 
who spend a far greater share of 
tk4ir incomes on clothing than do 
t e wealthy. 

Some jobs in clothing manufac
turing are preserved as a result. 

of each ob saved by the quotas at 
over $40,000 a year - several 
tm the average annual PAY Of l 
tiughs JM machine operator. 

The US textile industry, of 
coufe, proihtstandsomely fromprotection. Most of its members 

want to see trade barriers as high 
as they can get them. 

if the textile manufacturers 
could put a stop to the regotiatJons
in Geneva. they would. They can 
not. But they can count on their 
reliable allies on Capitol Hill to 
provide a little thunder and light
enig at the appropriate time, just 
in cas anyone in Geneva Is watch-

Marc Levinson u editorial directo 
of The JoUMaJ of Commffm 
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PAUL GREENBERG 

."H
ad
ngwith the 
exception of arms PraPnl5. Per 
la no p-t ofthatstrategy d i 

tho eilrdn ihs a ,more to Pies ce the Iran Curtain t i
the od[trir~s 

set bodae ont thatas Aeiny 

enset I pasts yageset strong ram 


=t wa f eagr.astSo v Uniountreeeendepraettodrnz:Sen e Ion as itha St bic uman 
aze rhee zsa h 

bn was asts m when ft 
to offer trade and CftW TW 

an of f The wa th e19 eee mt e n a nfd th ytwme w their , and the etm 
was a wtobta-Lan power t refused 
to let its people go. E- now the 
Soviet Uon cannot trade with the

Uitea mge fystenthUited 

change because the Soviet unio Is 
dwgn.• geineatlcIf that grew upwtheaporaig 

11ba gewnat thai ges In Rtiwi 
• 

aeCol wthe chgs inNotRs 

they coeilin th k . Ther 

ing na only fro the meaesof communism but from the 
sreng ofs those who . 
stgtli oiThe s mPropo Ce-

Pat Greenberg is editorial page 

editor o the Pine Bh4' (Ark.) Con-
Pacul aenda nis C&a~rsyPidicae 

werciti and a ratiorepea swndoatedcolnst. 

r$ht. the right to pick up ard iave,igtz humanrecogeie l moso btsic 

it could not expe t easy access the 
The Soviets ballI. they Insisted 

that such a policy would never influ-themee them. y huffed nd pffed 
but In the end they changed- And 

&h chage in emigratonlpicy 
flowed by change throughout the 

m. Jacksn-Vanbk wored. (IScoop" Jackson, 

late senator from the state of Wash-Ingitat ad Cold Warrior of the riit 
ln . He not onoly had p'rinctple ht 

a nH t 
cd 

ars eitheKremlin. Duringthe 
false dawn called Detnte, whenWa nadopted 
wari Mosow without insisting to 
fundamental chanSe within the con 

Wal schnoloi 

traton variu 

against Jsckson-Vaik, amon 

muntal system,used the NIxosargiumentsadmnsc-

them: 

them: u aisis repeal would help Rusia 

and comunicatio Also: "ChinaoO 

7-Gt 
ts Fepeal l helpuao rOl -

Sound ft, idia? Those am esen-trade would flourish and propaef-s hI.a
lts mtt' Buushb 

allthe same aruments the Bush 
adminmrl is using t rationalize 

h ChulatTitft Ideii t thuistonthe mos aorbth Country 
On the mo s favorable terms. "'bquote the president: "The people 

who trade with s 5a mdie e gi e ofrenm opening to the outside world, 
Our e bility t them is best 

a~ by isw iis ltnti gthose forcesth forrsmet not t by....b s
frm ctact wt 
lug open the channels of cmbnaercr 

wao am codiffcacult 

buy&sabout S6billkm ea of Amer-
carl aircraft end wheat and chetals lumbes and other products. 

I~mI jb5this mr and lo e. 
conres never bought those ar-

when Dete-te was all the 
get whtn et s 

tradng rights would let Brezhnev & 
Co. import /mnerican capital a"dh a in totei mp orut havingtImport 
American de s - like freedom. 

Just as Joef stalin once did. 

JI defendln noted that Beijing
President Bush his China pouc, 


din Ofhresde ch COeatio
lte.ehait s lifted martial lsw iestt 

formally; it has be renit it has e e only semi-

Also:io 

-di 
gars -mbassdor 

beastly to the Tlbetana; -nd it has 
released a couple of hundred politl-

rs. oubtless such ges-

tures will continue in return for 
trading rights with this country. Butthat ihs alldth eyy wil be 

There will be no tangible pressure to 
go beyond the occasional concession 
an change the system itself. Free-

that is all they will he: gestures. 

dor doesn't spread just by osmosis. 

It may take the diplomatic equlva-

lent of a 2-by-4 (like Jackson-Vanik) 

" , 

."a 

to attract the attention of some 1-
girnes, . 

The gummer nwbenefits of the 

chins trade are now being dangled 
before the American people Oil-orpromisedthe-LAmps-of.Chia and all that-The 
Chins trade always has p 
more than it delivered. Now it is be-
Ing used to rationalize the sp-
peasement of a regime that demon-

strstedIts essential character year
ago n Tiananmen Square-The spirit 

that ved the students who srn 

. 

jushdorgy ga m 

Arnk d 


With the future? cw 

[,setell~wthee 

uno did-'tIre 

trade r hu
d h o oudsd 

W m ) S learn thebbh7flgn o 
lsoi of Jackson-Vasik' succes-

The presidenlt go" hall been told
that China's students approve of his 

policy.That will come as a sriseIDIzSl,,Ting. aleader oflast year's 

or tm in B inJas the Aen 

dec o a wlead wo fled 
tls' this 

thlhu 
difficult 

sen t's ,un h 
sefto t tu ln r irt s n Chose tfoIh hi 

t se amhoit oald hIititcoldehaeny 

y o 
Hvn spen albi

Beiin a tAtter 
ea g

perhaps Mr. Bush 
ke b If g, his Ishe ntks bette. If so 

the old t k of the esteafer 
who thinks he knows thast Ater 

the oft e rpoi.the 
By t with the eni. theit. Once upon a time Americanspresident explains- all weasen 

Io ftie as 
knew better. The most effective way 
vo stand by our principles ts simply
to stand by them. Alas, that may 

strike the experts in Washington as
unspeakably simple. So did the 

JacksonVanik Amendment. 



LOS ANGELES TIMES, April 2, 1990
 

A 'Deal' to Give Away the Store
 
Mexico: A free-trade 

agreement with the U.S. would 
be a travesty of history and 
economics. Even talking about it 

m 

is an act of political desperation. 

By JORGE G. CASTANEDA 
MEXICO CITY-Leaks in Washingtonand rumors in Mexico about the beginningoftalkson free -trade agreement are both 

surprising and expected. 
The move toward a common market is 

surprising because Mexico has always 
questioned whether full economic integra-
Lion with the United States would benefit 
Mexico; the present administration has 
constantly restated Mexico's position that 
across-the-board free trade was not in our 
best interest. Just two weeks ago, Prest-
dent Carlos Salmiaz de Gortan, speaking in 
Chile, stressed the need for Mexico to 
strengthen its ties to Latin America, re-
jecung the notion of joining any one 
trading bloc. 

So It was a surprise, to say the least, to 
learn that at the same time, Salinas' top 
aides were secretly meeting in Washington 
with the secretaries of State and Corn-
merce, James A. Baker Ill and Robert A. 
Mosbacher. and Trade Representative 
Carla A. Hills, along with National Securi-
ty Council Director Brent Scowcroft The. 

t osile ne ns onrfully opentrade between the two countines 

At the same time, these developments 
cannot be conside'ed entirely unexpected. 
For months, many careful observers of the 
Mexican economy have been warning that, 
under existing conditions, and despite i 
apparent, superficial success, Salinas' eco-
nomic reform program faced nearly insur-
mountable obstacles Herein lies the expla-
nation for the Mexican move toward an 
agreement with Washington. as well as its 
accelerated pace and secrecy Herein also 
lie the reasons for doubting the wisdom of 
this bold-or reckless-step

The problem is relatively simple. The 
initial drastic trade opening abruptly im-
posed on Mexico two years ago has had 
foreseeable consequences Even with a 
barely growing economy, but thanks to a 
politically indispensable appreciating ex-
change rate. imports have skyrocketed and 
exports have stagnated. Purchases abroad 
rose 57", in 1988, nearly 30% in 1989, yet 
the economy grew only at an average of 
1.5f per year. and investment in infra-
structure, capital goods and retooling re-
mained low (even though these are all 
import-intensive areasl. Exports grew on-
ly 15% in 1989, and half of that growth
represented a rise in oil prices Non-oil 
exports increased only by 8%. During the 
fourth quarter of 1989, the annualized 
figure for the trade deficit was $3.5 bil-
lion-higher than at any time since 1981. 

The meaning of this was evident. If the 
economy were ever to reach even a 4% 

sustained yearly growth, it would require 
enormous external funding-roughly
15 billion ayear-for aconsiderable period 
of time.

Given the country's foreign debt and the 
trade opening, for Mexico to grow it had to 
drastically reduce its debt service or obtain 
money some other way. The Salinas-Brady 
debt package ended up providing only 
marginal relief-outstanding debt remain-
ing more or less stable, and yearly debt 
service dropping by 15%. at most.That left only three possibilities for 

easing the deficit; a recession, which in fact 
happened early this year; or the return of 
Mexican capital from abroad, quickly and 
in droves; or a rush of direct foreign 
investment into Mexico. Some money has 
trickled back, but even in small amounts, 
repatriation of capital requires exorbitant 
domestic real interest rates, and the pro-
cess does not seem likely to become lasting 
or substantial. 

More important, foreign investment is 
not forthcoming, despite changes in regu-
lations and the government's efforts to woo 
investors. During the first nine months of 
last year, the net flow, according to 
Mexico's respected financial daily. El Fir,-
anciero, reached rnly 11.337 billion, down 
45% from the previous year. Prospects are 
even less encouraging as European and 
Japanese investment is diverted to Eastern 
Europe. 

0course, 
0Beyond the immediate problems, ana-

lysts of the Mexican economy see a broader 
obstacle to a significant rise in direct 
fnreign investment. In the past, investors 
were attracted by Mexico's growing, pro-
tected internal market. But since 1982 the 
domestic market in Mexico has been stag-
nant or shnnking, and since 1987 it has 
been totally unprotected. U.S. investment 
will flow to the Mexican export sector-
which is directed essentially at the U.S. 
market-or not at all. But export invest-
ment requires guaranteed product access 
to export markets as well as full, unre-
stricted, across-the-board investor access 
to the host-country banks, insurance com-
panies, communications, consultants and so 
on. This is where the free-trade agreement 
comes into play

If Mexico is to receive the amount of 
foreign investment that the Salinas pro-
gram reouires. a full-fledged open trade 
agreement with the United States seems to 
be a necessary condition. It is also an 
urgent one. Salinas faces congressional 
elections next year and a presidential 
election in 1994 If things do not come 
together quickly on the economic front, his 
entire presidency may unravel But the 
solution-economic integration with the 
United States-may prove more costly and 
more dangerous than the problem. This 
explains the secrecy and the government's
waffling on the issue. 

It is not an easy issue t.; deal with 
Memcans' fears and doubts about a corn-

mon market are not groundless. While 
parts of the country and society would 
benefit-he north, and the upper-middle 
class-others could be permanently con
demned to the humiliation of the under
paid, under-skilled underclass Political 
autonomy might be sacrificed for prospen
ty for certain regions and sectors but not 
for the whole country. 

Mexican nationalism would not easily 
acquiesce to this state of affairs. And tying 
the Mexican economy's future to that ofthe U.S. economy at a time of great 

uncertainty is not necessarily the most 
prudent course to follow 

On the other hand. Latin American 
economic integration seems illusory, and 
Mexico's economic links to the north are 
already extraordinarily tight Indeed, the 
question of closer economic ties with the 
United States appears increasingly less 
relevant than that of how to establish them 
in a way that reduces their negative 
potential and enhances their benefits for 
Mexico. In this case, the issue changes, and 
Salinas' rush toward integration becomes 
open to criticism for different reasons 

0 
If Mexico must consider the prospect of a 

common market, or even a limited free
trade agreement, with the United States 
and possibly Canada. it should do so only 
under certain conditions The first one. of 

has to do w,.ii openness and 
democracy: Such a major change in the
country's history cannot be carried out 
behind the Mexican people's backs, or 
without their informed and democraticall 
expressed consent. Nothing of the sort is 
taking place. 

The process should be undertaken as 
part of apatient, long-term, well-thought
out political and economic strategy. It 
cannot and will not work as a quick fLx 
undertaken for reasons of political survival 
or expediency. Countries that negotiate in 
ahurry generally give away the store, and 
Mexico's store has been given away far too 
many times. 

Also, Mexico should press, and hold out 
as long as is necessary, for access for its 
main export to the United States, now and 
in the foreseeable future: people Freedom 
of entry for Mexican labor is obviously
something Washington will not accept 
willingly overnight 

But this is what real negotiations as 
opposed to unilateral concessions, are all 
aboutT accepting the previously unaccept. 
able. Bold strokes and historic chang,
should come about on both sides of the 
border, in American policy toward Mexico 
and in the Mexican government's poli' 
toward Mexacan society Otherwise the' 
are simply desperate shots in the dark. 
which a proud and worthy people will not 
countenance 

Jorge G Casloieda isa gradutc professor 
of political science af the National Unirersity 
of Mexco. 
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EDITORIALIOPINION 

IMexico Ponders Free Trade Pact
 
For Salinas,
Program Offers 
Political Boost 

DyM CLAL MIRR 
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This morning, Secretary Brady stressed the need to
 
maximize the contribution of the private sector to development.
 
He also noted the importance of foreign direct investment and the
 
repatriation of flight capital to help finance privately led
 
growth,
 

The World Bank Group is well positioned to take the
 
lead in helping developing countries undertake the reforms needed
 
to foster vigorous and competitive private sectors. As a main
 
source of adjustment lending, the Bank can guide developing
 
countries in implementing macroeconomic, structural, and
 
institutional changes needed to maximize the contribution of the
 
private sector. To do this, however, the Bank must increase the
 
priority given to private sector objectives and integrate them
 
into the entire range of its operations.
 

Last year, the Bank launched a Private Sector Action
 
Program with the objective of strengthening and coordinating its
 
private sector development operations. We have had some concerns
 
with the implementation of this action program, as private sector
 
activities do not appear to have been fully integrated into the
 
Bank's lending operations. We believe that Bank's country
 
lending strategies should give adequate attention to private
 
sector development and that private sector issues should be
 
systematically addressed across the range of Bank Group programs.
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An essential element of private sector development is
 
helping developing countries mobilize and compete for capital.
 
It is a harsh reality that official financing is becoming
 
increasingly scarce at a time when there are growing demands for
 
financing to support private sector growth. It is also a fact
 
that commercial bank lending, which helped finance development
 
efforts in the 1970s and early 1980s, is well below historical
 
levels. There is no indication that this situation will change
 
significantly in the near future. The inescapable conclusion is
 
that developing countries, in addition to mobilizing domestic
 
savings, must look increasingly toward foreign direct investment
 
and domestic capital held abroad to help finance their
 
development needs.
 

These sources of capital have some unique benefits.
 
They can contribute to the adjustment process and supplement
 
domestic savings without increasing the stock of debt. Foreign
 
direct investment can also contribute managerial and technical
 
skills, invigorate business competition, create employment and
 
increase exports.
 

The ability of developing countries to attract foreign
 
private investment and repatriate flight capital depends
 
primarily on the policies which they themselves adopt and
 
implement. A sound macroeconomic policy environment is an
 
essential precondition for attracting foreign capital, including
 
flight capital. But, this alone may not be sufficient. Also
 
needed are measures to improve the environment for private sector
 
activity and to eliminate specific impediments to foreign direct
 
investment, including measures to reduce unnecessary government
 
intrusion in the economy and the establishment of a legal and
 
institutional framework that wil' ensure business confidence and
 
nurture entrepreneurship. This framework must provide for
 
transparent and stable government procedures; for non
discriminatory treatment for foreign investment; for free
 
transfers of capital and returns related to foreign investment;
 
for fair procedures for resolving investment disputes; for the
 
elimination of screening and performance requirements.
 

We recognize that the restoration of business
 
confidence can take time. Yet increasing foreign investment and
 
repatriating flight capital are the only practical avenues for
 
increasing the resources available to developing countries
 
without increasing their indebtedness.
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The Bank has an appropriate role to play in helping
 
developing countries compete for capital. We strongly endorse
 
the Bank's efforts to promote macroeconomic and structural
 
adjustment in borrowing countries. Nevertheless, we feel that
 
much more remains to be done to promote the flow of private
 
foreign direct investment, and the contribution it can make to
 
development.
 

In this regard private sector development and
 
investment policy reform should be explicit conditions of the
 
Bank's adjustment operations. Private sector considerations must
 
be introduced at early stages of lending operations. There are
 
compelling, practical reasons for this approach. The Bank cannot
 
provide balance of payments support indefinitely where borrowing

countries preserve impediments to foreign private capital and
 
private sector growth.
 

As part of project and sector lending operations, the
 
Bank needs to do more to develop investment sector loans and
 
promote investment policy reforms. The Bank should also
 
consider new approaches and instruments for promoting private
 
sector development. For instance, we wonder whether slower
 
disbursing adjustment loans could be used to support longer term
 
institutional and regulatory reforms. Could pilot projects on
 
investment reform ini certain sectors be introduced in strategies
 
for countries that are not ready for overall reform?
 

These are just a few ideas. What is needed is a
 
vigorous examination of the impediments to private sector
 
development and ways the Bank can strengthen its efforts to
 
address them. This morning, Secretary Brady asked that this
 
matter be taken up at the next Development Committee meeting in
 
September. More specifically, we suggest that the Bank review
 
this issue over the coming months and prepare a progress report
 
and action plan tor the Bank's contribution to private sector
 
development for conrideration at the fall session of the
 
Development Committee. The issue is of such importance to the
 
development process that the Committee should keep the issue on
 
the agenda until we are convinced that real progress is being
 
made.
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Mr. Chairman and Members of the Committee, 

I welcome this opportunity to present the Administration's
 
views on the European Bank For Reconstruction and Development
 
(EBRD). The EBRD was conceived and negotiated to serve as a
 
major vehicle for fostering and promoting the dramatic and
 
historic changes that are occurring in East and Central
 
Europe. The Administration will submit to you proposed
 
authorizing legislation for U.S. participation in the EBRD.
 

Bilateral Initiatives
 

The United States, and other Western democratic countries,
 
have responded to the changes in Eastern Europe with strong
 
offers of political and economic support. The Administration
 
and the Congress moved quickly, during the last session of
 
Congress, to develop a bilateral aid package for Poland and
 
Hungary.
 

In December, 1989, the United States took the lead in
 
organizing a $500 million multilateral bridge loan for
 
Poland. We contributed $200 million of our own funds from
 
the ESF to that financing package, which has now been fully
 
repaid.
 

In January, the Treasury Department again led the effort to
 
provide funding to a $1 billion currency stabilization fund
 
to support the launching of Poland's economic reform program.
 
The United States contributed $200 million to the fund in
 
the form of a grant. It is a measure of Polish success and
 
courage that in the period since its creation in January, the
 
government has not had to draw on the fund, and that instead
 
Polish net reserves have increased by about $1.5 billion.
 

Other countries, for example, the Western European countries,
 
Japan and Canada have made pledges of bilateral support for
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the countries of Eastern Europe. Both the IMF and World Bank
 
also have moved to develop programs to support much needed
 
economic reform for those East and Central European member
 
countries undergoing transition. The IMF has provided
 
assistance to Poland, Hungary, and Yugoslavia; and the World
 
Bank has pledged a $5 billion, 3-year lending effort in
 
support of economic reforms in Eastern Europe -- with about
 
half to go to Poland.
 

A Multilateral Initiative -- The EBRD
 

At the European Summit in Strausbourg, in December 1989,
 
France proposed that the European Community take the lead in
 
creating a multilateral development bank dedicated to
 
fostering and promoting necessary and fundamental reforms in
 
East and Central European countries. Creation of such a bank
 
would demonstrate the political and economic commitment of
 
Western Europe to the countries of East and Central Europe
 
and would assure that there is a dedicated pool of resources
 
solely for the use of those countries. A multilateral bank
 
also could, through its borrowing in capital markets,
 
leverage its contributed funds into a larger pool of loanable
 
resources.
 

Status of the EBRD
 

The negotiations which began in mid-January and included 40
 
countries, the European Community (EC), and the European
 
Investment Bank (EIB), concluded in early April with
 
agreement on a Charter. This is an extremely short time in
 
which to develop the basic document for an institution of
 
this type. This speed demonstrates, however, the commitment
 
of perticipants to the establishmert of the Bank.
 

When the charter is ratified, the EBRD, with a capitalization
 
of ECU 10 billion, will have the capability of lending as
 
much as $12 billion in its first five years of operations.
 

European governments would like the EBRD to begin operations
 
by the end of 1990. The Charter provides that it will
 
become effe,-tive and enter into force when members
 
representing not less than two-thirds of the EBRD's total
 
subscriptions, and including at least two countries from
 
Central and Eastern Europe, have deposited the necessary
 
instruments.
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Malor Elements of the EBRD
 

The United States has supported from the outset of the
 
negotiations the concept of a multilateral bank that would
 
facilitate the transition of borrowing countries in East and
 
Central Europe to democracy and pluralism and a market
oriented economy. The EBRD will be a unique institution for
 
several reasons. Compared to other MDBs, it will have a
 
small number of potential borrowing countries. The per
 
capita income of its borrowers is higher than those of other
 
MDBs. Its mission, therefore, is not to provide
 
concessional loans or loans for broad development purposes.
 
Instead, it should provide financial support and incentives
 
that promote the transition of its borrowing countries to
 
market-oriented economies with strong private sector
 
development.
 

We believe we have succeeded in laying the basis for this
 
essential mission in the new Articles of Agreement. We must
 
now ensure that the Charter is implemented effectively. I
 
would like to summarize the key elements of the Charter
 
provisions.
 

Capital -- The capitalization of the EBRD will be ECU 10
 
billion (approximately $12 billion) subscribed over five
 
years. Thirty percent of the capital will be paid-in
 
capital, with the remainder callable capital. With this
 
capital base the EBRD theoretically could support
 
approximately $2.4 billion of lending annually for each of
 
its first five years of operation.
 

Shareholding Schedule -- The U.S. will take a 10 percent
 
share and be the largest single shareholder. Our purpose in
 
seeking the largest shareholding position was to underline
 
the importance we attach to the objectives of this bank and
 
our strong sense of partnership and kinship with both Eastern
 
and Western Europe. While our ties to Western Europe and our
 
current political ard economic relationships are strong and
 
visible, we also have a very large Eastern European
 
population in the United States with strong ties to Eastern
 
Europe. While the U.S. will have the largest individual
 
shareholding, the EC members will, together, hold a majority
 
of the EBRD's shares.
 

Supporting Political and Economic Reform -- The purpose of
 
the Bank is to: "... foster the transition towards open
 
market-oriented economies and to promote private and
 
entrepreneurial initiative in the Central and Eastern
 
European countries committed to and applying the principles
 
of multiparty democracy, pluralism, and market economics."
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BackslidJna -- The charter also has specific provisions to
 
address countries that retreat from these commitments. In
 
excepticnal circumstances, or in cases where a member is
 
implementing policies not consistent with the Bank's
 
purpose, the Board of Directors may recommend that Governors
 
suspend or modify the member's access to Bank resources. Any

decision on such a recommendation will require a majority of
 
not less than two-thiras of Governors representing at least
 
three fourths of the total voting power.
 

Private Sector -- The development of the private sector is
 
fundamental to the development of open, market-oriented
 
economic systems in East and Central European countries.
 
Largely at our insistence the EBRD will have a private sector
 
orientation. By charter at least 60 percent of the EBRD's
 
aggregate annual lending must be to the private sector. In
 
addition, at least 60 percent of the EBRD's lending by
 
country ovcL the iirst five years must be to the private
 
sector oi to state-owned enterprises that are privatizing to
 
private ownership and control. The remaining resources can
 
be lent to infrastructure and environmental projects that
 
support the development of the private sector or to state
owned enterprises that operate competitively, i.e. are
 
autonomous of their governments and subject to bankruptcy
 
laws.
 

Subscription Payment -- Payments on subscriptions can be made
 
in European Currency Units (ECU), the U.S. dollar or the
 
Japanese yen. The United States wiil have a fixed dollar
 
funding commitment to the EBRD, as it does in other MDBs.
 
The dollar valuation will be set at average dollar-ECU
 
exchange rates for the period September 30, 1989, to
 
March 31, 1990, i.e., $1.16701 to the ECU. Witn a 10 percent
 
share of the EBRD, the U.S. will have a funding commitment
 
fixed in dollars over five years of $350 million for paid-in
 
capital. The callable capital portion of our subscription is
 
also fixed at $817 million. This translates into an annual
 
commitment of $70 million of budget authority for paid-in
 
capital and $163.4 million of program limitations for
 
subscriptions to callable capital.
 

This $70 million for paid-in capital for FY 1991 is part of
 
the Administration's proposed $300 million Special Assistance
 
Initiative for Eastern Europe.
 

Environment -- The environment is a serious issue in East and
 
Central Europe and a major concern of all EBRD members. The
 
EBRD is the only multilateral development bank which has
 
environmental provisions in its charter. Under the charter
 
the EBRD will: "promote in the full range of its activities
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environmentally sound and sustainable development"; and
 
shall, "report annually on the environmental impact of its
 
activities."
 

The U.S. plans to follow-up in the development of EBRD
 
regulations and operational guidelines to ensure that these
 
commitments are translated into strong, effective
 
operational policies and practices. Key issues we plan to
 
press are adequate staffing and the development of
 
environmental impact assessment procedures.
 

Soviet Borrowin -- A key issue for the United States was
 
borrowing by the Soviet Union. We argued strongly for
 
limitations on Soviet access to the EBRD's approximately
 
$12 billion in resources. Agreement was reached ultimately
 
to limit for the first three years any Soviet borrowing to
 
the level of their paid-in capital to the EBRD. Lending to
 
the Soviet Union also will be confined to the private sector
 
(including privatization) or to help enterprises operating
 
competitively and moving to a market orientation.
 

What this means is that if the Soviets made all their paid
in contribution in the first three years vs. a five year
 
payment schedule they could borrow a maximum of $216 million.
 
With EBRD capital of approximately $12 billion, total
 
lending to all potential borrowers over the flrst three year
 
period could reach $7.2 billion. Thus, Soviet borrowing will
 
represent a relatively small proportion of possible EBRD
 
lending.
 

In addition, an' change in USSR's borrowing status at the
 
end of the three-year period will require the agreement of
 
three quarters o' the members representing at least 85
 
percent of the voting power.
 

Restricting Soviet borrowing to their own paid-in capital for
 
the first three years means that U.S. taxpaver funds will not
 
be used for Soviet borrowinQ durinQ this period.
 

Board of Directors -- There will be a resident Board of 23
 
Executive Directors, 11 representing the European Community
 
and 12 representing the non-EC member countries. Of those
 
12, there will be four Directors each representing the East
 
and Central European members, the non-European members, and
 
other European countries that are not members of the EC. The
 
United States will have a separate seat on the Board.
 

Conclusion
 

Mr. Chairman and Members of the Committee, as you can see the
 
major issues surrounding the creation of the EBRD have been
 
agreed. Charter members of the Bank are preparing to sign
 
the Charter in Paris on May 29. Between now and May 29 we
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expect decisions will be made regarding a President for the
 
EBRD and the location.
 

The Administration believes strongly that it is in the United
 
States' interest to join the EBRD as a charter member. It
 
will demonstrate our solidarity with Europe, our support for
 
the reforms now being made in Eastern Europe and will give
 
us more influence over the structure and operations of the
 
Bank. The Administration hopes that the Congress shares our
 
opinion and will support legislation for the U.S. to become a
 
charter member of the EBRD.
 

Report on International Economic and Exchange Rate Poicy
 

Mr. Chairman, you had asked me to summarize the main
 
conclusions of the Department of the Treasury's April Report
 
to the Congress on International Economic and Exchange Rate
 
Policy. As you know, the report primarily addressed economic
 
policy coord.l.nation among the major countries and
 
developments in Korea and Taiwar.
 

Regarding economic policy coordination, the report notes the
 
important role played by G-7 coordination in putting into
 
place the policies necessary for sustained global growth, low
 
inflation and reduced external imbalances. The economic
 
expansion is now being sustained into its eighth consecutive
 
year, growth prospects remain favorable, and external
 
imbalanies have been substantially reduced, particularly in
 
the United States and Japan. Our current account deficit fell
 
a further $21 billion in 1989 to $106 billion.
 

We cannot be complacent, however. External imbalances remain
 
large and the external adjustment process slowed over the
 
course of 1989. Current account trends are difficult to
 
project with certainty, but it would appear that any further
 
improvement in the U.S. current account position in 1990 will
 
at best be very modest, and the possibility of a
 
deterioration cannot be excluded. Also, significant changes
 
are occurring in Eastern European political life and we have
 
witnessed important developments in global financial markets
 
thi7 year, particularly in Japan.
 

Thcs, issues were reviewed at last weekend's meeting of the
 
G-7. While there was satisfaction with recent exchange
 
market stability and the continued growth in industrial
 
countries, the G-7 also agreed that price pressures warrant
 
continued vigilance. We also remained of the view that the
 
present level of the Japanese yen may have undesirable
 
consequences for the global adjustment process. Furthermore,
 
we agreed that German economic and monetary union would
 
contribute to improved non-inflationary global growth and to
 
a reduction of external imbalances, developments that we
 
would most welcome given Germany's substantial surpluses.
 



-7-


Regarding Taiwan and Korea, our bilateral negotiations with
 
these economies have achieved progress. More market-based
 
systems for determining the exchange rate have been
 
implemented by both. Their external surpluses have also been
 
declining. We do, however, have some remaining concerns that
 
will require us to continue to monitor exchange rate and
 
trade developments in Taiwan and Korea,
 

Since our report to Congress in October 1988, the New Taiwan
 
(NT) dollar has appreciated by 10 percent against the U.S.
 
dollar, more than that of any major trading partner. The NT
 
dollar has moved within a narrow band over the past year.
 

Last April, Taiwan implemented an exchange rate system that
 
allowed for most foreign exchange transactions to be freely
 
determined. In addition, since our October 1989 report,
 
further steps have been taken to liberalize the system.
 

Taiwan's current account surplus and its trade surplus with
 
the United States rose in 1989. If one-time purchases of gold
 
from the United States by Taiwan's Central Bank in 1988 are
 
excluded, however, these surpluses fell by 15 percent to
 
$11.2 billion and by 14 percent to $13 billion, respectively,
 
last year.
 

Given these developments, our view remains that there are no
 
clear indications that Taiwan is '.manipulating" the exchange
 
rate for competitive advantage. Taiwan's external surpluses,
 
nonetheless, remain at an unsustainable level. There is a
 
need, thus, for liberalization of remaining capital and
 
exchange controls and exchange rate adjustment to advance the
 
adjustment process.
 

The Korean won has strengthened only 0.7 percent since our
 
October 1988 report. Since the won's strongest point, shortly
 
following the April 1989 report, 3.t has depreciated by about
 
six percent. Korea instituted a new "market average rate"
 
system of exchange rate determination on March 2.
 

Of additional significance, the Treasury and Korea's Ministry
 
of Finance initiated Financial Policy Talks in late February.
 
We aim to achieve progress in these talks on market access
 
problems facing U.S. banks and securities firms in Korea, as
 
well as further liberalization of Korea's capital and
 
exchange markets. We expect a second round of discussions
 
will be held this summer.
 



Korea's external surpluses have fallen considerably in the
 
past year. The current account surplus decreased by 64
 
percent in 1989 to $5.1 billion. The U.S. bilateral trade
 
deficit with Xorea declined by 30 percent to $6.3 billion.
 

There is no evidence that the authorities are directly
 
"manipulating" the exchange rate at this time. The
 
government's pervasive controls on capital flows, however,
 
allow it to indirectly influence supply and demand for
 
foreign exchange and, thus, the exchange rate itself. Recent
 
policy measures which aim to increase exports and the won's
 
nominal depreciation against the dollar are also cause for
 
concern.
 

Thank you.
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TESTIMONY BEFORE THE SUBCOMMITTEE ON
 
INTERNATIONAL DEVELOPMENT, FINANCE, TRADE AND MONETARY POLICY
 

of the COMMITTEE ON BANKING FINANCE AND URBAN AFFAIRS
 
U.S. HOUSE OF REPRESENTATIVES
 

on the INTERNATIONAL FINANCE CORPORATION'S AFRICA PROGRAM
 

by RICHARD A. TROPP, PRESIDENT
 
WASHINGTON DEVELOPMENT CAPITAL CORPORATION
 

Mr. Chairman and Members of the Subcommittee:
 

Thank you for the opportunity to testify on the Africa program of
 
the International Finance Corporation ("IFC"), and in particular
 
on the Africa Project Development Facility ("APDF"). I am here
 
this morning in my capacity as the United States private sector
 
member of the APDF Advisory Board.
 

As some of you know, I was for six years the Special Assistant to
 
the Administrator of the U. S. Agency for International Development
 
("AID"), under first Peter McPherson and then, briefly, Alan Woods.
 
In that capacity, and in connection with the investment company
 
which I have been running for the last two years, I have had exten
sive opportunity to observe, to assess, and to work with the IFC
 
and with its parent institution, the World Bank.
 

Proceeding on the assumption that you have had the chance to go
 
through the briefing materials presented to you before this hearing
 
by the IFC, I will briefly summarize the points about the APDF and
 
about the IFC more generally which seem particularly worth your
 
attention, and then await your questions.
 

IFC in General: By contrast with the World Bank, which lends to
 
Less Developed Country ("LDC") governments pursuant to its charter,
 
the IFC is the primary multilateral financing source for the LDC
 
private sector--the entrepreneurs whose combined activities are the
 
moving force in LDC development. While the Bank focuses on the
 
whole economy of LDCs, and on using its financial leverage to
 
encourage the economic policy reforms which are the prerequisites
 
to LDC development, the IFC focuses on transactions--on making
 
individual private sector projects happen.
 

IFC aspires to be a minority shareholder generally financing not
 
more than 25% of the cost of a project, with the majority of the
 
financing, the entrepreneurial business concept, the management,
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and the shareholder control expected to be in the local private
 
sector. One measure of IFC's efficiency is that it has, over the
 
last half-dozen years, mobilized between five and seven dollars for
 
every dollar which it has invested--both from LDC entrepreneurs

and from developed country businesses and donor agencies.
 

It was generally our sense at AID that IFC has been--in financing

transactions, in its financial advisory services, and in its
 
technical assistance for the development of LDC capital markets
--on the cutting edge of private sector development in the LDCs.
 

APDF in Particular: APDF was established on the theory that
 
notwithstanding the popular business stereotype of Africa, there
 
are many investment opportunities on which an investor--whether
 
corporate or individual--can earn a satisfactory return. Given
 
the stereotype, however, a potential U.S. or European investor is
 
not going to spend the $50,000 to $200,000 which it takes to do the
 
financial analysis, the accounting and audit, the engineering and
 
other technical work, the legal analysis and drafting, and all of
 
the other pieces which one has to have in hand in order to assess
 
whether or not an investment is worth making.
 

When approached by an African entrepreneur with a promising

business idea, APDF's staff in the field works with him--and APDF
 
spends that money--to produce the business analysis, which an
 
investor can then assess without having had to spend the up-front
 
money and time on it. APDF's field staff is composed of financial
 
people capable of taking what the entrepreneur presents and working

with him to translate it into terms which developed country corpo
rations and millionaire investors can understand.
 

APDF's pipeline of projects on which they are working with African
 
entrepreneurs stands at 267 this month. They have received over
 
1600 project proposals from Africans since APDF's startup, and
 
their work has assisted in securing investments of around $113
 
million. They are doing this with a budget of approximately $31
 
million for their second five years, $4.0 of it from the U. S. As
 
word of their effectiveness spreads through Africa, hundreds of
 
entrepreneurs are beginning to come to them for help in turning

their business dreams into actual financed businesses.
 

The numbers and the formal description do not adequately communi
cate the main point that I want to make to you: after the difficult
 
work that Kim Jaycox's people at the World Bank are doing to
 
encourage African governments to implement economic policy reforms
 
which will create a positive investment climate for business, THE
 
single most useful thing that anyone in the multilateral banks-
or anyone in this country--is doing for Africa is APDF.
 

There are a lot of people in this country and in Europe, and a lot
 
of organizations both public and private, which are holding
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hundreds of meetings and issuing dozens of papers on "private
 
sector development" in Africa. APDF, quietly, is just doing it.
 

Someone like me, running a company on behalf of investors, cannot
 
justify spending $50,000-$200,000 on each of several projects in
 
Africa before finding one which is worth the investors' taking a
 
risk with their capital. It just costs too much to do the prelimi
nary financial analysis and screening, and to negotiate the terms
 
of an investment, by comparison with the relatively small size of
 
the actual business investment itself.
 

When Alex Keyserlingk's people do that work, however, they make it
 
possible for a company like mine to take serious investor money
--potentially dozens of times the size of APDF's investment in
 
preparing a project paper--and to allocate it toward entrepreneurs
 
in Africa, on whom otherwise I could not justify encouraging
 
serious investors to spend time or to take a risk. The long-run
 
result of APDF's work is bound to be that millions of dollars in
 
U.S. and European capital will be invested in businesses in Africa
 
which otherwise would not have any hope of getting that capital,
 
or even of engaging serious investors' attention.
 

What APDF is doing is making it possible for this thing that the
 
aid agencies and the private voluntary organizations call "private
 
sector development" really to happen in Africa. They are making
 
it possible for entrepreneurs to act on their dreams, and by the
 
magic of Adam Smith's "invisible hand", cumulatively to turn those
 
dreams into that phenomenon which we call "economic developkment".
 

Mr. Chairman and Members, I am privileged to be here to testify on
 
their behalf, because I believe that what they are doing really
 
will make a difference in Africa. I am happy to answer your
 
questions about them, or more broadly about other elements of IFC.
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MEMORANDUM
 

To: ODC Staff
 
From: Anastasia Primbas
 

SUBJECT: HEARING ON THE INTERNATIONAL FINANCE CORPORATION
 
House Banking Subcommittee on International Development, Finance,
 
Trade and Monetary Policy
 

Members in Attendance: Chair Walter Fauntroy (D-DC), Nancy Pelosi
 
(D-CA), Doug Bereuter (R-NE),
 

Testimonies:
 
Panel I - S. Melvin Rines, Kidder, Peabody & Company, Inc.
 

- David Levey, Moody's Investors Service
 
Panel II - David Gill, Batterymarch Financial Investment,
 

Former IFC Official
 
Richard Tropp, Washington Development Capital Corp.
 

Background:
 

The IFC is an arm of the World Bank which was established in 1956
 
for the purpose of promoting economic growth in its developing
 
member countries by promoting productive private investment. It
 
does this through the provision of technical assistance and loan
 
and equity capital. The IFC is distinctive in the World Bank group
 
in that it does not provide government guarantees or have callable
 
capital; the IFC's capital is fully paid in.
 

According to Chairman Fauntroy, today's hearing was called for a
 
number of reasons:
 

* Many Subcommittee members have indicated that they are
 
unfamiliar with the institution, since it operates at a
 
low level of visibility and receives minimum oversight
 
of its activities.

* The IFC might be seeking a capital increase in the 
foreseeable future 
* The Treasury Department has notified Congress that the
 
IFC wishes to enter the U.S. capital market to raise
 
funds and that a waiver was being requested for it with
 
respect to certain reporting requirements under SEC
 
regulations.
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Summary:
 

Panel I:
 
S. Melvine Rines stated that the IFC is more conservative than
 
other multilateral development banks (MDBs). He discussed the
 
significance of the IFC's Triple A ratings, the highest credit
 
rating given to the bonds of financial institutions by Moody's
 
and Standard and Poor's. Rines also explained exemptions from
 
SEC registration requirements have already been granted to all of
 
the MDBs in which the U.S. is a member; to exclude IFC would make
 
some investors hesitant.
 

David Levey discussed the IFC's favorable position in the Moody's
 
Sovereign Credit Report. According to Levey, the IFC's Triple A
 
rating is based on:
 

* the quality and performance of its loans and
 
investments
 
* its preferred creditor status which greatly reduces
 

transfer risk on its loan and equity investments
 
* its status as an arm of the World Bank 
* its strong support from member countries 

Panel II:
 
According to David Gill, the IFC is the largest entity of its
 
kind involved with the promotion and finance of private
 
enterprise in developing countries; by the end of 1989, the IFC
 
had made loans to almost 500 enterprises in 79 developing
 
countries. Gill described that an ideal enterprise in a
 
developing country would involve 20-40% of foreign investment.
 

Richard Tropp explained that the !FC's success is due to several
 
factors:
 

* Whereas most MDBs work with governments, the IFC
 
works with the private sector
 
* The IFC's role as an intermediary between the
 

investor and the business pecnle in developing
 
countries
 

Furthermore, the Inter-American Development Bank and the Asian
 
and African Development Banks are paying the IFC the compliment
 
of imitation.
 

Discussion:
 
Fauntroy questioned the witnesses on whether the IFC's
 
profitability and conservative description, according to Moody's
 
and Standard and Poor's criteria, were a result of the
 
institution's reluctance to take on riskier, or more "marginal"
 
candidates. Evading the actual question, the witnesses
 
maintained that any profits generated by the private sector
 
investments are recycled back into their respective developing
 
countries.
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Improving the Official Debt Strategy: Arrears are not the Way 

The Tnstitute of International Finance, Inc.
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It is now clear that Secretary Brady's proposals 
generated a dramatic shift in the official strategy dealing with international 
debt by postulating that bank debt and debt service would have to be 
reduced if sustained progress towards creditworthiness was to occur. The 
resources of the IMF and the World Bank could be used to support this 
process. This change in official policy has had far-reaching consequences 
and may yet produce uaintended effects, particularly if the alarming 
increase in interest arrears is not reversed. 

There have been some notable achievements: The 
IMF and the World Bank now provide some support for bank debt and debt 
service reduction; several deals or agreements in principle have been 
struck; the countries involved have tackled major macroeconomic problems 
and implemented difficult structural reforms; the approach has proven a 
flexible one, confirming the case-by-case principle. 

However, to conclude that all was well with the current official debt 
strategy would be premature. Other developments do not bode well for 
future progress in resolving debt and development problems: There was a 
marked deterioration in discipline within the international system, 
including a sharp buildup of interest arrears to all creditors; loan-loss 
provisions were raised to new heights and large numbers of banks exited 
from the process; debt-for-equity swaps, local currency conversions or 
payments and private sector restructurings fell drastically after March 
1989, and secondary market prices of existing debts remained depressed; 
and, finally, new lending by banks declined. 

These 6cevelopments have far-reaching consequences 
and indicate problems with the new strategy which will block progress if it 
were applied to countries which lack a record of economic adjustment, a 
demonstrated will to service debt and a commitment to implement and 
sustain structural reforms. 

Debt and debt service reduction has not been voluntary as it was 
initially billed. Debt-for-equity swap programs, which had been one of the 
most important vehicles for debt reduction during the preceding years, have 
been suspended or truncated in several large countries. The current 
official debt strategy is underfunded. The enhancements available from 
third parties are not available on a timely basis and insufficient for 
large-scale debt and debt service reduction. 

The loss of discipline in the system and the buildup of payments 
arrears indicate a strong element of moral hazard in the official debt 



strategy. The approach encourages countries to view debt reduction as an 
entitlement. The problem is being seriously compounded by the IMF's new 
policy of tolerating payments arrears to banks, because it undermines the 
sanctity of contracts on which the international financial system is based. 

A final concern is the link between debt reduction and renewed 
investment and growth. There is no empirical evidence to support such a 
link, i.e., there is no assurance that debt reduction will increase investment 
and growth. 

Modifications to the strategy are needed now because 
we are about to enter a difficult new phase. The major new element in 1990 
is the need to cope with countries whose track record is clearly one of 
nonperformance. In such circumstances, debt reduction would actually be 
counterproductive. In addition, substantial numbers of banks have already 
made the decision to exit. 

It will be important to recognize that the commitment of a number of 
debtor countries to adjustment and reform will need to be tested. It is 
essential for such countries to agree to programs with the IMF and meet a 
series of half-yearly performance targets. Countries will have to stop 
adding to arrears and agree to eliminate them by a fixed date. 
Subsequently, debt reduction transactions will have to be phased in and 
made conditional. 

IMF toleration of interest arrears to commercial banks undermines 
implementation of the official debt strategy. Toleration of arrears to banks 
not only erodes standards of conduct and discipline towards all creditors, 
it serves as a warning to other would-be investors. In order to maintain the 
integrity of the international financial system, the IMF should require that 
arrears to banks be settled just as arrears to the IMF are paid before 
countries can resume borrowing. The IMF should also insist that a country 
seeking debt or debt service reduction reveal fully its direct and indirect 
holdings of its own bank debt. 

It should be recognized, too, that the "overhang" argument provides 
no reason to distinguish debt to banks from debt to official agencies or from 
domestic debts. Because the purported benefits of debt reduction are 
unproven, creditor banks require substantial financial support to accept the 
measurable costs of debt and debt service reduction. This means that there 
is need for a sharp increase in official funding to support the debt strategy. 

Finally, a number of other issues that are impeding progress must be 
resolved: 

* Debt and debt service reduction must be truly voluntary.
 
Banks cannot submit to forced sale of claims at arbitrary
 
prices and then be expected to make new loans.
 



e 	Official sector support for new lending where appropriate 
will improve substantially the prospects for an eventual return 
to the market. 

e 	Jucreased flexibility is needed in applying existing resources. 
Negotiations between countries and their batks are 
needlessly complicated by segregating enhancements into 
nonfungible pools for support of debt reduction and debt 
service reduction. 

* Official enhancements should also be available fully at the 
outset of a program. Otherwise, debt reduction will have to 
be phased in as official support becomes available. 

* Specific measures to encourage savings, to attract foreign
equity investment, and to bring back flight capital must be a 
part of the conditions for official support of debt and debt 
sen :ce reduction. 

o 	Expectations of debtor countries must be moderated. 

Growing arrears to banks and official agencies
threaten the key objectives in the present debt strategy, e.g., restoring 
sustainable growth and voluntary access to capital markets. They also warn 
other would-be investors, domestic and foreign, that their claims, too, could 
one day be at risk. In addition, they pose a major threat to the international 
financial syst.m and have seriously damaged the cooperative approach on 
which the official debt strategy must be based if it is to succeed. For these 
reasons, the o'ficial sector, as a matter of urgency, must deal with the 
current arrears crisis and rest(,.,- the conditions for effective crrditor 
cooperation. 
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BUSH/ILMF POLICIES WORSEN LATIN DEBT CRISIS BY
 
ENCOURAGING CAPITAL FLIGHT FROM LATIN AMERICA
 

Report: $151 Billion Capital Flight from Region From 1973-87 
Represents 43 Percent of Total New Debt Burden During Period 

Washington, DC - A new study released today finds that the flight of 

private capital from Latin American countries to banks and investments outside 

the region is actually being made worse by the conditions imposed on debtor 

nations by Bush Administration and International Monetary Fund debt policies -

whose stated aim is to reduce capital flight and increase investment in Latin 

economies. 

The study, Capital Flight and the Latin American Debt Crisis, written by 

economist Manuel Pastor, Jr., finds that the requirement that debtor nations 

remove controls over capital -- a basic condition of the IMF and the Bush 

Administration's "Brady Plan" -- makes it easier for wealthy elites in those 

nations to export capital to foreign countries, thus worsening the capital shortage 

at home and further crippling economic growth. 

Pastor also finds that redistributive measures -- the sort of wage cutting 

often imposed on debtor nations by the U.S. and other international lending 

agencies -- have no impact on the transfer of raoney abroad. This means the 

poorest citizens in Latin countries are unnecessarily being put through great 

economic hardship while the wealthy transfer capital abroad which could be used 

to finance development and economic growth, according to Pastor. 

The report, published today by the Economic Policy Institute (EPI), uses an 

econometric analysis of capital flows in eight major Latin American countries over 

the past two decades. It finds that while these nations were running up huge 

foreign debts, their wealthiest citizens were investing heavily abroad. Pastor 

estimates that from 1973 to 1987, this capital flight from Latin America 

totaled $151 billion -- almost half (43 percent) of the total external debt 
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acquired by these countries during the same period. 

At a press conference to release the study, author Manuel Pastor called for 

greater and more comprehensive efforts to achieve debt reduction and new 

investment in Latin American economies, but he warned that "without controls 

over flight capital, debt relief will result in more money leaking out of Latin 

nations into banks in the U.S., Switzerland and Japan, with little investment iL 

the debtor countries which desperately need economic development." 

The study demonstratesi that if private assets held abroad by Latin 

Amencans could be mobilized for investment in Latin America, the debt burden 

in many countries would be either eliminated or substantially reduced, and 

economic growth could be revived in the region. 

The conclusions of the Pastor study directly challenge the IMF/Bush 

Administration prescriptions for debtor nations: forced reduction of capital costs, 

and removal of controls on capital movement. Pastor writes that the study's 

results "are profoundly upsetting to conventional thinking about capital flight, 

and undermine the orthodox remedies prescribed by the U.S. government and the 

IMF. While the harsh medicine of cutting wages and other austerity measures 

does not help to stem the capital flight, outright capital controls do -- and they 

also help to lessen the impact of other factors that induce flight." 

Pastor's analysis found that "U.S. opposition to capital controls flies in the 

face of historical and empirical evidence." For example, Pastor discovered that 

the Latin countries free of capital controls -- Argentina, Mexico and Venezuela -
"literally hemorrhaged resources over the years of debt accumulation." Pastor 

found that "the only time IMF agreements slow capital flight is when countries 

have capital controls -- a policy the IMF tends to discourage!" 

In evaluating future policies, Pastor's econometric analysis revealed that 

extending new foreign loans to countries with controls will produce less than 15 

percent of the capital flight that such new flows would yield in countries 

lacking such controls. 

Thus, Pastor recommends that "the IMF's ideological objection to capital 

controls should be put aside in favor of a pragmatic realization that controls can 

help give countries breathing space to engage in necessary policy shifts." 

Pastor warns that the recent turn to democracy in many Latin American 

countries is jeopardized by the debt crisis and the austerity policies adopted in 
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response to t.e demands of international lenders. In this context, he outlines the 

serious consequenct i of continued capital flight: drastic reductions in investment 

and growth, erosion of the iax base, and a redistribution of income from the poor 

to the rich. 

The EPI report also demonstrates that the U.S. economy and U.S. workers 

and communities have been harmed by the ongoing debt crisis which has crippled 

the ability of Latin American countries to import U.S. consumer goods, equipment 

and machinery. He cites cumulative estimates that by 1985 the U.S. had lost 1.6 

million jobs from the debt-induced Third World recession. And Pastor calculates 

that as many as 400,000 new jobs could be created in the U.S. if Latin America 

could achieve a 50 percent reduction in current debt service, thus freeing up 

investment funds that would stimulate growth and demand for U.S. goods. 

Pastor concludes: "The Brady-IMF requirement of policies for promoting the 

return of flight capital as a condition for extending debt reduction puts the cart 

before the horse. An alternative approach would be to provide debt relief first, 

and accompany such relief with a pragmatic use of capital controls, progressive 

redistribution of income, and a more efficient tax system. Otherwise the 

a.pplication of austerity and deregulation policies might kill the patient before the 

medicine of debt relief takes effect." 

Among the other findings of the report: 

* Contrary to the conventional view that labor costs must be reduced to 

bring about a return of flight capital, neither the level nor the growth of labor 

costs has a statistically significant effect on capital flight. 

* Contrary to the presumption that IMF stabilization programs create a 

more attractive environment for domestic investment, such programs do not in 

fact reduce capital flight -- except when accompanied by capital controls. 

* Most of the vast wealth held by Latin elites in North American banks 

earns income which is tax-exempt. (Latin tax laws exempt income earned outside 

the country and the U.S. exempts income earned by non-residents.) 

* "What really counts for resolving the Latin American debt crisis is the 

extent of assets held abroad, and the possibility of mobilizing those resources," 

writes Pastor. For Argentina, Mexico and Venezuela, if private assets abroad 

could be mobilized, the debt burden would be either eliminated or substantially 
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reduced. For severai countries, intnrest earnfigs could pay for a substantial 

portion of the import bill. "In the Argentine case, for example, the repatriation 

of just one-fourth of the earnings could raise import capacity by nearly 20 

percent - and lift the potential growth rate from, say I percent to more than 3.5 

percent," says Pastor. 

Manuel Pastor Jr., a widely-published expert on international economics, is 

Associate Professor of Economics at Occidental College in Los Angeles. 

The Economic Policy Institute is a Washington, DC-based nonprofit, 

nonpartisan economic think tank. 

Capital Flight and the Latin American Debt Crisis is available from the 

Economic Policy Institu* for $8.00 ($10.00 for first class mail delivery). 
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1980 1985 1988 

DEBT OUTSTANDING $2.1 bil. $3.8 bil. $3.9 bil. 
Public/Publicly Guaranteed $1.7 bil. $3.5 bil. $3.5 bil. 
Official Creditors $776 mil. $1.7 bil. $2.0 bil. 
Multilateral $435 mil. $748 mil. $992 mil. 
Concessional $132 mil. $227 mil. $244 mil. 
Nonconcessional $303 mil. $521 mil. $748 mil. 

Bilateral $341 mil. $962 mil. $988 mil. 
Concessional $128 mil. $457 mil. $684 mil. 

Private Creditors $916 mil. $1.8 bil. $1.6 bil. 
Bonds $146 mil. $221 mil. $65 mil. 
Commercial banks $719 mil. $1.5 bil. $1.5 bil. 
Other private $51 mil. $28 mil. $22 mil. 

Private Nonguaranteed $112 mil. $302 mil. $317 mil. 

ECONOMIC BACKGROUND
 

Costa Rica has long been considered a model country, especially
 
in comparison to its Central American neighbors. It is educated,
 
boasting a literacy rate of 93%; it is democratic, having had
 
only brief interruptions in constitutional changes of power since
 
declaring its independence from Spain in 1821; it is well-off,
 
with a 1988 GNP of $4.5 billion, the equivalent of $1,700 per
 
capita; and it is peaceful, having given up its ary in 1948.
 
Yet, even this exemplary country found itself embroiled in the
 
debt quagmire that has enveloped much of Latin America for over a
 
decade.
 

In the 1970's Costa Rica over-borrowed from abroad to finance
 
rising oil prices and other public spending. In the early
 
1980's, Costa Rica's small, open economy found itself
 
increasingly affected by external shocks, including rising
 
international interest rates and declining terms of trade. The
 



country plunged into its worst recession in 30 years,
 
characterized by: rampant inflation (which hit over 90% annually
 
in 1982), rising public fiscal and current account deficits,
 
declining GDP, and diminishing public sector expenditures on
 
education, health, nutrition and sanitation.
 

By late 1981, with its coffers nearly depleted, Costa Rica
 
declared a moratorium on all external payments. In 1982, the new
 
administration began negotiations with external creditors on its
 
foreign debt and instituted a series of internal structural
 
adjustment measures. Yet, Costa Rica's debt continued to rise,
 
from $2.1 billion in 1980 to $3.9 billion by 1988. Whereas in
 
absolute terms this debt is quite small, in relative terms the
 
debt was roughly equivalent to GDP or three and one-half times
 
total annual exports. By comparison, Brazil's debt is equivalent
 
to a little over one-half of its GNP.
 

DEBT PACKAGE
 

On May 5, 1990, Costa Rica and a group of 220 creditor banks
 
signed an agreement restructuring the $1.8 billion commercial
 
debt, making this the latest debt refinancing package reached
 
within the framework of the Brady Plan. Costa Rica's particular
 
situation was distinguished by its significant arrears problem.
 
Arrears accounted for $366 million of the $1.8 billion owed to
 
commercial banks.
 

The package itself is a debt/debt service reduction package, with
 
no new money option, and contained two pre-conditions, both of
 
which were met: 1) that at least 95% of the banks participate,
 
thus ensuring against free-riders, and 2) that at least 60 % of
 
the debt be tendered in the cash repurchase option.
 

The package offered banks a choice between two options:
 

1) a cash repurchase by Costa Rica at 16 cents/$1.00.
 
*63% of outstanding claims were repurchased
 

2) a debt exchange of unrepurchased claims, as follows:
 
i. banks tendering at least 60% of their total
 

individual claims could exchange the rest for "A" bonds, at
 
face value, 6.25% interest, with a 20 year maturity, and a
 
10 year grace period. These bonds are unsecured but have an
 
18 month rolling interest guarantee (in case of default,
 
payment is guaranteed for 18 months).
 

*17% of outstanding claims were exchanged for "A" bonds
 

ii. other banks could acquire "B" bonds, at par, 6.25%
 
interest, with a 25 year maturity, and a 15 year grace
 
period. These bonds have no collateral or interest
 
guarantee.
 

*18% of outstanding claims were exchanged for "B" bonds
 

Arrears are treated as separate claims: a downpayment of 20% was
 

http:cents/$1.00


made when the deal was closed, and the rest was exchanged for 15
 
year bonds, at market rates, with a 36 month interest guarantee
 
and a mortgage-style repayment schedule. The agreement also
 
includes a debt conversion provision and a value recovery clause
 
that essentially allows the banks to cash in on Costa Rica's
 
future prosperity.
 

According to the Wall Street Journal, the deal will save Costa
 
Rica an estimated $150 million a year. However, as Sylvia
 
Saborio, one of Costa Rica's chief debt negotiators points out,
 
the deal does not provide significant additional financing
 
relief, given that Costa Rica had only paid about one-third oi
 
its debt-servicing obligations over the past four years.
 
Therefore, Saborio argues, the agreement is a de jure
 
acknowledgement of a de facto condition.
 

In sum, the agreement will allow Costa Rica to retire 60% of its
 
bank debt and reduce debt service payments by 73% annually. It
 
is expected that, with the relief, Costa Rica will be able to
 
resume pre-crisis growth rates of arcund 6% a year by 1991.
 

Some questions that need discussing include whether this
 
agreement holds any lessons for other debtor countries, and the
 
future of Costa Rica relationship with foreign commercial banks.
 

-Laura B. Rawlings
 

The Forum is made possible with the help of Bechtel Group Inc.,
 
the Boeing Conk :any, the Carnegie Corporation of New York, Chase
 
Manhattan Bank, N.A., and Dow Chemical, U.S.A.
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The Evaluation of Debt Exchanges --IMF Working Paper
 
Prepared by John Clark
 

Summary February 1990
 

An approach is presented for analyzing debt-for-debt exchanges from
 
the perspective of the exchange's impact on a country's contractual
 
obligations and from the perspective of the creditors whose part
icipation is sought. It is argued that a distinction must be maintained
 
between guarantee structures which involve a onetime outflow on the part
 
of the debtor on the lines of an insurance premium and those which allow
 
for a possible refund to the debtor of escrowed resources. In cases
 
where, following the discharge of the new contractual obligations, the
 
resources used to fund any associated enhancements are returned to the
 
debtor, the difference in debt stocks before and after the transaction
 
(including any debt incurred to fund any associated enhancements)
 
understates the relief the country has obtained. A meaningful
 
comparison with buybacks must be based on a formulation that recognizes
 
the net burden of completely repaying partially collateralized debt is
 
lower than its absolute level.
 

In the section on valuation, claims on a sovereign debtor are
 
prerented as entitlements to share in the aggregate payments which the
 
debtor is willing to make. In periods when the debtor's aggregate
 
payments are insufficient to discharge all the contractual obligations
 
falling due, it is assumed that holders of unguaranteed claims receive
 
new claims which may be used to attempt to share in subsequent aggregate
 
payments. The valuation of guarantees needs to contemplate not only the
 
probability of the guarantee being triggered, but also, once the
 
guarantee is triggered, the value of the new claim foregone in return
 
for the full contractual payment. It is argued that the secondary
 
market price does not provide sufficient information to value guaranteed
 
debt instruments. The paper presents some rule of thumb valuation
 
formulas previously suggested in the literature. To provide an indica
tion as to the relative optimism or conservatism of these formulations,
 
boundaries are presented for the highest and lowest possible valuations,
 
consistent with the observable secondary market price and a very general
 
model of creditors' expectations, of partially enhanced instruments.
 

Taken together, the two sections demonstrate that debt-for-debt
 
exchanges are not necessarily equivalent to buybacks. Exchanges
 
involving refundable guarantees are shown to be functionally equivalent
 
to targeted buybacks where in addition to Lowering obligations across
 
the board as in a conventional buyback, certain obligations, e.g. the
 
final principal payment, are effectively eliminated. Given that payment
 
claims falling due later in time might be serviced less fully than
 
claims falling due earlier, discounts may vary across claims. Since the
 
debt relief obtained through a buyback is only a function of the average
 
value of claims while that obtained through an exchange may also involve
 
the value of claims at specific times (which may differ from the
 
average), the amount of present discounted contractual relief per dollar
 
of precommitted resources achievable through a debt exchange may be more
 
or less than that achievable through a buyback.
 



Arpendix to Testimony Presented by Nancy Alexander
 
to the House Committee on Banking, March 28, 1990.
 

CONSENSUS MGO POSITION OF THE 
DEVELOPMENT BANK ASSESSMENT NETWORK 

ON THE IDA9 REPLENISHENT 

March 1990
 

The International Development Association (IDA) was
 
establishe-. as a "soft-loan" window of the World Bank in 1960 in
 
order to make concessionary financing available to countries
 
which were too poor, or whose creditworthiness was too
 
precarious, to qualify them for the Bank's regular loans.
 

Through the years, many in the U.S. NGO community have
 
supported IDA in the belief that the poor in recipient countries
 
were being directly assisted by its loans. If this were true,
 
the community would continue to be largely supportive of such
 
financing on below-market terms, particularly in light of the
 
current drain of financial resources from the South to the North.
 

It is increasingly clear, however, that the overwhelming
 
majority of IDA credits have supported projects and programs
 
which have, at best, only indirectly, benefitted the poor.
 
Today, there is in fact growing concern about, and often outright
 
opposition to, many of the large-scale, environmentally
 
questionable investments being made with IDA funds that can also
 
cause extensive dislocations and great suffering among local
 
populations.
 

Furthermore, many NGOs have been critical of the use of IDA
 
financing to leverage and support economic policy reforms which
 
have not served the interests of the poor and which have had a
 
particularly negative impact on the lives of women and children.
 
These structural adjustment programs have placed great pressure 
on NGOs engaged in grassroots development programs to utilize 
their limited resources and energies in relief and compensatory
 
efforts designed to help protect the poor from the worst aspects
 
of imposed austerity. Neither do these adjustment measures
 
appear to be improving the economic performance of the Bank's
 
borrowers. This fact was recently reinforced by the Bank's
 
decision to begin a retreat from its adjustment lending in order
 
to protect its triple-A rating on global bond markets.
 

The Development Bank Assessment Network, which includes
 
among its participants some 15 non-governmental organizations,
 
has been active over the past two years in discussing with
 
members of Congress and representatives of the Treasury and the
 
World Bank the need for constructive changes in Bank operations.
 
The group has set forth various concrete proposals for reform,
 
drawing on the experience of its members at grassroots levels
 
overseas and within the Bank itself. Today, due to a lack of
 
significant progress in such areas as poverty reduction,
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environmental reform, access to information and the participation
 
of local populations, we feel an increased urgency to press

forward with an agenda for change so that taxpayers' money can be
 
utilized constructively in the future.
 

Accordingly, we urge the Congress and the U.S. Executive
 
Director to promote vigorously several proposed changes already

under consideration at the World Bank, as well as a number of
 
other fundamental changes in IDA's operations and loan portfolio
 
described below. These we feel would provide the basis for a
 
critical three-year effort to develop an IDA lending program more
 
appropriate and responsive to the needs of the world's poor and
 
of a healthy environment.
 

We believe that these modifications of the policies and
 
practices of the IDA program will strengthen its work in its
 
appropriate role as a provider of assistance to the activities of
 
the world's poorest people, will increase its relevance to the
 
attack on world poverty and environmental degradation, and will
 
significantly improve its performance in all respects.
 

These proposed reforms can be placed in three major
 
categories:
 

Poverty
 

1. by January 1991, all appraised IDA loans made in support
 
of economic policy reform in borrower countries should be
 
presented to the Bank's Executive Directors with supporting docu
mentation indicating the short- and medium-term impact of the
 
reforms on -

a. the real incomes of the poor,
 
b. the level of national food production (for local
 

consumption) and food security,
 
c. 	the access of the poor to land and other
 

productive assets,
 
d. the integration of local and regional economies,
 

in particular the development of domestic and
 
inter-regional systems of trade,
 

e. the diversification of industrial and agricultural
 
production that expands the use of local raw
 
materials, goods and services,
 

f. the access by women to productive resources and
 
services, and
 

g. the quality and delivery of essential social and
 
technical services, including programs of
 
primary health care, nutrition, credit and
 
training,
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and immediate steps should be taken to change the reform program
 
in light of projected negative trends in any or all of these 
areas;
 

2. by July 1991, the Bank should initiate, in collaboration
 
with local governments and independent parties, the
 
implementation of publicly available, social-impact assessments
 
in all IDA and blend countries of a representative cross-section
 
of IDA-supported projects and programs collectively utilizing at
 
least 50 percent of the IDA funds disbursed in each of those
 
countries;
 

3. by July 1991, the Bank should relocate its Women and
 
Development unit to the Office of the Senior Vice-President for
 
Operations and reallocate sufficient staff to that unit so that
 
it is able to participate in institutional decision-making
 
related to the planning and supervision of all projects and
 
programs supported with IDA funds and to help prepare, on an
 
annual basis, disaggregated statistics that indicate, by gender,
 
the effects of adjustment and other programs on local
 
populations;
 

4. by January 1992, at least 50 percent of IDA recipient
 
governments should have national poverty eradication strategies
 
developed through open and thorough consultation with a broad
 
range of popular groups and other non-governmental organizations
 
in their respective countries, and at least two-thirds of IDA's
 
projected lending to these countries should be designed to
 
support aspects of these plans; and
 

5. by January 1992, IDA's financing of adjustment programs
 
should be sharply decreased in all borrower countries and a plan
 
developed for lowering the percentage of adjustment lending by
 
the end of the year to less than ten percent of each country's
 
borrowing, consistent with the Bank's original mandate.
 

The Environment
 

1. by July 1991, a comprehensive review chaired by the U.S.
 
Executive Director should be conducted of the Tropical Forest
 
Action Plan to ensure that the implementation of that plan has a
 
positive rather than a deleterious environmental impact before
 
any projects under that plan are financed with IDA9 funds;
 

2. an environmental impact assessment reflecting the views
 
of affected groups and local NGOs must be submitted to, and
 
approved by, IDA/Bank staff for any prospective project or
 
program (including sector and structural adjustment programs)
 
that has potentially significant environmental consequences
 
before IDA9 funds are allocated to that project or program, and
 
by July 1991 borrower governments must be carrying out
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assessments for all relevant projects and programs in order to 
receive IDA funds;
 

3. by January 1992 and in accordance with Bank plans, 
Environmental Action Plans for tackling priority issues in 
borrower countries should be completed for all IDA recipients, 
and the Energy Sector Management Assistance Program should be 
fully integrated into IDA lending operations as part of expanded
efforts in support of programs of renewable energy and energy 
efficiency and conservation; and 

4. by January, 1993, IDA guidelines currently under 
development should be completed for operations that involve 
tropical rainforests, tropical dry forests, wetlands, mountain 
regions and coastal resources. 

Consultation and information Acceass
 

I. by July 1991, the Bank should develop a Grassroots
 
Collaboration Program, originally proposed in 1987 by the United
 
States, under which mechanisms are established in all IDA and
 
blend countries for comprehensive consultation with popular
 
groups and other non-governmental organizations in order to
 
involve local populations in the conceptualization, design,
 
implementation and monitoring of development projects and
 
programs, including structural and sector adjustment programs;
 

2. by January 1991, the Bank must implement a policy on
 
public access to infor-mation that makes publicly available all
 
IDA documents and final country-generated docuLents required by
 
IDA, excepting those sections of documents that contain
 
information that falls within pre-determined categories and the
 
release of which would seriously compromise a relationship with a
 
borrower government; under no circumstances should information
 
concerning fundamental physical, institutional and economic
 
elements of IDA-supgorted operations, such as information related
 
to loan design, loan conditionality, economic analysis and
 
environmental, public-health and sociocultural impacts, be
 
treated as confidential; and
 

3. by July 1991, the Bank should assign a senior staff
 
person to each Country Department, as well as to each Resident
 
Mission, who has the responsibility for responding to public
 
requests for information and for initiating contact with the
 
public and concerned NGOs about specific projects and programs,
 
so as to be able to respond to requests for information within
 
twenty working days of their receipt by the institution.
 

NGOs working on multilateral aid issues look forward to
 
being able to support an IDA program that incorporates these or
 

similar changes in its operations. We therefore urge the
 
Congress and the Administration to press for such reforms and to
 
ensure that reports on progress in the above areas are made
 
available on a regular basis to the Congress and the American 
public so that informed decisions regarding U.S. financing of IDA
 
can be made.
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Capital Lessons for East Europe
 
By LAURA RANDALL 


WA DEBORAH MILENKOVITCH 

East Europeans from Warsaw 

to Buckarest agree that their econ-
omls must be transformed. The 
aw leaderships in ml countrie 
are already preparing to privatize 
their ecoo.eL There are several 
moives for prtvatlation 

- To eliminate the monetary 
overhang that will fuel inflatioa 
when pi am freed-

- To cover budgetary deficits 
without the Inflationary printing of 
Mw money. 

- To promote efficiency through
competitive markets and private 
mership of factors of production. 

- To placate the nomenklatura 
and the workers by allowing them 
to acquire satM of tmir corpora-
tGM 

* To provide an independent as-
sessment of enterprise manage-
ment through the valuation of 
shares on a capital market. 

* To encourage foreign invest-
mert and international lending. 

All these reasons point to priva-
tizing the formerly state sector and 
to eatablishing capital markets. 

Ome camot privatiUe a entire 

economy overnight. If this were 
done. either it would result in de-
pressing the value of all assets, or 
selling them off in too great meas-
ure to foreigners, or in selling them 
on concessionary terms to some 
citizen (say, workers in the facto-
ry) but not to others (private farm-
er, civil servants). Also, reducinggovernment control of strategic in-
dustries would be unreasonable un-
til viable product and factor mar-
kets have be.n developed, 

The eyperience of Latin Ameri-
ca shows that there are ways of 
building capital markets that allow 
some privatization while retaining 
tome government control. 

In order to build capital mar-
kets, investors need to have a rea-
sonable belief that the value of 
their investment wi!l not be lost. In 
Mexico, the government strength-
ened capital markets by use of a 
financial intermediary, the Nacioo-
al Financiera. 

This government body received 
its initial capital from the govern-
ment. It first made loans and later 
provided other hanking services to 
selected private firms in sectors 
which the government had targeted 
for economic development, in re-

turn for seats on the boards of di-
rectors. 

The Nacional Financiers raised 
additional capital from t, public 
and the banks by selling certifi-
cates of participation. It guaran-
teed the repu.-chase of the certi-
cates on sight at par plus a 
stipulated interest rate. In infla-
tionary periods, the certificates 
could be denominated in dollars. 
After some years of operation, the 
certificates were entirely sub-
acribd by the public and banks, 
without inflationary government 
participation. 

For strategic industries, Eastern 
Europe could use the Brazilian ap-
proach to the nationalized Oil In-
dustry. 

The government is the majority 
shareholder in Petrobras, the state 
oil company. The remaining shares 
are sold on the stock exchange and 
can be owned only by Brazilian 
nationals. This maintains govern-
ment control while obtaining pri-
vate funding and providing a mar
ket test of the firm's financial 
performance. Since workers, both 
directly and through their social 
security corporation, own shares, it 
also provides for the motivation of 

workers Lhrougb ownership of the 
firms in which they work. 

In less sensitive areas of the oil 
industry. such as petrochemicals, 
the government, private domestic 
and foreign capital jointly 'iwn 
firms. This permits the govern
ment, as an owner, to ifluence 
corporate strategies while obtain
ing private finance, acces to for
eign technology and marketing 
skills and an internationa market 
test of the firm's performance. 

Schemes such as those in Mexi
co and Brazil have widened and 
deepened the capital markets and 
aided in establishing sufficient pub
lic confidence in the market. This 
left private firm better able to 
float their shares. The experience 
of the Latin American govern
ments may suggest some interme
diate institutional solutions helpful 
to the East European governments 
as they confront the challenges of 
privatizing their ecooomies. 

Laura Randall is professor of eco
nlrn~k Hunter Collee, New York 
DeborahMllenkovitch Is directorof 
the Institute on Fast Central Eb
rope CWunua Uaivasty. 
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No Loans for Eastern Europe
Eastern Europe is deteriorating. To 

The ermous economic poten-
tial of rpntal and Eastern Europe
intrlgus Western businessmen and 

financiers. But many of them do 
Dot consider the dismal reality tt 
cats itse lg sa aroy ttcasts I long ahadoe across
region. reline 

Significant new Iconding to the 
governments of the ima by West
em commercial banks, at thi time. 
would be no rowe than a profound
act of faith. It would be stlnulatedby notint more lan theirat 
hope thge reform pr e gr
being taunchad wi sucesfubepigrocess 

-and make the countru a 
itworthy. 

In economic ttrms, these are 
small countries. The combined eco-
nomuc output of Bulgaria. Czecho-
slovakia. East Germany, Hungary,
Poland, Romania and Yugoslavia Li 
just 2%ol global production. Tbesu 
coutnes trade mostly with each 
other and th Soviet Union. Thir 
comb ned convertible currency As-
ports are just 10% o0Voe, epots of 
South Kora93 lone. 

But with good mianatment and 
training and a dynamuc eco o ic: 
policy evironment. the 124 millo 
inhabitants o4 tbets countrtis could 
Increase production dramatically. 
Living standards in some offLhs 
countrwi could douLa in the 1lt 

The eo.oomic machno odthe 
regis is so run-dowu that it i 
nes" colaFpee Savnigs and invest-
went have slumped In recent 
year Rsaur to the levels and 
growth ras e ed in the 1970s 
would produm major Inmcam In 
living standards. 

Far-reaching econ . ic policy 
reforms are required to .nlefush the 
productive potential of the East 
Europeam people Tbre must also 
be a profound change In the atti-
tudea of their governments toward 
economic management Deeply ea-
treacked ioterventloilat habits 

The Scorecard on Reform 
aioe

Price Prival. CaPii& Liberal- Exchange 

Refom ,a1tion Merkel aleu Rate 
Hg .tuck 
Hland 
PalAnd .............Clechoou 0 0 0 0Czoei~ab~iaFor 

Romnis ............ 0 0 0 0 0 

w ............. 0 0 0 0 0 


bstu reform. 
** Uoe roki. 
0 no Cnange 

o , ThenImututsofn4niamJum4Fiancetnc. 

must be repac*4 by providing ge-
wne freedom and vvpport to the 
ntrepxrenturia sprin 

There also muit be substanual 
Westaer finance to encourage and 
ctmulate the diffirult and testin5 
transition to free-market econo-
min. Official finance from the ma-
jor Western ga and theLer-mets 
multilal ageces is clearly vi-
tai ad the plaored European
Bank for Roeenstructloo and De-
veloppm4 can play a conaucUve 
role, 

The iale of such official fi-
nance and the speed with which t 
bank becomes operational will 
serve as impornt signals to West-
ern investors As they make deter-
minations about thi region's prois 
pacts. 

But what can one expect from 
private sources of foreign ftuds? 

Newspapers are full of storife of 
Western businessmen dashing into 
Central and Eastern Europe, but 
for the most part the are mis-
sions ad impcti.. not Investment. 
Thee are busineumen making 
coontact not signing contracts. 

The notable exception is East 
Germany, with its future firmily
ted to West Germany. Foreign dl-
rect business invesunet needs to 

become the prime source of West-,ern fnance to the revi.± 
To achieve this, however, cru-

cial obstacles must be overcome. 
The lack of currency convertibility 
limits the flexibility of manufactur-
ers and their ability to tramper
profits. 

Manufacturers requiring inter-
mediate inputs may well exper, 
ence supply shortages. And even f 
materials can be supplied, they 
could well prove to be of shoddy 
quality. Communications and trailt-
portaiton systems are poor, AM le-
gal systems tend to be ll-eqwpped 
to protect the inte" 0 foreun 
Investor 

On the positive side, at least, am 
the determned statements by po-
litical leaders o their intention to 
secure reforms, plus indications of 
popular support for foreign Invest-
men. Each country in t a 
must be regarded as distinct an 
the sA differences betw them 
must be stressed 

Implementing swift policy 
changes is di fit in the cur 
period of transition from old to 
new forms of government Predict
ing the paew of chane is impossi-
bie. 

Creditwortbiness in Central And 

some extent this reflects 
short-term output loss resulting
from the political upheavals of re

cent months. Further, countries 
as Bulgaria, H"gary and Po. 
already have reached high

leves of Lndebtedness
the most prt. th bans, sOl 

ooF0aware of the frustrtat.ns I 

. 'vent years with outstanding sow
ereiga liabilities to developing
countries, will stor clear of newsovereign debt engagements. So 
too. in all probability, will most 
institutional investors Inpublic and 

private placements of soversip
backed boods. 

The banks will play a cruciaj.role in the revival o( Central and
Eastern Europe, but foe mos 
part ibis will be driven by the 

of thei p rie b y tll
ents. Banks will be looking for 
clear *bankable business" in the 
form of trade and project finane 
ing, especially with significant cai 
flow and foreign exchange earingoll 
o tt-. 

The situation in Central ad
 
Eastern Europe today is one of
 
rapid politic.] and social chang
 
which provides meo opportunte
 

e Ies flij olulo fe. 
siwo An toinLvilorsa the whole 

uropean ec omy. Thespolitical
And economi Change that have 
occurred and those that w take 
place ar revolutina7ry ones and 
deserve force'-il support from 
Western govem ents. 

Active partilcipetion by baini 
and other foreign private invest 
depends on the success of the re
gion's new leaders In molilfrag 
public support behind lar-reaw 
econoic reforms that can unlash 
the VV human and econjimic P
tentil of their countries. 

Horst Sculmm is h managlintg 
drotoior of the t.iute of Inateis
(Uni Financm WasihliL'ia 
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A Common-S ens IMFNeeded for a Repentant Third World
 
By UI'IIAs. MA'LIi 

The exhilaratig pollical transform-
tlion in Eslern Europe has reniuved a na-
Jor threat to denicracy. But threats out-
side Ea ern Europe to countries which 
have bern in fthe trnhes of democray" 
for gieratko rema, 

Some of those cu,-ntnes like JamaicaI 
today. stand at the threshold of economic 
growth. In the pas. m ny leaders, myseli 
included, placed too much reliance on Inc 
enuneat involvemef t In the products of 
goods and services. Now we are part of a 
general agreement ta private sectors op 
eratLg in markt conditions provie do 
best mean to economic growth a'd devel-
opmea We have developed strosti private 
sector have for yeas attempted to Unpie-
mred International Monetary Fund stabi-
ultiOO prograls d World Bank sirm-
luridadjus nieot programs-but find 

economies burdened by debt. 
At the sne time, the Lactble rules 

of lending agencies frustrate rather than 
sUmulate economic growth. Witbout tha 
growth, the social progres thai is both 
the Implied promise of the democralXk sys-
tern nd the expectation of Its pric-
tioners. is impossible to sustain. 

Third World debt hu tripled In the pa 
nineyear lfromlUbil to $lAtrllion. 
There ir three main kinds of lerna-
liotld debt. ir there Is debt owed Io 
commeil banks. Second mere Is g.-
ernmea.to-govermwelt or biltera debt 
Thid. the is debt owed to mulUilateral 
lending agencies such u the IMP. the 
World Bank and the tae-Amercan Devel-
OMneMBaLIhThi s t etyl2ofldebtM 

makea up a Lirle portinof the loam owed 

by lle ngli" spelakig naa.s of the Car-

ibleun. 


Multilateral debt ha two dtinc disad, 
vantages: No rescheduling whatsoever is 
-ri itted. And the Brady PtA's debt re-

lied .toors only to cumintercial debt. not 
M And other Agencies' lAS. 

In the case of Januica, only 8% of our 
debt is connercial. while 45% is owed to 
multilateral agencies. Clearly. in our case 
a Brady Plan has little relevance. t.'uier. 
our toa debt of 14.5 billion representn 
some IW% of the L-and's grow tional 
proxuct. and debt servicing requires 4Ml 
of our annual export receipts. Jamaica Is 
one of the man idebted tinoa o a per, 
capita bas". 

IsLand's capacity for sun-
lamed growth isseverrly cornsiraned by 
this bu en. despite a conIden and ar 
gressve priva ector that eajoys both the 
conftdence and backing of the oversmet 
and the cooperation of the trade unio 
moveenM. Hxpseoa plaits are conztal 
frustrated by fte shortage of foreign ex-
change and even private Wreig caotl,, 
which we solicit and encourae vigorouly, 
t ade to be apprehensive, 

Fally, Jamaica Is burdened by the 
fed allca mo reschedulngof any los from 
a multlateral agency ispermittd Every 
single #;la of ilter st and principal re-
paymew must be Iet. In terms of the ori. 
t agreemenf, on the due date-or we 
fce the prospect of the spmeicio of all 
disbursements under existing programs. Is 
IMI, the net flow of capital from Janal-
CaLhelM andtMeW 'r.Tl a~skwu- Is 

Obviously, th. 

credibly- 01 million. Durng this pervid 
the slaid borrowed M9 inllin. 

Normally. one wouki not have any quar-
relwith these strIc arrangeleftl which 
would be tienonal and proper oblip 
lioi of a coiniircial debtor. But these 
are not oTnal lues, nor is this a normaJ 
situatlo.. The w',te world shares respoisl-
bility fur the debt crisis. The Inflationary 
explosion fo4lkwine the Vtnam War and 
the OPEC oil price hiks, the ensuing stag 
nati. rbi interest rates and tlightening 
mosey nmarl, the caureless lending of 
commercial bk the lnexpenene or in 
some cases shortsighted borrowing by de-
veloping comnres together with. mny 
other factors contributed to the crisis in 
which we are al now tpped. 

Ironically. there have been great ad, 
vances; in debtor-country management ca. 
pabitllirsand understandlng of strict fWas-
ncaprudence. And there i now general re-
Ilance upos market-driven stratellis of 
pr.vae-'ctor-led growth. Howe,er. all 
these Incalcula.* advantages garnered 
from expene e to provide the bud for a 
new maturity in today's debtor countries 
are negated by the sheer weigt of the 
dent burden. 

The lending agenzies exer pressure to 
fo edeblorcountestoimplement mme-
.dietey policies that may be Justled is 
s rict ec oomc tO" but that are ir-'pos-
sibe in atlaunvernigtht. Import duties and 
internal interest policies are good exam-
pis High duties encoura Inefficiency 
but their immediate removal cAt kill oi 
Inaussnes that could become competitive i 
givenimnetoadju,lLitareeaof ieret 

rates une k nig agency h propusng po& 
ciesi Jamaican sin. lfIlt wuld require 
faniwrs topay 22o,on development loans. 
No busumi"s can hope to expand sixcei
fully at that intren't rate. 

Third World debtor countries represent 
more than Ulof huinanity. that is to say. 
more than half of the polential. iarket for 
the exports of creditor natki. The deal 
crisis restrics the capacity of develog 
couitries to buy the exports of developed 
countries- whicb. i turn, hurts deveiopev 
alotxm 

I am not advocating a retreat fron the 
sanctity of contract, nor du I expect Ja. 
maica to be pertniited to walk away from 
its det otillat"xML However, common 
sense and conscience surely demand tia 
the major powers that determine the poll
ci-s of the inuiilateral lendingagencies 
take an urgent lK at these agencies' Is
flexible rules. rules thaI have long since 
outlgrwn Jusliicatis and now add tc the. 
stranglig burdes of countries like Ja
maica. 

Sorely the t1m has also come to take , 
new hAmat bilateral debts. Ca.ada's rM
cent uniLteral cancellation of all dts 
held by Englishspeaking Caribbean coun. 
tries is a powerful example. The sun I
volved-S1113 milliun-might be siat is 
the context of total Third World debt. but I 
is relatively large in the context ofite Ca
nadwa econoiy. 

Could no( the reduced military expend
lures ccomnpanymg the end of the Cold 
War be recycled intoa new facility to sup
pleriwot IM[, 

7 Banks ThinWorld fundci? 
new pool o money could be use to re
schedule debts due to the multltlerlled-
Ing agencies, restricted to tise nation 
undergoing the effect of structural adjusl-

A signilfkant first step would be t(e cre
ation of a small rxpert group at the Group
of Seven's Houston Sunmm in June. The 

irop's n1mso would be to cone up wth 
practical rilm" in.dtlios say, three 
month& to ease the debt crr. Tbe mess
of remedws to deal wth tMeproblem is ad
equate. What we need now Is the vias 
and the will to act in response iocomnon 
sense Asimuch as coscie.ce, and that will 
saegu. I democracy In my pan of the
worki. 

Mr. Masirp is p nowemeWer s/ Je
iii4UdVnL 
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Fatter IMF Purse Won't Fatten Third World 
By ALA STMA

,,,ter verai yean 01da~, the U.S.andot member tllt'ruouaDoWorld 

Monetary Fund agreed InMay to tncremethe fund's fln.iaa reurces by bW 
ison, to StO billion: W e ratified by the 
U.& Congien and other n atoal ltga-
tures in the next year or so. this ismap 
posed to enable the IMF to bip meet t 
finanrcial needs 01Eastern Huroe aid the 
developing countries. Unfortunruil. the 

right problem.
First. the problem. AlmW adecade af-

tertheonst1the TlrdWorlddebt cris. 
mod of the Latin Amerca and Atrca 
economies remain agna. . pushed ot 01 
the world economy by titr own f 
agement. the scarcity ot risk capital. aind 
indugta-country prVotcom Demo-
cratic leaders throughout the developing 
world are struggling to adopt free-'Market 
reforms and to sustain economic SitnaLL-

cam dow, the capital needed to supo
the srucfl i refornm tha Ile ahead dma J tohereadIlyava . 

Th is where ta W and the "nw 
ota increase cune L in amou any 

tPabil' tWedeveloping world and4 
Europe will need fres capital to achie 
rasnable econmi gowth U tgructual 
reform conUinues. But private Investors dt-
fltad highe returns and more securty 
tha them countrles cal Afford. T l& 

quota Increase is the wirm sokizlo to Wg isu9ramlC'owrd:If the prvale martes 
will not provide the capital, thee the IMF. 
along with Lte World Bank stould il t 
PP. 

Unfotunately. the bot may not ht the 
fooL. TV MF was desged to manue Lt 
ovemil dlrectu of the liternadonal mo-
neta sstem ad to provide short.erm 
runcial support to countries with tempo, 
rary balane-otpayments Problem The 
fund Isnot a partiularly good vehicle to 
mediate betwee reluctant creditors And 

tion programs. These efforts are uaxIder-needy borrowers. nor to pMvide te kind o 
stand~bly impeded by the reluctance of o'term develulsnent fnance thatis r 
creditors and invesior to provide much qured to support structural economic re-

Larier. th. fund played a maor role fund usnow a sideshow when It comes to 
dout the early IM InprevenUng the core excl -rat isut5. The IrrelevanceThid debt crisis forn becotring a of the IMF on monetury questions has been 
sysemic crws that could have threatened furthered by the unfortunate U.S, prefer. 
the W VrityImeational mtn eice for bilateralism whenatcialrnr- 'especially 
k the l)Ozs p effort fued 
1Orsolve t underlying prers of 
debtor country insolvency and sataik 
This ws because IMF advice was some-
timts rnilate and somtime aot fof-
P;-

Sabilllat progralm were consta,.' 
tietlidt arid short-term loan etec. 
Uvely became WE-term oans. The whole 
p5unde ded the c biltytthe 
LbW8 "seal of appoal" used to have for 
private Investorm so the fund's ability to 
mobilite privale capdtal-whIch in the past 
bad muTgIfied We W ofpacl slendUig-bilizaton. Bo(h are privileged creditors01 
dtegrated. that insist on the senorty of their loans 

In addtot.,the reluctance of the US., over Ilizse of other creditors. And both are 
the IMFs most powerful mrobe. to ac. staffed by overzealous but quite talented 
cepi ht same kind of eco uc policy cn- economists wtwse starting premise I that 
Ictsm A gudance that are routinely Lm, they know more about goveming any paz. 

form. Argentina and the Philippunes do not Lan of international moneiary arrange-new financing, at least until the debtors m 
tabltsh credible track records of reform, have shortterm paymenLs Imbalances: mets aMng the majo indistwa C w 

The circumstances are similar in East- They have chronic payments imbalances. trl-
em Europe While there is aloto symps- Indeed. dunng the pas decade the IMF With currency negotatim largely co-

ducted among the major industrial coun-thy in the West for the dramatic changes has wandered far from its original mis-
that have occurred since the nerttn Wall um. Under the leadership of Jacques de tries. outsije tbe context Ofthe BF. the 

posed on other countries undermined the 
crelauxity o the fund in its role as guard-

daling with th Japanese and economic 
sunulutry. The annual summits of the 
seven indusrial country leaders have be
come far more tmporta monetary inues 
than the per-iodic meetings of tIMF direc
tors An governors. 

The consequence has be, that there 
u been augnficant blurrting o the rules 

of the IMF and the World Bank. Boih have. 
eentially. the same clients-developing 
countries. Boti tie their lending to sruc. 
tural economi reforms as well as to pro -
rreI inachieving shortterm financial sta 

ticular country than its own government 
does. 

Do we need both instilutions" As cur
reilly operating. probably not. In today's 
circimstnces more money-the .60 billion 
tIF quota micrease- is not enoulb o aso
luton. No more than S20 bilion o that 
nioney would. in any case. be paid in hard 
currency. 
.,ni'ereis. however. an urgent need to 

make more risk capital available to East
em Europe. Latin Amenrca. and the rest of 
the developing world, without which the re
form process inmany countries will aller 
But there isalso aneed to iethink the ItF 
and W0cld Bank. to bng the institutional 
framework created at Brttn Woods more 
than 40years ago in line with dramatically 
changed economic and politcal cond 
tions-and the realities of the Bretton 
Woods institutions themselves. 

The U.S. and its partners should do 
both: fix the fund and spend the nioney. 

Mr. Srogn is tingniolgdirectorof Kis. 
sinper ,s*c inles. bnsed in Veti Vork. 
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Mr. Chairman, members of the Committee, thank you for this
 
opportunity to introduce myself and provide my perspective on
 
the future directions which should be taken by A.I.D. I also
 
want to comment on A.I.D.'s budget request fo. the coming
 
fiscal year. The resources we will need to accomplish the
 
ambitious goals we have set for ourselves need to be discussed
 
in some detail.
 

Secretary Baker has alre3dy commented about the astounding
 
changes that have taken place in Eastern Europe -- in Panama
 
and Nicaragua -- in Namibia -- and in some ways in South Africa
 
as well. I need not repeat what you already know.
 

What I want to suggest is that the era of great change is
 
not over -- it is merely beginning.
 

The explosion of democracy and the drive toward free market
 
systems which we are witnessing today cannot help but impact:
 
other nations. I doubt that governments that avow communist
 
principles will long survive in the face of today's
 
turbulence. Even socialist systems may find it hard to compete
 
with the success that comes to ntions that rely on open
 
markets.
 

The implications of these changes -- both today's and
 
tomorrow's -- are quite considerable for the U.S. government
 
and the U.S. private sector. As a *ation, we are applauding
 
the expansion of democracy and the desire on the part of many
 
of these emerging democracies to pursue principles that foster
 
individual and entrepreneurial initiative. Yet it has become
 
obvious to many of us, including many of you in the Senate,
 
that we are not prepared to support these newly emerging
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democracies in as timely a manner as we would like. We seem to
 
be playing "catch-up" -- writing supplemental bills that will
 
allow us to provide needed assistance to Panama and Nicaragua
 
and to refugees. Even a newcomer such as myself can see that
 
this method of operating makes us somewhat slow and less than
 
fully effective.
 

That is why Secretary Baker and I have both asked for
 
greater flexibility in the foreign affairs accounts. Such
 
flexibility has always made sense. History shows that the
 
international scene is never perfectly stable for long. The
 
rapid pace at which the world is changing makes that
 
flexibility more than desirable -- it makes it imperative. I
 
hope to work with you to find a way to put the flexibility we
 
need back into the foreign assistance program, so that we might
 
run with, not behind, the fast moving forces of change in the
 
world.
 

It is important that we be an effective force for democracy
 
and human progress in the world. It is important because we -
as humanitarians -- have a moral obligation to offer some of
 
our wealth and know-how to those who dieam of a brighter future
 
for themselves and their families.
 

At the same time, we have an obligation to the American
 
taxpayer -- to take advantage of expanding international
 
economic oppcrtunities for the U.S. We already know that
 
developing countries buy more than a third of all U.S.
 
exports. r-ose developing nations that pursue market-oriented
 
policies can grow at phenomenal rates -- and countries on a
 
fast growth track are the markets of our future. Flourishing
 
economic relationships translate into greater demand for U.S.
 
goods and services.
 

This point was made by Peter Drucker in the March 20
 
edition of the Wall Street Journal when he f'atly asserted that:
 

"America could do more to solve its trade deficit by
 
helping to bring about economic growth in Latin America -
and reestablishing that hemisphere as a major U.S. customer
 
-- than it coild do by removing all of Japan's barriers to
 
U.S. imports.'
 

If we can successfully foster economic and human progress
 
-- multiplying its impact across continents -- the U.S. could
 
look forward to more rapid and beneficial two-way trade with
 
developing countries.
 

Readying ourselveq to meet emerging needs in the developing
 
nations and in emerging democracies is only half the battle.
 
The tremendous reserves of talent and skills the U.S. can bring
 
to bear on the problems developing nations face will be
 

'72 
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misplaced if we believe that a formula -- or even a common set
 
of programs -- can be applied in every country that neEds our
 
help. To my mind, such approaches are naive because they fail
 
to recognize the cultural, economic, political and other
 
differences that distinguish countries and societies. Two
 
countries commanding much attention at present serve as good
 
examples: Panama is reinstating the democratic and free market
 
principles which they know well; Poland, on the other hand, has
 
not relied on a market-based economic system for over fifty
 
years. In Poland, we need to erect -- in Panama, we can simply
 
renovate. The differences here are not simply cultural -
these countries have different needs.
 

As we organize ourselves to help these nations we will rely
 
heavily on the force .nd vigor of the private sector -- U.S.
 
businesses, private and voluntary organizations and U.S.
 
universities -- to help us in our pursuits. Zor our part, we
 
must help to pave the way for the financi2l and technological
 
investments which only the U.S. private sector can provide.
 
A.I.D. -- with its on-the-ground knowledge of developing
 
countries' potential and problems -- must continue to build
 
policy environments which are conducive to private sector
 
investment. It also needs to be emphasized that this
 
partnership between the public and private sectors will not be
 
entirely productive if one party is constrained.
 

While we must recognize the differences among nations and
 
the unique nature of their needs, our assistance program should
 
not be simply reactive. History has shown that economic growth
 
and development advance and become permanent when people are
 
free and where market-oriented economic policies make it
 
possible for all citizens to participate in and benefit from
 
economic progress.
 

In its FY 1991 Congressional Presentation, A.I.D. presented
 
these basic ideas as three fundamental goals that serve as a
 
framework for A.I.D.'s programs -- in all of the countries in
 
which it works. These intertwined goals present a clear and
 
solid beginning for the kind of coherent focus I am encouraging
 
at A.I.D.
 

The three fundamental goals are:
 

Economic growth that is broad-based and sustainable,
 
in both economic and environmental terms.
 

Let me note here that this is not an abstract
 

goal -- what we are talking about is real
 
increases in people's incomes. Broad-based
 
growth means thousands of start-up businesses and
 
millions of new jobs in these countries.
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Human capacity development -- the growth of people -
with particular emphasis on achieving health and
 
education levels sufficient to enable all citizens to
 
contribute to and benefit from economic progress, and
 

Pluralism, including the promotion of democracy,
 
freedom and competition in the political, economic and
 
social institutions of a nation.
 

These broad goals do not tell us exactly what we should do
 
in a country -- nor should they. They do, however, provide
 
appropriate guideposts for developing programs that fit the
 
unique characteristics and needs of countries all around the
 
world.
 

a) EcQnmic_growth: With respect to broad-based and
 
sustainable economic growth, a consensus is emerging concerning
 
its central importance in the development process. When
 
economies are growing and are open to full participation,
 
individual and family incomes rise and enable people to obtain
 
adequate food, health care, education and shelter. Where there
 
is no significant economic growth, improvements in living
 
standards are tenuous at best.
 

For growth and its benefits to be broad-based, economies
 
must be open. Private firms must compete in the provision of
 
services and in all aspects of industrial and agricultural
 
production and distribution. Similarly, entrepreneurs,
 
including the smallest entrepreneurs, must have easy access to
 
the market and individuals must have a fair chance to compete
 
for each new job that emerges as the economic growth process
 
takes hold.
 

By way of illustration, one of A.I.D.'s micr-enterprise
 
programs in Indonesia provides working capital loans to
 
small entrepreneurs wishing to enter the marketplace. One
 
such loan was extended to a widow in North Bali who wanted
 
to buy scrap cloth from clothing shops. She sews these
 
scraps into children's clothing and sells them at local
 
markets. Her business has so expanded that she is now
 
looking to hire additional workers to help with the
 
marketing of her apparel. As a result of this one small
 
loan, this woman's income has increased enough to provide
 
adequate food for herself and her four children and
 
employment is being provided to family members and outside
 
workers.
 

The sustainability of development progress depends in large
 
part on a long-term commitment to sound economic policies.
 
All too often we see governments promote inappropriate economic
 
policies that choke off trade, stifle external investment and
 
smother individual initiative. These policies serve to:
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o 	 Hinder the ability of low income groups to better
 
themselves, by keeping prices artificially depressed
 
and maintaining a subsidy for the elite;
 

o 	 Encourage the squandering of natural resources, and
 
actually subsidize short-term exploitation for short
 
term gain;
 

o 	 Ignore individual property rights of citizens and
 
actively discourage new business and competition
 
through harshly unrealistic licensing procedures.
 

It is in recognition of the key role of sound economic
 
policies that we are proposing increased attention to
 
performance-based budgeting of our development resources as a
 
means of fostering policy change which is conducive to
 
broadly-based growth.
 

b) Hftmniaat-y evelQpment: A.I.D. remains committed
 
to assisting developing country governments and private sector
 
service providers to reach the poor with food, essential health
 
and family planning services and to provide them with a basic
 
education. Without these investments in human capital, overall
 
economic growth is neither attainable nor meaningful.
 

One means of promoting human capacity development is
 
through education and training: A.I.D. funds basic education
 
projects in developing nations around the world and has
 
provided opportunities for more than a quarter of a million
 
people from developing countries to receive academic and
 
technical training in the United States.
 

Education and training programs can serve a variety of
 
development objectives. As an example, A.I.D. is assisting
 
some recipient countries to trim expensive government
 
payrolls by helping civil servants make the transition from
 
public to private employment. It has been difficult to get
 
new graduates and current civil service employees to
 
explore job opportunities in the private sector. But the
 
Mali Economic Policy Reform Program supported by A.I.D. has
 
helped the Malian Government to undertake a pilot voluntary
 
early retirement program. One mid-lovel Malian Government
 
civil servant who opted for early departure -- Sara Maiga
 
Sidibe -- received a lump-sum severance payment and
 
entrepreneurial training. Armed with these resources, she
 
opened a successful pharmacy that now employs several
 
people. Her income has probably tripled in the process.
 
Her story may be an exception, but it is encouraging.
 

We are also at the forefront of worldwide population and
 
natural family planning programs. A.I.D. is by far the world's
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largest donor to family planning projects and supplies over
 
three-fourths of the contraceptives donated to the developing
 
world.
 

Health care, particularly for children, has been one of our
 
principle areas of investment and success over the years.
 
A.I.D. helpr-! support pioneering research into Oral Rehydration
 
Therapy, whch is now helping millions of babies and children
 
suffering from the effects of dehydration due to diarrhea.
 

c) Pluralism: The final ingredient that is integral to
 
the success of any society is political, social and economic
 
pluralism, based upon a rule of law which provides equal
 
protection for all. A.I.D.'s promotion of pluralism is at the
 
apex of the Agency's goals overall: to promote economic
 
development which fosters human dignity and to promote foreign
 
policies which encourage human freedom. In simple terms,
 
pluralism means the right to choose -- to make all of the daily
 
choices that add up to control of one's own destiny. Pluralism
 
and the policies that promote openness, fairness and
 
opportutnity are natural in societies where individual
 
responsibility is valued.
 

By and large, economic development and political freedom
 
throughout the world have been mutually reinforcing in modern
 
times. Open societies, through legally guaranteed freedoms of
 
speech, press and association, as well as through free
 
elections and a system governed by the rule of law, allow the
 
unrestricted flow of ideas and the expansion of a private
 
sector that is an important counterweight to state power. Open
 
markets, in turn, promote political diversity by providing
 
employment outside of government, allowing individuals to
 
maintain their livelihood independent of the state.
 
Thus, A.I.D. attempts to strengthen institutions which promote
 
the openness and transparency of markets, fair and efficient
 
adjudication of disputes, and the promotion of the rights of
 
individuals to associate for economic purposes, to hold
 
property and to retain the profits from their labor.
 

A.I.D. has encouraged the development of pluralistic
 
societies by providing support for labor unions, cooperatives,
 
credit unions, and local organizations, as well as special
 
initiatives that promote human rights, strengthen legislative
 
bodies and judicial administrations, and support free and fair
 
elections. These types of development assistance not only
 
enhance the lives of those affected, but simultaneously
 
reinforce democratic orinciples.
 

Through all of these initiatives, A.I.D. is fostering the
 
"infrastructure of democracy", not only through its mainstream
 
programs, but diso by means of activities which support
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opportunities to build institutional capacity and increase
 
citizen awareness of and participation in the political
 
process, irrespective of that form of participation.
 

Before turning from A.I.D.'s broad goals to management
 
issues, I want tc point out that our commitment to sound
 
environmental practices permeates everything A.I.D. does.
 
A.I.D. recognized the importance of the environment to
 
sustainable development early on and became active in this area
 
more than a decade ago. Until recently, the careful protection
 
of the environment was not considered to be a problem that
 
required the attention of development agencies. Awareness of
 
the fragility of the world's environment, and how critical
 
protecting the precious natural resources of developing nations
 
is to their future and, indt1ed, to the future of all the
 
world's inhabitants, has become more widespread.
 

Protecting the environment and formulating development
 
policies and programs that are environmentally sound have been
 
and are absolute priorities at A.I.D. We are committed to
 
working with developing nations and other donors to hasten the
 
clay when environmental degradation is a thing of the past.
 
A.I.D.'s efforts to combat global climate change are reflected
 
through forest management, reforestation, renewable energy and
 
energy conservation activities. For FY 1990, A.I.D. is
 
committing an additional $15 million from FY 1989 levels to
 
ensure an increasing commitment to global climate change
 
activities.
 

A.I.D. has also been a leader in the effort to train
 
farmers in alternative methods to the environmentally unsound
 
practices of slash-and-burn cultivation. We have also sought
 
to protect vulnerable rain forests and preserve genetic
 
biological diversity -- while at the same time relieving heavy
 
debt burdens -- by sponso-ing debt-for-nature swaps. These
 
types of environmental programs are highly effective in many of
 
the Latin American countries, but cannot easily be replicated
 
in other countries or regions. In Africa, we are racing
 
against the spread of desertification. In Thailand, industrial
 
pollution is the most critical environmental challenge. In
 
Egypt, inadequate sewage disposal poses both ecological and
 
health hazards. Simply put, "all purpose" environmental
 
projects do not exist.
 

Consistent with our congressional mandate, A.I.D. is an
 
active participant in U.S. efforts to encourage environmental
 
reforms in the Multilateral Development Banks (MDBs). We
 
monitor MDB projects for potential environmental problems,
 
seeking improvements in design early in the project cycle and
 
providing recommendations to U.S. Executive Directors to the
 
MDBs.
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In addition to focusing on results, I am committed to the
 
highest management standards for A.I.D. It is essential that
 
A.I.D. employ management approaches that will ensure that the
 
funds appropriated for foreign assistance are used efficiently
 
-- a concern this Committee shares. In tight budgetary times,
 
the need for efficiency is particularly great. To reiterate
 
Secretary Baker's suggestion, closer consultation about mutual
 
objectives could achieve essentially the same outcome as
 
earmarking, but at a lesser cost to overall programming
 
efficiency.
 

Each year the attention of the public and Congress focuses
 
on new issues, and new expectations are continually being
 
imposed on the foreign assistance program. New directives are
 
imposed without reference to existing requirements or to the
 
cumulative effects of this process. This system hinders the
 
efficient allocation of resources in response to changing
 
needs, and actually inhibits our ability to achieve development
 
goals. While no one questions the appropriate role of Congress
 
in fashioning the budget of the Federal Government, everyone
 
should be aware that our concerns over excessive restrictions
 
are a function of their negative practical consequences.
 

Specifically, the combination of functional accounts,
 
earmarks and directives complicates A.I.D.'s budget process in
 
several ways depending on the kind of earmark.
 

One type of complication arises when relatively!, small
 
accounts are earmarked, like the Education account -- 52% of
 
which was earmarked this past year. The effects of such
 
earmarking - often invisible to Congress -- are forced cuts in
 
projects without regard for their intrinsic merits, their
 
importance to country programs or their track record. This
 
particular earmark also underscores a message I keep coming
 
back to: there is no such thing as a universal anecdote for
 
development problems. Concentrating on primary and secondary
 
education programs, as the basic education earmark does,
 
distorts our overall education efforts. Combined with the cut
 
in the account, about $20 million worth of planned education
 
and training activities cannot be funded this year.
 

Earmarks for specific activities which usually have merit
 
in isolation but for which there is no demand in our programs
 
are likewise problematic. Those which require us to mount new,
 
unanticipated programs -- within a single year -- and
 
especially those in which we have little prior experience -
force us to short-cut the planning process, divert resouices
 
from other uses, and often lead to sub-optimal projects. Last
 
year's earmark of $2 million for African elephant preservation
 
is an example of this type of problem.
 

The increase in such earmarking of DA has compounded the
 
constraints already imposed by the functional accounts, and has
 
made it increasingly difficult to program funds properly to
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respond to those critical impediments to growth which I cited
 
earlier. It is for this reason that we are submitting a budget
 
request which proposes no functional account divisions.
 

These examples provide insight into the extraordinary
 
problems caused by earmarking and the restrictiveness of
 
functional accounts. These constraints have made it
 
increasingly difficult in recent years to program funds to
 
respond to the most critical impediments to economic growth in
 
tile countries A.I.D. assists.
 



Fixing Foreign ,Aid 
With the end ofthe Cold War, America's much-criticized foreign aid program may be 

reoriented to help U.S. businesses compete in the emerging global marketplace. 

BY ROCHELLE L. STANFIELD 

T he end of the Cold War may finally 
force Washington to do something 

about foreign aid. 
For years, Memb- rs of Congress and 

successive Administrations grumbled and 
blamed each other for the aid program's 
shortcomings, misdirection, politicization 
and administrative incomprehensibility, 
but took no action to correct them. 

They still haven't done very much. 
Spending on foreign aid that would be 
permitted under the fiscal 199i budget 
resolution adopted by the House just 
about matches the Bush Administration's 
$14.8 billion foreign aid request, which in 
turn looks a lot like the $14.6 billion for-
eign aid appropriation for fiscal 1990, 
which was not all that different from the 
$13 billion spent in 1989. 

Senate Majority Leader George J. 
Mitchell, D-Maine, complained in an 
April 2 statement on the floor: "The Ad
ministration does not have a five-year 
plan or a three-year or a two-year plan for 
foreign aid; indeed, they offer no plan at 
all. They have not explained how any plan 
would be affordable in relation to their 
other spending plans; they have not out
lined the relationship of any plan to our 
national security objectives." 

Ronald W. Roskens, the new adminis
trator of the Agency for International 
Development (AID), took note in an in, 
terview of "the remarkable, cataclysmic, 
if not stunning, changes that have oc
curred in the world," and said they are 
driving his agency "to reorder our inter
nal operation to enable us to more respon
sibly and responsively deal with condi
tions that are unfolding." 

AID officials say they are worKing on a 
new plan but haven't been able to put it 
down on paper because events keep over

times. It's just that you have to get the 
times to stabilize long enough for us to be 
able to prepare legir"-tion," said Richard 
Bissell, assistant AID administrator for 
science and technology and formerly th. 
agency's planning chief. "We have to have 
a movie camera to capture things You 
can't do it with a still camera." 

For that reason, and because this is an 
election year, serious work on acomplete 
foreign aid overhaul isn't likely before 
next spring. But a combination of factors 
has provided what many believe is the 
necessary momentum for change: 
0 frustration with the current system's 
inflexibility at a time of swift and dra-
matic change in the world; 
S the end of the Cold War and the per
ceived need to redirect foreign aid away 
from Cold War political objectives and 
toward making American business more 
competitive in global markets; 

. 

0 a new chief for an agency (hat had been 
headed by an acting administrator since 
the death of M. Alan Woods a year ago. 

So there is an air of expectation that 
something will happen this time. "There 
are certain times when an issue moves 
from bei -g aproblem that people know is 
there but don't want to worry about to 
one they want to do something about," 
said ;ohn W Sewell, president of the 
Overseas Development Council, a Wash
ington think tank devoted to international 
economic development. "In the last two 
or three months, we have moved into that 
time with foreign aid. It is now both im
perative and possible to think about dras
tic reforms in this area of policy." 

REVOLUTIONARY CALL 
The democ:ratic revolution across East

ern Europe ar,d ini pans of Central Amer
ica raised the level of frustration of sup

taking them. Agency for International Development administrator Ronald W. Roskens 
"Foreign aid has to change with the Recent dramatic events are driving AID "to reorder our internal operation." 
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best when it helps to develop the private 
sector in Third World countnes. The re
port, however, made no recommenda
tions and was generally ignored at the 
State Department and in Congress. 

Now, some policy makers want to use 
foreign aid to develop and promote mar
kets for the United States in Eastern Eu
rope and the Third World, a tactic the 
Japanese have employed with great suc
cess in Asia. Though support for this is 
widespread, however, there is profound 
disagreement on how to do it. 

Sen. David L. Boren, D-Okla., for ex
ample, suggested in a Jan. 2 New York 
Times op-ed pitcce that "a large share of 
future aid should be granted in the form 

fio of 'Buy American' credits, especially to 
encourage consumption of the basic capi

• 	 tal goods that lead to long-term economic 
relationships." But there's a lot of opposi

-. tion to that in Congress, in the Adminis-
John W. Sewel:, president of the Overseas Development Council tration and among foreign policy analysts. 

To cope with changes in the world, a new broader-gauged agency must replace AID. There is also substantial unease among 
supporters of current foreign aid alloca

porters of U.S. foreign aid and tnggered foreign aid overhaul is unlikely before the ions, both of the humanitarian and the 
the calls for a revolution in the program. November elections, military variety. 

The Administration and Congress alike World e',ents have changed faster than "With the changes taking place in East
say they want to help out the emerging the abilliy of the creaking budget process ern Europe, the problem and concern is 
democracies on both continents. But bud- to react to them. "The budget that came that Africa will be left out. Africa will be 
get constraints prLclude any significant up this last time [President Bush's Janu- forgotten," said Joseph C. Kennedy, di
increase in aid, and congressional "ear- ary proposal for fiscal 1991] was, to that rector of international development for 
marks" (guarded by zealous supporters) extent, business as usual," Secretary of Africare, a Washington-based nonprofit 
lock in the biggest aid recipients and pre- State James A. Baker III conceded to the organization that supports development 
vent any major shifts in aid allocations. 3enate Appropriations Subcommittee on projects in Africa. 

This year, Congress has agreed to carve - Foreign Operations on May I. But Baker Many military planners say the end of 
out $300 million in aid for Eastern Eu- promised, "That won't be the case again." the Cold War will increase hostilities in 
rope and $720 million for Nicaragua and A growing chorus in Congress within the Third World. U.S. arms suppliers in-
Panama, but those are one-shot deals that the Administration and in the cot imunity sist that decreasing military aid won't re
lawmakers are unlikely to be able to re- of foreign policy experts are calling for a duce arms purchases by these countries 
peat year after year. much more sweeping redirection of for- but just direct the market elsewhere. 

Rationalizing the country-by-country eign aid, stimulated by the end of the Cold "You can do all of the moral posturing 
allocations and retrieving some flexiblity War and what they see as the beginning of you want, and all you are going to do is 
for the process is probably the most politi- an era of global economic warfare. convert the market to the British, French, 
cally divisive part of the foreign aid re- "The next war will indeed be economic, Soviets, Israelis and Brazilians and en
form problem. Last year, a House Foreign and the competitors will be the same peo- courage indigenous arms production if 
Affairs Committee task force headed by pie, frankly, we had to deal with 50 years [Third World nations] feel threatened," 
Lee H. Hamilton, D-Ind., and Benjamin ago, the Japanese and the Germans," said Joel L. Johnson, vice president of the 
A. Gilman, R-N Y, cane up with a for- Rep. David E. Bonior, D-Mich., the dep- Aerospace Industries Association of 
eign aid reform package that was gutted uty whip, said in a recent interview. "I America Inc. in Washington. 
before it passed the House. Even Gilman think we need astrategy to make us more An economic orientation also would 
rejected the ret ommendation to remove competitive with them in trade, and that give foreign aid a new constituency: the 
earmarks. The Senate didn't hold hear- has got to be part of the eqr;,tton in for- business community. Foreign aid sup
ings on the subject. (See VJ 4/8/89. p. eign aid." porters acknowledge that the program 
846.) The Hamilton-Gilman report needs friends, but some question the pro-

But the frustration level has grown con- counted 33 objectives in',;he 1973 Foreign priety of corporate support. 
siderably since then. Sen. Minonty Lead- Assistance Act (the last'jime foreign aid Foreign aid has never been very popu
er Robert Dole, R-Kan., expressed it in a was overhauled), but a Cold War ratio- lar, and is even less so now. In a recent 
controversial Jan. 16 op-ed piece in The nale has justified most ai4 spending over poll by Louis Harris and Associates Inc., 
New York Times in which he argued for the past 10 years. The overwhelming ma- for example, only 47 per cent of those 
cutting aid to the top five recipients by 5 jority of aid goes to Israel ($3 billion obli- asked about foreign aid said they favored 
percent to support a fund for new democ- gated in fiscal 1990), Egypt ($2.4 billion), it, down from 59 per cent in 1986. 
racies. Pakistan ($588 million) and three coun- "We have done a very bad job of telling 

The response was predictably immedi- tnes hosting U.S. military bases: Greece the American peop!e why foreign aid is in 
ate and hostile, especially from supporters ($349 million), the Philippines ($350 mil- the self-interest of the United States," said 
of aid to Israel (the top aid recipient), lion) and Turkey ($516 million). Mark L. Edelman, AID's deputy admin
vividly demonstrating the issue's political About 18 months ago, Woods issued a istrator, who had been acting agency chief 
sensitivity. That's one reason a complete report concluding that foreign aid works until Roskens was sworn in on April 23. 
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Roskens said a personal high priority is 
selling foreign aid "and the values that 
accrue to our national interests" to the 
American people and Congress. 

MIXING AID AND CREDITS 
Just about everyone agrees that the 

United States has to compete more cffec-
Lvely for potential Eastern European and 
Third World markets. And more and 
more analysts see a role for foreign aid in 
that competition. But there's no consen-
sus on specific mechanisms to accomplish 
that goal. 

"I don't want to see [foreign aid] 
money spent not so much based on which 
countries need the most development as-
sistance but which companies need tlie 
most subsidies to compete in the market 
place," !aid Rep. Matthew F McHugI,, 
D-N.Y.. a senior member of the Foreign 
Affair, Committee. "Those are two sepa- 
rate considerations, and I don't want eco- 
nomic development money used for the 
other purpose." 

Committee chairman Dante B. Fascell, 
D-Fla., doesn't agree. "ThL fact is, Amer-
ican business needs some kind of assis-
tance, although I'm not saying it has to be 
dollars or a legislative program," he said. 
"For all the years I've been in Congress-
35 years--American business has had to 
struggle uphill against both subsidies and 
other competitive measures used for busi-
ness by other countries, making it very 
difficult for the U.S. businessman." 

Fascell s ipnorts-and McHugh ada-
mantly oppo~e3-Iinking foreign aid to 
export credits. AID would provide assis-
tance to cover part of the cost of a proj-
ect-a power plant, say-and the Export- 
Import Bank of the United States would 
extend a credit for the balance of the cost 
on the condition that purchases with the 
aid and with the credit are made in the 
United States. 

That's what most other donor coun-
tries do, but the United States has ob-
jected to that practice. As much as $12 
billion in commercially sensitive projects 
are financed in this way by other donor 
countries, according to The T,.d Aid 
Credit Issue: US. Export Competitiveness 
in Developing Countries (Center for Stra-
tegic and lnernational Studies, 1989), by 
Ernest H. Preeg, an expert in interna-
tional business it the Washington center 
and formerly AID's chief economist and 
deputy assistant administrator. 

"We don't do it as a matter of princi-
pIe," Preeg said in an interview. "We may 
be losing on the order of $4 billion a year 
in exports in the most important high-
tech industries because of what others do 
with their aid program." 

Conservatives don't like tied aid be-

The Reagan Administration, in its early 
yars, even tried to abolish the Eximbank, 
though the Bush Administration is rely-
ing on the bank to stimulate pnvate-sec-
tor deals in Eastern Europe. 

Supporters of traditional forei1 ,;%aid 
programs, such as McHugh, say they fear 
the power of the corporate lobby and 
wony that U.S. business objectives, not 
foreign country development needs, 
would end up driving the program. 

Preeg and other advocates of tied aid 
insist that this won't happen if AID 
makes sure that each project financed has 
sound development prospects. "A lot of 
work has been done on development crite-
ria-what is the cost of return, the impact 
on population and the environment, 
which technologies to use," he said. "That 
can be worked out from the start." 

Others oppose this approach, recalling 
the horror stories that abound about 
AID's white elephant infrastructure proj-
ects in the 1950s and 1960s. 

"I think we moved away from that for 
some pretty good reasons," said an aide to 
Sen. Patrick I. Leahy, D-Vt., chairman of 
the Appropriations Subcommittee on 
Foreign Operations. "We built a lot of 
roads that went from nowhere to nowhere 
and power plant projects that turned out 
to cause huge environmental problems." 

Since then, others contend, the United 
States has pioneered environmentally 
sound infrastructure projects. "The 
United States does well, and our equip-
men, is very good, and it is possible that 
they will work environmentally because 
we've learned a hell of a lot .i the last 10-
20 years, thanks to the environmental 
movement," Sewell of the Overseas 
Development Council said. 

The Administration has 
decided to experiment with 
a few mixed credit deals in 
Asia. In Indonesia, for ex
ample, AID and the 
Eximbank have proposed a 
package of assistance and 
credit for a telecommuni
cations system. 

"I truly believe our influ
ence in Indonesia il the 
time to come is going to be 
enhanced as much by our 
selling them a telephone 
system as almost anything 
e'-e we can do," Eximbank 
chairman-prsident John 
D. Macomber ,'aid. "It's 
not to say our military po
sition is not important, but 
looming much larger on 
the horizon is the ability to 
have large markct shares 
for U.S-made products 

edged, however, that the bank is parlici
paring only reluctantly in mix.ed aid
credit projects. "We think it's unecono
mic and it's costing everybody a hell of a 
lot of money," he said. "We're telling our 
allies: 'Let's cut it out. You're forcing us 
to play this game.' This is a way of getting 
them to t'e bargaining table." 

AID's Edelman, who also doesn't like 
mixed credits, said that foreign aid can 
enhance U.S. trade without such added 
financial inducements by providing 
emerging democracies with the technical 
assistance that will enable them to partici
pate in the global market. "I don't think 
we [should] beef up incentives," he said. 
"I think where we spend money in East
ern Europe is on those things that help 
them attract the private sector." 

THE LOSERS 

In the absence of additional money, 
spending foreign aid to develop potential 
markets in Eastern Europe and the Third 
World means not spending it on some 
other form of aid. The likely losers appear 
to be military and political aid. 

"The kind of thing we should be look
ing a, is military assistance to countries 
that have been getting it because of their 
presumed role in NATO," McHugh said. 
"If the threat in Europe is significantly 
diminished and we're strapped for foreign 
aid funds-and we are-then that seems 
one area we could be looking toward ad
justing dcwnward." 

' No matter how military assistance is 
calculated-and it is figured differently 
depending upon the outcome (- ired-it 
is a big portion of foreign aid. ".ounting 
only military equipment, training and re

cause, they argue, it amounts to govern- around the world." Former AID chief economist Ernest H. Preeg 
ment interference with the free market. Macomber i,,knowl- The United States must mix aid and export credits. 
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lated purposes, it amounts to about $5.5 
billion, or 37 per cent of the total foreign 
aid allocation, 

That excludes the $3.4 billion requested 
for 1991 for the Fconomic Support Fund, 
which is not used for military equipment 
but is used to support Cold War strategic 
purposes. (Because of its geostrategic-po-
litical nature and its fewer strings, Rep. 
Hamilton has ca!led it "the Secretary's 
walking-around money.") 

Not surprisingly, supporters of the ma-
jor recipient countries can find new argu-
ments for sustaining their share. Israel 
and Egypt (whose aid is linked by the 
1979 Camp David Accords) are really not 
part of the Cold War equation, advocates 
say. Irritation with Israel stems from its 
government's rx-calcitrance in participat-
ing in the pe',.e process. 

"Israel i., still faced with all the same 
problems. The military threat continues 
to haunt Israel," said Thomas A. Dine, 
executive director of the American Israel 
Public Affairs Committee (AIPAC), the 
principal lobby group for Israel. 

Others argue-with less confidence of 
the outcome-that Pakistan, the Philip-
pines and Turkey are emerging democra-,7. 
cies that require continued U.S. aid if they 
are to become important markets for 
American goods. It is harder to make that 
argument for Greece and Portugal, which 
are members of the European Commu-
nity and will benefit from the communi-
ty's economic integration. 

"With the exception of Israel, I think 
the will isgenerally there to look at the pie 
and make more sense out of it," Bonior 
said. 

The military equipment industry views 
military assistance in economic terms and 
argue, for maintaining the U.S. share of 
what itpredicts will be a lively market. 

Militai) planners predict increased re-
gional conflicts in the Third World as the 
superpowers reduce their influence over 
client states. "People who expect to see a 
peace dividend world-ide may be some-
what surpr %edin that, ;ronically, the vers' 
act of cutting back or, our own defense 
expenditures, may !esult in increases ii 
defense expenditures by many Third 
W'vorld countries," Johnson of the Aero-
space Industries Association said 

Third World ;ountnes are spending a 
lot on arms, but not necessarily those 
countries that are fighting wars. From 
1983-87, Third World countites imported 
$188 billion in arms. But the 15 countries 
then at war spent less than - third of the 
total, and the bulk of that was spent by 
Iran and Iraq, according to Jo L. Hus-
bands, a senior research associate at the 
National Research Council who made the 
calculations for an article in the May issue 
of The Bulletin of the Atomic Scientists. 

The other potential losers if foreign aid 
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isredirected toward U.S. trade purposes, 
ironically, could be the poorest countries, 
which are the least likely to provide big 
markets for U.S. goods. AID's develop-
ment assistance fund amounts to just $2.4 
billion, but it is frequently eyed when 
money issought for an emergency. Funds 
reserved for several African countries 
were transferred to help Panama and Nic-
aragua, for example. 

"Right now, Africa as a continent gets 
less in foreign assistance than any other 

paw 

Rep. NI.tthew F McHugh, D-N.Y 
idand credits shouldn't be linked 

part of the world, $520 million for 53 
countnes out of $14 billion plus," Afn-
care's Kennedy said. It e :,aidhe fears that 
the total for Africa is more likely to go 
down than up when aid is restructured. 
"It's very difficult, because Africa reall) 
doesn't have a constituency here in the 
United States." 

As rar of his job of selling foreign aid 
to the American people, AID chief Ros-
kens said, he plans to appeal "to the hu-
manitanan instinct. There is an element 
of charitability that is inherent in our cul- 
ture, in the nature of our cour,'rv. Thai 
can't be forgotten." 

A MATTER OF TRI'ST 
Election-year politics and the exigen-

cies of the budget cycle are likely to pre-
vent dramatic changes in foreign aid 
spending this year. But the pylitics of the 
budget deficit could for, - a :fftruciuring 
of the program next year 

Emergency financing for aid to Central 
America and Eastern Europe came from 
the defense budget, but that is probably 
the laatPentagon money the foreign aid 
program is likely to see. "In 1991, the 
peace dividend is not shifting to the extent 

that many people thought it might from 
defense to foreign policy and domestic. It 
isshifting from defense to domestic," said 
Larry Q. Nowels, a foreign aid specialist 
at the Congressional Research Service. 

Advocates of a foreign aid overhaul fa
vor rewriting the 1973 Foreign Assistance 
Act. Sewell and others say it would mean 
setting up a new kind of agency that 
would have broader capability to deal 
with economic aid, trade and debt. Fascell 
and Hamilton are set to push through the 
legislation they worked on last year, but it 
isn't likely to reduce earmarked funds 
dramatically. 

The Senate Foreign Rela!ion Commit
tee, however, might remain the obstacle it 
has been for years, especially if chairman 
Claiborne Pell, D-R.I., wins a tough re
election bid in November. Even with a 
new chairman, observers predict, the 
committee is likely to remain sharply di
vided and thus paralyzed on foreign aid. 

The Administration's position is also 
obscure. Neither Bush, Baker nor Ros
kens has committed himself to recasting 
the foreign aid law. 

Many .see crnothcr, somewhat less sat
isfactory, approach by means of informal 
agreements between the Administration 
and Coisgress on appropriations mea
sur s. Sen Leahy and Rep. David R. 
Obey, D-Wis., chairman of the House 
Appropriations Subcommittee on Foreign 
Operations, Export Financing and Re
lated Programs, both enthusiastic sup
porters of change, say substantial revi
sions Lan be made by switching money 
arouicd under the current legislative 
framewcrk. 

Tht will require trust between Con
gres. and ie Administration. Congress 
imposed m..ch of the earmarking of for
eign aid funds dunng the Reagan Admin
istraiion as a consequence of a lack of 
consultation and diminished trust. 

"My own personal feeling is that there 
will never be a struLk such on,.ml as 
earmarking," AID's Bissell said. "What 
can occur is an emerging consensus on a 
growing number of foreign policy issues 
between the Administration and Con
gres such that earmarks become irrele
vant." 

Baker, who already spends a lot of time 
on Capitol Hill, has promised accelerated 
consultation Fascell, who has expressed 
some skepticism about how much this 
Administration really listens to Members 
of Congress, says he is willing to give the 
executive branch the benefit of the doubt. 
"1 want to give the Administraiion 

more flexibility than they have, but 
accuntabilit) and consullation has to be 
part )i7:ie process," lie said "It's a con
stafit struggle that's gone on for 200 years 
on oow to work together arid will proba
bly continue for a while longer 
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APPROPRIATIONS 

House Panel Acts To Shift
 
Foreign Aid Pririties
 

Democrats shuffle funds from military to development, 
citing 'thenew realities' as communism wanes 

ep. David R. Obey of Wisconsin 

and many of his fellow Demo-
crats want to use foreign aid to 

help close the books on the Cold War. 
But the Bush administration and 
some Republicans hesitate to abandon 
some overseas commitments left over 
from the height of the U.S.-Soviet 
confrontation. 

In the opening shot of what could 
be many partisan battles this year 
over post-Cold War priorities, a key 
House Appropriations subcommittee 
on June 13 approved a $15.8 billion 
spending bill that begins to cut back 
military aid to foreign countries. The 
bill may go to the full Appropriations 
Committee the week of June 18 and to 
the House floor a week later. 

Obey, chairman of the Foreign Op-
erations Subcommittee, drafted the 
bill to start shifting priorities to re-
flect what he called "the new realities" 
following the collapse of communism 
in Eastern Europe. The subcommit-
tee-approved -bill would cut $526 mil-
lion from President Bush's request for 
military aid to U.S. allies and allocate 
the money instead for development in 
Eastern Europe, Africa and elsewhere. 

Republicans and the Bush adminis-
tration opposed Obey's bill, approved 
on a party-line vote of 8-4. But that vote 
disguised the fact that disagreements 
on foreign aid cross party lines. One 
conservative Democrat, Charles Wilson 
of Texas, reserved the right to vote with 
Republicans when the bill reaches the 
floor. And one Republican, John Porter 
of Illinois, said he voted with his col-
leagues only out of party loyalty, 

When it reaches the full House, the 
measure will be buffeted by debates 
over two politically hot issues: aid to 
El Salvador and support for family 
planning programs overseas, 

Obey's subcommittee included in 
the bill a provision to suspend half of 
U.S. military aid to El Salvador in 

By John Felton 
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Bill: Fiscal 1991 
foreign aid 
appropriations 
(unnumbered). 
latest action. 
House 
Appropriations 
Foreign Obey 
Operations Subcommittee 
markup June 13. 

Next likely action: Full committee 
markup. 
Reference: Authorization bill, 
Weekly Report, p. 1670; China, 
p. 1781; El Salvador, pp. 1670, 
1370; Nicaragua bill, p. 1630. 

fiscal 1991. 'The House on May 22 had 
voted to incl-idc that provision in a 
foreign aid authorization bill, but the 
bill subsequently was defeated. 

Mickey Edwards, Okla., ranking 
subcommittee Republican, said the 
administration will wage an all-out 
fight on the House floor to kill the 
Salvadoran aid provision. Bush sought 
$85 million for military aid to El Sal-
vador in fiscal 1991. 

Another floor battle will be over 
an expected proposal by Porter and 
others to ease restrictions on U.S. sup-
port for international organizations 
that provide family planning services 
overseas. Current law bars support for 
the U.N. Population Fund because of 
its activities in China and for the In-
ternational Planned Parenthood Fed-
err.tion because some of its affiliates 
offer abortion services, 

While reducing the president's over-
all request for military aid, the bill 
would give the administration unusu-
ally broad discretion to determine how 
mucl, to give to individual countries. 

Obey said he tried to avoid the popular 

congressional practice of earmarking 
precise amounts of aid for particular 
countries - a practice the Bush admin
istration staunchly opposes. 

The bill includes full-scale ear
marks for only four countries: Israel 
($3 billion in economic and military 
aid), Egypt ($2.1 billion in economic 
and military aid), Jordan ($35 million 
in economic aid) and Cyprus ($15 mil
lion in economic aid). 
Shifting Priorities 

As a symbolic step away from Cold 
War prio'rities - and also to find 
money for programs favored by most 
Democrats on the subcommittee -
Obey reduced Lush's request for the 
main military aid program by $526 
million. Foreign Military Financing 
(formerly Foreign Military Sales) 
helps allies buy U.S. weapons and de
fense services. It is budgeted for $4.7 
billion in fiscal 1990, and Bush sought 
$5 billion for fiscal 1991. Obey pro
posed just less than $4.5 billion. 

To drive home the point that Wash
ington needs to re-examine its security 
commitments overseas, Obey also pro
posed limits on military aid to three 
NATO countries that host U.S. bases. 

Portugal would be limited to $90 
million (a slight boost over the $84.6 
million budgeted for fiscal 1990), 
Greece would be limited to $280 million 
(compared with $348.5 million in fiscal 
1990) and Turkey's aid would be 
capped at $400 million (compared with 
$497.9 million in fiscal 1990). The fig
ures for Greece and Turkey represent 
the traditional 7:10 aid ratio, intended 
by Congress to hold down Turkey's aid 
in comparison with that given Greece. 

Obey round three uses for the 
money he suggested trimming from 
military aid. Eastern Europe programs 
would get $200 million above Bush's 
request, development efforts in sub-
Saharan Africa would get another 
$200 million, and programs aiding ref
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ugees and children in the United States provides about 
Third World would bel 20 percent of IDA's funds 
boosted by $150 million. 

A longtime critic of military 
overall, so 
amendment 

the 
would 

McHugh 
restrict 

aid overseas, Obey called his that percentt.ge of the value 
proposals "painfully modest" - of some IDA loans to China. 
and said the bill "does not rep-
resent the priorities that I 4 

As with 
proposal, 

Obey's original 
the McHugh 

would like to see. I would give a ".,... - amendment would allow the 
lot more to the poorest coun- president to give the money 
tries in the world." ifhe finds it in the national 

Just as cutting th defense ' i interest. 
budget will be a slow process, 
Obey said, "ittakes a little 

interest. 
Focus on Poland Debt 

while to go in a new direc- In the latest chapter of his 
lion" with foreign aid. MBASSY OrPOtAN long-running dispute with the 

When Edwards offered an Poland's efforts to move to a free-market economy need a world's major commercial 
amendment that would have boost from the country's creditors, Obey argued. banks, Obey insisted on with
restored $270 million of the holding the entire U.S. con
military oid ttat Obey wanted to cut, limits that Obey placed on military tribution in fiscal 1991 for the main 
Obey noted that his bill would reduce aid to Greece, Turkey and Portugal. agency of the World Bank. 
military aid spending by less than 5 Bush had requested $110.6 million 
percent. Protesting China Loans in direct contributions and $2.9 billion 

"If we can't do that much, we As a signal of continuing unhappi- in non-budget "callable capital" sub
mighi as well all quit," Obey said. ness with Bush's policy toward China, scriptions for the International Bank 

Edwards said he, too, would like to the subcommittee approved a provi- for Reconstruction and Development. 
see more aid in the bill for the coun- sion to withhold some donations to the That bank makes loans to "middle
tries of Eastern Europe and Africa. World Bank if that agency makes new income" developing countries, such as 
But Obey's proposal for shifting loans to China. But the provision Mexico and Brazil. 
money directly to those countries from would give the president broad discre- Obey for several years has used U.S. 
the military aid program "is so far off tion to provide the money anyway. support for the World Bank as his lever 
base" that it makes the bill unaccept- The bank's International Develop- to protest the refusal of large commer
able to most Republicans and to the ment Association (IDA), which aids cial banks to write off bad loans they 
Bush administration, he said. the world's poorest countries, on May made in the 1970s to developing coun-

Even so, Edwards voiced frustra- 29 approved a $300 million loan for tries. He has accused the World Bank 
tion with the administration, saying th: reforestation of rural areas in and its sister institution, the Interna
he found "no one at home" when he China. The United States had joined tional Monetary Fund, of making loans 
tried to get a clear position from the other industrialized countries in sup- to those countries that essentially are 
White House on how much military porting the loan on the grounds that it used to repay commercial banks. 
aid it would demand. Edwards and will help China meet "basic human This year, Obey focused on Po-
Obey both said representatives of the needs," such as jobs and housing. land, which owes about $40 billion to 
White I-louse, the State Department Because of Beijing's June 1989 commercial banks and foreign govern
and the Defense Department gave crackdown on political dissent, the ments. The refusal of those banks and 
conflicting views on some issues. Bush administration had opposed in- governments to forgive that debt "is a 

Jerry Lewis, R-Calif., said he could ternational finan, al aid for China ex- 'very big example of unreality" and is 
not support any bill making the miii- cept for humanitarian needs. hampering the efforts of the Solidar
tary aid cuts proposed by Obey Protesting the administration's ity-led government to make the diffi

"1just don't think I'm ready to say support of the China loan, Obey in- cult transformation from communism 
the Cold War is over," Lewis said. cluded in his draft of the bill a provi- to a free-market economy, Obey said. 

Lewis and Wilson noted that Obey's sion to curtail the fiscal 1991 U.S. con- Obey said he was withholding this 
proposal would have an impact greater tribution of $1.064 billion to IDA. year's contribution to the World Bank 
than the nominal 5 percent the chair- Obey's draft would have withheld in hope of pressuring the Bush admin
man claimed. That is because the bill from IDA the amount of any loans istration into negotiating an agree
also protects the military aid budgets that it makes to China for projects ment with other industrialized coun
for Israel ($1.8 billion) and Egypt ($1.3 that do not meet U.S. criteria for "ba- tries to reducc Poland's debt burden. 
billion). After the $3.1 billion for those sic human needs." However, Obey's Obey acknowledged that "we don't 
two countries is set aside, Obey's bill draft wou;- give the president the au- have a lot of leverage" to force the 
would leave about $1.4 billion for all thority to give IDA the money anyway banks and other countries to forgive 
other countries - a cut of about 27 by certifying to Congress that it is in bad loans, but he said his refusal to 
percent from what Bush had budgeted. the U.S. national interest to do so. supply the World Bank money "may 

Edwards' amendment to restore At the suggestion of Matthew F. get the administration's attention." 
some of the military aid failed on a McHugh, D-N.Y., tho -:bcommittee Obey also linked the initial $70 
voice vote, with Wilson joining the Re- adopted a less sweeping proposal to million U.S. contribution to the new 
publicans in voting "yes." The sub- withhold frcm IDA only the propor- European Bank for Reconstruction 
committee also rejected, by voice vote, tionate U.S. share of any loans to and Development to the Polish debt 
an Edwards amendment to repeal the China not for basic human needs. The issue. The money is in the bill but 
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cannot be given to the bank until the 
administration makes progress in in-
ternational negotiations to ease Po-
land's debt burden. 

During the subcommittee markup, 
Dean A. Gallo, R-N.J., offered an 
amendment to provide the full World 
Bank funding requested by Bush. 
"We're either going to be players or 
we're not going to be players" in 
World Bank decisions, he said. 

The subcommittee rejected that 
amendment 3-9, however, with only 
Lewis and Porter supporting Gallo. 

Administration officials said the 
White House probably will oppose the 
Obey bill simply because of the World 
Bank cut - even if all other provi-
sions opposed by the administration 
are settled by compromise. 

The panel approved nearly all of 
Bush's requests for other international 
development banks. 

Eastern Europe 
Repeating another political battle 

from 1989, Congress is moving to pro-
vide more aid money for Eastern Eu-
rope's emerging 
democracies than 
Bush sought. 
Obey's panel voted "I would give a lot more to the ated for Nicaragua 
$500 million for poorest countries in the world." in fiscal 1990. 
programs in East- e Philippines. 
ern Europe; Bush -Rep. David R. Obey, D.Wis. Despite Obey's oft

$100 million for private enterprise in-
vestments other than the Polish and 
Hungarian fundE, $80 million for 
scholarships and technical training, 
$75 Lmillion for environmental clean-
up, $30 million l0r technical advice on 
housing, and $20 million to bolster la-
bor unions, political parties and other 
"democratic" institutions. 

The subcommittee also called for 
increased activity in Eastern Europe 
by the Export-Import Bank, which 
provides loans and guarantees to fi-
nance exports of U.S. products. The 
subcommittee added $250 million to 
Bush's $500 million request for direct, 
loans by the bank, and Obey urged the 
bank to use much of the extra money 
for exports to Eastern Europe. 

Other Issues
 
Other major issues in the fiscal 

1991 foreign aid spending bill were: 
e Nicaragua. As part of Obey's cam

paign to avoid earmarks, the sub
committee took no position on Bush's 
request for $200 million in economic aid 
for Nicaragud. That would be in addi

tion to the $300 
million Congress 
recently appropri

had requested only 
$300 million. 

The bulk of the 
money in the subcommittee's bill 
$430 million - would go to bilateral aid 
programs directly run by, or funded by, 
the U.S. government. The remaining 
$70 million would be the first U.S. con-
tribution to the new European develop-
ment bank. 

In one significant change from 
1989 legislation providing aid to Po-
land and Hungary, the Obey sub-
committee bill would give the admin-
istration broad discretion to 
determine which Eastern European 
countries get U.S. aid. Congress last 
year earmarked precise arounts for 
specific programs in Poland and Hun-
gary, prompting the administration te 
complain that it did not have enough 
leeway to adapt to changes. 

The House subcommittee bill di-
vides the $430 million by category but 
generally allows Bush to determine 
which countries get which types of aid. 
One exception is a $125 million ear-
mark for quasi-governmental "enter-
prise funds" that invest in private 
businesses in Pola .d and Hungary. 

Other aid categories in the bill are 
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stated skepticism 
about the program, 
the panel approved 

$160 million in fiscal 1991 as the second 
U.S. contribution to an international 
aid program for the Philippines. Bush 
had requested $200 million. Obey has 
criticizk d the program as wasteful, not
ing that Manila has not spent millions 
of dollars in previous aid. 

The subcommitlee took no posi
tion on Bush's request for $200 million 
in military aid and $160 million in the 
regular U.S. bilateral economic aid 
program for the Philippines. 

*Cyprus. The subcommittee di
rectly rebuffed Obey only once during 
its June 13 markup. The issue was a 
perennial one: assistance to Cyprus. 

As part of his campaign to avoid 
earmarks, Obey's draft of the bill rec
ommended, but did not require, that 
the administration give Cyprus $15 
million in economic aid - the amount 
approved routinely by Congress. 

On a 7-5 vote, the subcommittee 
accepted an am.ndment by Porter to 
earmark the customary $15 million. 
Obey at first resisted the amendment 
but relented when it became clear that 
a majority favored it. 

o Pakistan. At Wilson's request, 
the panel included a provision to ex
tend for one year a waiver for Paki
stan from a law barring aid to coun
tries that appear to be trying to 
develop atomic w-apons. Becmuse of 
Pakistan's strategic location, Congress 
has allowed aid there until April 1, 
1991 - despite strong evidence that 
Pakistan is developing nuclear bombs. 

Obey's draft bill was silent on the 
issue, thus allowing the current waiver 
to expire and requiring an aid cutoff 
halfway through fiscal 1991. Wilson, a 
longtime advocate of aid to Pakistan, 
said the government in Islamabad 
would consider that a "hostile act." 
Obey eventually relented and agreed 
to insert in the bill another waiver for 
Pakistan until April 1992. u 
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FOREIGN AID
 

Panama-Nicaragua Legislation
 
Helps Other Nations, Too
 
Little pieces of the pie will go for development programs,
 

plus a big chunk for Israelhousingguarantees
 

C"ongress aed up the rec 
enacted supplemental appro-U priations bill (HR 4404) with 

more than a dozen foreign aid pro-
grams - in addition to the billions of 
dollars in domestic spending that at-
tracted widespread attention. 

President Bush had intended the 
fiscal 1990 supplemental to aid pri-
marily the nw governments in Nica-
ragua and Panama. But by the time 
Congress finished with it early May 
25, the bill topped $4 billion. Foreign 
affairs items ;ill cost nehrly $900 mil-
lion, not counting more t.,an $2 billion 
in off-budget programs. 

Bush on Jan. 25 had asked Con- 
gress to appropriate $500 million in 

emergency" aid to the new govern-
ment of Panama. After the Feb. 25 
elections that ousted the Sandinistas 
from power in Nicaragua, Bush sought 
$300 million in aid to that country. 

Aside from grousing by some Dem-
ocratic senators. there never was seri-
ous opposition on Capitol Hill to ei-
ther request. But the supplemental 
encountered numerous procedural and 
political delays, causing Bush to com-
plain that Congress was dragging its 
feet while the two new Latin democra-
cies desperately needed assistance. 

Both houses approved Bush's full 
$300 million request for Nicaragua but 
pared $80 million from his $500 mu-
lion Panama amount. Under a previ-
ous agreement with the administra-
tion, they shifted $30 million of 
Pcnama's funds to programs in Africa; 
the remaining $50 million was trans-
ferred to other Hill priorities, such as 
aid for Haiti, the Caribbean and So-
viet Armenia. 

In the supplemental, Congress im-
posed few conditions on how the Nice-
ragua and Panama aid can be spent. 
Instead, a companion authorizatm 
bill, facing a conference committee, 
contains numerous conditions and 
specifies how much can be used for 

By John Felton 

e ntl rAu 

Bills: Fiscal 
1990 supple-
mental foreign 
aid - appro-
priations 
(HR 4404), 
authorization 4-h 
(S 2364). Oboy 
Latest action: Congress cleared 
HR 4404 May 29; President Bush 
signed it May 25 (PL 101-302). 

Next likely action: House-Senate 
conference on S 2364. 
Reference: Spending bill, Weekly 
Report, p. 1630; authorizAtion 
bill, pp. 1737, 1670; Israel 
housing, p. 539; USIA spending, 
1989 Weekly Report, p. 3066. 

various programs in each country. 
In their report, conferees on the 

appropriations bill did "strongly urge" 
the administration to condition 80 
percent of Panama's aid or, such steps 
as that government's reaching agree-
ment to disclose to U.S. narcotics 
agencies information on current inter-
national transactions. 

The supplemental limits to $30 
million the amount that can be pro-
vided for the "repatriation" and "re-
settlement" of the U.S.-backed contra 
guerrillas who had battled the San-
dinistas in Nicaragua. 

The bill also specifies that aid 
could be given only to those contras 
who agree to lay down their arms, as 
provided in an April 19 agreement be-
tween contra leaders and the Nicara-
guan government. 

The bill also sets aside $2 million to 
support a U.N. observer mission moni-
toring the contras' demobilization, 

Conferees accepted a Senate provi-
sion to allow up to $8 million in Nica- 

ragua's aid to be used for unspecified 
environmental projects. The final bill 
also bars use of U.S. aid for projects 
that would result in the "significant 
loss" of tropical forests in Nicaragua 
or Panama. 

Bush also has requested a follow-up 
appropriation of $200 million for Nica
ragua in fiscal 1991, which begins Oct. 1. 

Soviet Refugees in Israel 
With little fanfare, conferees ap

proved $400 million in loan guarantees 
to enable Israel to build housing for 
thousands of Jewish refugees from the 
Soviet Union. Israel will be able to 
use the guarantees to get privately fi
nanced 30-year loans at interest rates 
substantially below the market level. 

The bill also includes $5 million for 
direct aid to Israel's overall refugee 
program. That is in addition to $25 
million appropriated by Congress last 
fall in the fiscal 1990 foreign aid bill. 

The $400 million housing program 
is the largest single such effort ever 
financed overseas by the United 
States. Previous housing loan guaran
tees averaged about $25 million, U.S. 
officials say. The loan guarantees are 
"off budget" and thus would not con
tribute directly to the budget deficit. 
If Israel defaults on its loans, how
ever, U.S. taxpayers will pick up the 
tab. 

At the insistence of David R. Obey, 
D-Wis., chairman of the House Appro
priations Subcommittee on Foreign 
Operations, Israel will have to pay an 
initial upfront fee to the United States 
of $2.8 million in exchange for the loan 
guarantees. 

Under standard procedures, Israel 
would have to pay a fee of $4 million 
- 1 percent of the principal amount 
of the guarantees. But at the request 
o" the Israeli government and pro-Is
rael lobbyists, both chambers had 
voted a concession for Israel. The Sen
ate bill had required Israel to pay only 
$1 million; the House version was si
lent on the issue, in effect allowing the 
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Authorizer Sees Relevance Slip
 
A cording to the civics textbooks, Congress passes 

authorization bills before itpasses appropriations 
bills. But Congress rarely follows the textbooks. and its 
handling this year of supplemental spending on foreign aid 
had even less than usual to do with standard procedures. 

Just before it left for its Memorial Day recess, Uon-
gress on May 25 sent President Bush a bill (HR 4404) to 
make more than $4.3 billion in sup-
plemental appropriations for fiscal 
1990 -- including about $900 mil-
lion for foreign aid. Some time after 
it retexns from its recess, Congress 
likely will give final approval to an-
other bill (S 2364) to autiiorize the 
foreign aid programs included in 
the appropriations bill. 

The appropriations bill included 
provisions waiving the legal require-
.ient for an authorization bill, thus Fa80WI 
making the latter bill technically un-
necessary. And because the authorization bill contains 
several provisions opposed by the Bush administration, it 
is possible that it will never be enacted into law. 

The principal purpose of even considering the au-
thorization bill is to assert the jurisdictional authority of 
the two committees that write such legislation: House 
Foreign Affairs and Senate Foreign Relations. In recent 
years, the two panels have watched in frustration as 
their annual or biennial foreign aid authorization bills 
died for one reason or another - only to be supplanted 
by foreign aid appropriations bills, 

Foreign Affairs Chairman Dante B. Fascell, D-Fla., 
complained May 24 that the need for action by the 
authorizing panels "has been less and less and less. It 
has made our work almost irrelevant." 

While many members voiced sympathy for Fascell's 
plight, only a minority eppearod moved enough to do 
anything about it. By 277.126, the House rejected a 
motion that would have stripped from the spending bill 
several provisions that had the effect of making the 
authorization bill unnecessary. (Vote 142, Weekly Re
port, p. 1692) 

Even so, Facell preased ahead with his measure and 
later that evening got the House to approve it with little 
debate. Averting a floor fight, Fascell deleted from his bill 
controversial provisions cutting in half U.S. military aid to 
El Salvador. The House had approved those provisions 
the week before while acting on the authorizing bill but 
immediately turned around and defeated the bill itself 
when voting on final passage. (Weekly Report, p. 1670) 

The Senate had passed its version on April 5, so the 
measure goes to a conference committee, where a small 
number of differences likely will be quickly resolved. 

Both pending versions of the authorization bill 
would formally approve aid funds for Nicaragua and 
Panama, as well as several other programs contained in 
the appropriations bill. 

Unlike the spending bill, however, both versions of 
the authorizing bill contain numerous restrictions on 
how much money the administration could spend in 
Nicaragua and Panama on particular types of programs, 
such as development aid and import subsidies. The two 
bills also would condition the aid for Panama on that 
cour' -y's willingness to negotiate an agreement allowing 
the United States eccess to bank rfcords needed for 
investigations into narcotics trafficking. 

The administration has oppoaed such restrictions, 
insisting that they unnecessarily limit the president's 
fleiibility in conducting foreign affairs. 

administration to require Israel to pay 
the full $4 million fee. 

In conference, Obey demanded that 
the fee be set at $2.8 million, pointedly 
saying that the $1.8 million increa -over 
the Senate-approved amount was the 
same figure that Israel recently spent to 

'- o subsiA the purchase of housing for 
Jews in the Christian quarter of Jerusa-
lem. That purchase caused an interna-
tional outcry, especially among Chris-
tians and Arabs who feared that it 
signaled a new Israeli policy of settling 
Jews in parts of the city that previcusly 
had been set asid& for other faiths. 

Obey said he was upset that the 
Israeli government i.iitially denied in-
volvement it,the housing purchse. 

In addition, the bill requires Israel 
to pay an annual service fee of 
$125,000 during the life of the loan. 
That also is a concession from the fee 
normally charged housing-guarantee 

recipients; the customary fee is one-
lalf percent of the outstanding princi-
pal, or $2 million in the first year. 

The bill places no conditions on 
where housing financed by the loans 
could be built. However, confe-ees said 
it was congressional intent that none of 
the mone !e used in the territories 
occupied by Israel during and after the 
1967 war. Under longstanding U.S. pol-
icy, Israel will have to agree not to use 
its aid in ,he occupied territories, 

Conferees also urged, but did not 
require, Israel to make "eitensive" use 
of U.S. technology Pnd rontractors in 
building the housing. 

Latin and Caribbean Aid 
In recognition of tent'.dve steps to-

ward democracy in Haiti, the supple-
mental allows $13 million in addi-
tional aid there. That includes $10 
million for development and $3 mil-

-John Felton 

lion to suppcrt fre_ elections. 
T,. administration had planned to 

give Haiti $42 million in fiscal 1990. 
Conferees said Haiti's potential for 

democracy "may be greater than [at] 
any time n r.cent history" because of a 
recent turnover of power in which Gen. 
Prosper Avril gavc wvay to Erthe Pascal-
Trcuillot, who stepped down from the 
Supreme Court to take the presidency. 

The $3 million foi th democratic 
process in Haiti is contingent on several 
conditions, such as the appointment by 
the government of a "genuinely inde
pendent" electoral council. 

The bill also provides the following: 
eChile. $10 million for primary 

health-'Rye programs in Chile targeted 
for Lhp oor, as proposed by the Senate. 
Under standard rules, Chile would not 
qualify or such aid because its p.r cap
ita income is too high. However, confer
ees said the aid is justified be-

CQ JUNE 2, 1990 - 1737 



DEFENSE & FOREIGN POLICY 

cause the military govern- * World Bank. $1.6 billion 
ment that ruled Chile from in off-budget "callable capital" 
1973 until this year ignored for the World Bank. In ai 'ike
the needs of the poor. lihood, the money will not be 

0 Bolivia, Peru. $25 mil- spent; it is similar to a loan 
lion for Bolivia and $20 mil- guarantee the bank uses to bor
lion for Peru for development row money on world markets. 
aid programs intended to lure Congress had deleted the 
farmers and others away from "$1.6 billion from the regular 
the production of coca and fiscal 1990 foreign aid appro
marijuana. priations bill (PL 101-167), at 

* Caribbean. $8.75 million Obey's insistence. Obey de
in economic aid for Jamaica manded the withholding of 
and $3.25 million for other the money as a protest 
countries in the Caribbean. - -"against what he called the 
The bill also provides $5 mil- Bush administration's failure 
lion in development aid for to develop a sound policy for 
countries of the eastern Ca- INTERNATONALPEOCPOSS dealing with Third World 
ribbean. Congress included $10 million for sub-Saharan Africa but did debt problems. Obey relented 

Namibia, Southern Africa 
One little-noticed but potentially 

significant provision of the supple-
mental will open a U.S. aid progranN in 
Namibia, the former South African 
colony that gained independence this 
year under an international agreement 
brokered in 1988 by U.S. diplomats, 

Bush had not requested the aid for 
Namibia, but the administration ac-
cepted the $10 million earmark once it 
became clear that committees in both 
chambers strongly favored it. 

The supplemental pro-ides an-
other $10 million to promote democ-
racy in South Africa. That money is to 
be administered by the National En- 
dowment for Democracy, a quasi-gov-
ernmental agency that advocates dem-
ocratic reform overseas. None of the 
money is to be used by the South Afri-
can government, and conferees stipu-
lated that the aid must be directed 
toward "victims of apartheid." 

Conferees deleted House language 
earmarking $5 million for Mozam-
bique and Zambia; instead, they en-
couraged the administration to pro-
vide added development aid to those 
two countries, 

The bill includes another $10 mil-
lion for development in sub-Saharan 
Africa, with no specified amounts for 
any particular countries, 

State Dopu'ment Fundilng 
In the concluding chapter of a din-

pute that began last fall, thesupplemen-
tal gives the State Department the au-
thority to sp.,nd $312 million that was 
appropriated but withheld by Congress 
for fiscal 1990. The U.S. Information 
Agency (USIA), which runs the Voice of 
America and other programs, will get an 
additional $52.5 million. 

In its regular spending bill (PL 
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not specify amounts for any particular countries, 

101-162) for the State Department 
and other agencies, Congress last year 
appropriated $3 billion for the depart-
ment in fiscal 1990 but limited its ac-
tual spending to the $2.7 billion figure 
allowed in fiscal 1989. The USIA was 
allowed to spend only $882 million of 
its $934 million appropriation, 

Those spending caps were the re-
sult of a complicated jurisdictional 
dispute between the Senate Appropri-
ations and Foreign Relations commit-
tees. The two committees settled their 
differences early this year, but Con-
gress delayed action to lift the cap. 

The supplemental repeals that cap, 
allowing the State Department to 
spend the full amount appropriated to 
it in fiscal 1990. Among other things, 
that step eventually will enable the 
department to expand its diplomatic 
posts in Eastern Europe. 

Conferees deleted a Senate-passed 
provision that would have given the 
State Department $10 million to open 
diplomatic facilities in Lithuania, in 
the event that the United States de-
cided to accord formal recognition to 
the government there. 

The Lithuanian parliament on 
March 11 declared independence from 
the Soviet Union, but the Bush ad-
ministration has refused to recognize 
the government, noting that the 
United States never officially ac-
knowledged Soviet sovereignty over 
Lithuania and the other Baltic repub-
lics of Estonia and Latvia. The confer-
ees also killed a Senate provision 
granting up to $5 million in emergency 
aid to Lithuania. 

Other Provisions 
Other foreign aid provisions in the 

supplemental are the following-. 

this year, however, and agreed 
to support the $1.6 billion. 

eCambodia. Breaking with long
standing U.S. policy, the bill will allow 
- but not require.'- the administra
tion to provide up to $5 million for aid 
to children in Cambodia. The aid 
would be provided through interna
tional relief agencies, and only in areas 
of Cambodia controlled by the govern
ment in Phnom Penh. Under the bill, 
none of the money could be used di
rectly or indirectly to aid the Khmer 
Rouge, the communist faction that 
ruled Cambodia in the late 1970s and 
was responsible for the deaths of hun
dreds of thousands of people. 

* Armenia. $5 million for relief for 
Soviet Armenia, which was stricken by a 
powerful earthquake in December 1988. 
That aid is in addition to $5 million that 
Congress already has appropriated for 
Armenia in fiscal 1990. Both aid items 
were sponsored by Senate Minority 
Leader Bob Dole, R-Kan. 

e Romania. $4 million for health-care 
needs of children in Romania. Conferees 
designated that $2million be channeled 
through UNICEF and $2 m~llion 
through the International Red Cross. 

• Environment. $5 million for a 
supplemental contribution to the U.N. 
Environment Program. 

* Refugees. $75 million for the 
State Department's migration and ref
ugee program, most of which will be 
used to help support refugees from the 
Soviet Union and elsewhere who come 
to the United States. Of the total, $5 
million is earmarked for aid to Soviet 
refugees in Israel, in addition to the 
$400 million U.S.-financed housing 
program. The bill also includes $25 
million for an "emergency" refugee 
aid program aimed at selected catego
ries of overseas refugees, such as Af
ghans living in Pakistan. a 
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EL SALVADOR 

Collapse of Hill Negotiations
 
Sets Stage for Aid Fight
 
Partisan politics, dfifferences over substance stall bid 

to craft a bipartisancompromise on policy 

fforts in the House to nego-
tiate a bipartisma compro-
mise on aid to El Salvador 

collapsed in mid-May, setting the 
stage for a partisan flr,+r battle the 
week of May 21. 

The collapse of the talks made it 
likely that the House will adopt a 
modified version of a Democratic-
sponsored plan tlut would suspend 
50 percent of El Salvador'. military i 
aid in fiscal 1990 irti 1991. Republ-
cans will offer a ctunterptoposal to 
allow President Bush to suspend 25 
percent of El Salvador's fiscal 1991 mili-
tary aid if the Salvadoran government 
fails to take certain actions. 

Democrats said thcy are confident 
that they have a majority for their posi-
tion, and come GOP strategists agreed. 

The House rvill dbate the matter 
when it acts on a bill (HR 4636) to 
authorize Bush's reue~t for aid to the 
new governments of Nicaragua and 
Panama, as well as other foreign aid. 
The bill may reach the floor on May 22. 

Republicans arid Bush administra-
tion officials pulled out of the talks 
because House Democrati, insisted on 
linking the El Salvador issue to the 
Nicaragua and Panama aid. Bush for 
weeks has compleined that Congress is 
needlessly holding up the aid request. 

But once the talks on El Salvador 
failed and House approval of the Demo-
cratic-sponsored mnendment seemed 
likely, the Democrats agreed to drop 
their demand that the issues be linked, 

Members of both parties said they 
hoped House adoption of the Demo-
crats' provision on El Salvador would 
trigger new negotiations, possibly lead-
ing to the bipartisan policy agreement 
that nearly everyone on Capitol Hill 
said is needed. Secietary of State 
Jarnes A. Baker III had wanted a con-
sensus, similar to last year's accord on 
policy toward Nicaragua. 

After House action, the Salvadoran 

By John Felton 

and Unk 
U As often harpens on Capitol 

Hill, the first round of talks on El 
Salvador fell victim to a combina
tion of partisan politics, proce
dural arguments and differences 
over substance. Republicans, 
showing their unhappiness over 

- their perpetual minority status in 

s ofvtn'SgO age 

Joe Moakley William S. Broomfild 

aid question will move formally to a 
House-Senate conference committee 
on conflicting versions of the authori-
zation bill. The Senate passed its ver-
sion (S 2364) in April. However, the 
dispute probably will be resolved at a 
higher level - renewed negotiations 
among top Hill leaders, Baker and 
other administration officials. 

"This is only the first step. There's 
still a lot zf talking to be done," said 
Rep. Joe Moakley, D-Mass., chairman 
of the Rules Committee and a leading 
advocate of curtailing Salvadoran aid. 

Ater years on the political back 
burner in Washington, El Salvador has 
returned as a major issue, primarily 
because of widespread outrage over the 
murders last Nov. 16 of six Jesuit 
priests and two women at a univercity 
campus in San Salvador. Nine military 
personnel have been charged in the 
case. But a House Democratic task 
force chaired by Moakley reported on 
April 30 that the Salvadoran govern-
ment's inquiry into the case has come to 
a "virtual standttill." (Background, 
Weekly Report, pp 1368, 1370) 

The Salvadoran government end 
representatives of leftist guerrillas on 
May 16 opened peace talks in Ctracas, 
Venezuela, under United Nationg su-
pervision. Those tAhls are given the best 
chance of any recent attempt to negoti-

ate an end to El Salvador's cidl conflict, 
which has lasted mure tlum 10 years 
and claimed more than 70,000 lives. 

the House, reacted sharply to 
what they perceived as strong-arm 
dctics by the Democratic leader

ship. 
They complained that Demo

crats were unwilling to make any con
cessions on El Salvador - an accusa
tion the Democrats rejected and threw 
back at the Republicans. 

Party leaders also differed over 
procedure: linking the El Salvador 
matter to Nicaragua-Panama aid. 

Democrats were using Bush's re
quest for aid to Nicaragua and Pan
ama as their leverage to force the ad
ministration to negotiate on El 
Sal vador. The source of their leverage 
was the fact that none of the aid 
money contained in a fiscal 1990 sup
plemental appropriations bill (HR 
4404) could be spent until Congress 
enacted a companion authorization 
bill. 

Republicans and Bush administra
tion officials objected to the Demo
crats' linking of the El Salvador and 
Nicaragua-Panama issues. Newt Ging
rich, R-Ga., interrupted a May 10 
meeting between Democrats and ad
ministration officials to announce that 
House Republicans would refuse to 
participate in any talks on El Salva
dor until the Democrats dropped the 
linkage. 

Mickey Edwards, R-Okla., said the 
GOP position was. "We're not going to 
talk to them [Democrats] until they 
let the money go for Panama and Nic
aragua." 

Confident of a House vote rebuffing 
Bush's policy toward El Salvador, 
House Democrats agreed on May 17 to 
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remove the link between that issue and 
the Nicaragua-Panama aid. With the 
approval of House Speaker Thomas S. 
Foley, D-Wash., conferees on the aid 
supplemental bill inserted language to 
allow the money to be spent without 
the authorization legislation. 

However, David R. Obey, D-Wis., 
chairman of the Foreign Operations 
Subcommittee, said that if there is no 
deal on El Salvador, the Rules Commit-
tee could delete the waivers in the Nica-
ragua-Panama bill and retain Demo-
crats' leverage. 

Questions of substance also proved 
troublesome in the negotiations on El 
Salvador, but most participants pre-
dicted that an agreement is possible. 

House Democrats staked out a po-
sition demanding an immediate 
50 percent cut in El Salvador's mili-
tary aid, contingent on actions by ei-
ther the Salvadoran government or 
the leftist anti-government guerrillas. 

The administration rejected an im-
mediate aid cut but accepted the notion 
of suspending some of El Salvador's 
assistance beginning in fiscal 1991, 
which starts Oct. 1.Foley said he would 
be willing to limit aid cuts to fiscal 1991 
- but only as part of a negotiated 
agreement with the administration, 

Rep. Dave McCurdy, D-Okla., who 
said he tried in vain to negotiate a 
compromise between the Democrats 
and the administration, predicted that 
Congress eventually will adopt a pro-
posa he floated in early May. 
McCurdy's plan called for the United 
States to withhold half of the $85 mil-
lion planned for arms aid to El Salva-
dor in fiscal 1991. The president could 
restore the aid if the Salvadoran gov-
ernment had taken steps to carry out 
reforms or if the rebels refused to nego. 
tiate peace with the government and 
stepped up attacks on the government, 

Republican, Democratic Plans 
When it takes up HR 4636, the 

foreign aid supplemental authoriza-
tion bill, the House essentially will be 
faced with two competing proposals 
on aid to El Salvador: 

eA GOP-backed amendment, spon-
sored by William S. Broomfield, 
Mich., senior Republican on the For. 
eign Affairs Committee. The Broom-
field amendment would require the 
president this Novembor to withhold 
one-fourth of El Salvador's military 
aid if he reports to Congress that the 
Salvadoran government is not making 
progress in respecting human rights, is 
not conducting a serious investigation 
into the Jesuits' murder, is not moving 

to separate police forces from the mili. 
tary, is not reforming its judicial sys
tam or is not making plans to reduce 
the military's role after the war ends. 
Under this proposal, the president 
could restore El Salvador's aid if the 
guerrillas take any one of four steps, 
such as refusing to negotiate in good 
faith or continuing to receive military 
aid from outside El Salvador. 

Edwards said that the Broomfield 
proposal would impose more condi
tions on El Salvador than many Re
publicans would like but that it was 
crafted in an attempt to win some 
Democratic votes. 

0 A provision, endorsed by the Dem
ocratic leadership, to suspend half of 
El Salvador's military aid in focal 
1990 and 1991. That provision is based 
on an amendment to HR 4636 
adopted by the Foreign Affairs Com
mittee. Moakley and John P. Murtha, 
D-Pa., will offer a floor amendment to 
the Foreign Affairs provision incorpo
rating suggestions made by Republi
cans and the Bush administration. 
The vote on adoption of the Moakley-
Murtha amendment likely will be the 
House's key action on El Salvador. 

The Moakley-Murths amendment 
should have broad appeal among 
House Democrats. Moakley is a leader 
of liberals who have sought to impose 
more conditions on - or cut off - aid 
to El Salvador. Murtha throughout 
the 1980s backed U.S. policy toward 
El Salvador. 

Conspicuously absent from 3pon
sorship of the Moakley-Murtha 
amendment is McCurdy, a self-de
scribed "moderate" who has been at 
the center of Hill debates over Central 
America since the mid-1980s. Demo
cratic leaders negotiated at length 
with McCurdy in mid-May in hope of 
getting his support for their aid cut
off plan. But those negotiations failed 
on May 16, minutes before Moakley's 
Rules Committee went into session to 
write the rule providing for House 
consideration of the foreign aid bill. 

McCurdy said he was "surprised 
and disappointed" that his fellow 
Democrats decided to press ahead 
with the Moakley-Murtha plan. But 
other Democrats who met with 
McCurdy said he refused to make the 
necessary concessions to get an intra
party agreement. 

"I frankly don't think, whether he 
misread us or not, that he was willing 
to reach an accommodation," David 
E. Bonior, D-Mich., said of McCurdy. 
Bonior chairs the House Democratic 
task force on Central America. 0 
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Congressional Staff Forum
 
on 

International Development March 29, 1990 

MEMORANDUM
Director 
William 	E. er~taf f 
To: ODC 
From: Anastasia Primbas
 

SUBJECT: HEARING ON MISUSE OF FOREIGN AID
 
House Committee on Appropriations Subcommittee on Foreign
 
Operations, Export Financing, and Related Programs
 

Testimonies: Sherman Funk, State Department; Herbert Beckington,
 

AID; 	Frank Conahan, GAO; Stephen Trpdden, Defense Department
 

Members in Attendance: Robert Mrazek (D-NY), Jerry Lewis (R-CA)
 

Stunmary:
 
Sherman Funk identified two areas of major management and program
 
weaknesses that should receive priority attention from the State
 
Department:
 

Security of US personnel, information and facilities overseas
 
-The overseas posts do not have the resources to meet the
 

security needs. The real threats are technical and intelligence
 
intrusions, as opposed to physical or terrorist attacks which
 
have largely been avoided.
 

* 	 International narcotics control 
-More cooperation is needed between the State Department and 

AID to develop strategies for proper eradication and alternative 
crops 

-The embassies must do a more effective job of monitoring 
the equipment that has been brought in for the host countries' 
anti-narcotics efforts 

-Narcotics assistance units (NAUs) must do more field work
 
instead of limiting their work to the embassy
 

Herbert BeckinQton pointed out that the following factors
 
"diminish effectiveness" and "increase the vulnerability" for the
 
management of AID programs:
 

* The environment under which AID operates is a very difficult
 
one for economic aid to be carried out
 
* AID relies heavily on third parties to carry out the delivery
 
of aid
 
* AID must share the costs of various programs and a host country
 
cannot often meet its share
 
* There remain problems of control and accountability in the
 
handling of local currency

* Since AID's programs are centrally funded, it is often
 
difficult to carry them out from Washington
 

Frank Conahan noted that there are still many long-standing
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problems for foreign economic and military aid.
 
AID's economic aid programs include the following problems:
 

* 	A primary accounting system that has not been fully 

integrated with subsidiary and program systems 
* 	Inadequate audit coverage of overseas mission programs 
* 	Insufficient number of direct-hire staff 
* 	Inadequate assessments of host-country capability to 

manage AID-financed host country contracts 
* 	Inadequate procedures for tracking host country-owned 

local currency 

Conahan also reviewed the accountability and management problems
 
of foreign military aid:
 

* 	Limitations on US monitoring of military grant aid 
* 	The unauthorized use of technology 
* 	 Inadequate accounting systems for management of military 

aid 
* 	Difficulties in auditing covert aid operations 

Stephen Trodden testified that DoD's FY91 audit plan will focus
 
on:
 

* 	Streamlining cumbersome accounting systems 
* 	 Improving pricing and billing procedures 
* 	Strengthening the planning process 
* 	Developing a more responsive equipment ordering and 

delivery system 



Congressional Staff Forum 
on 

International Development 

April 18, 1990
Director 
William E. Hellert MEMORANDUM 

To: ODC Staff
 
From: Anastasia Primbas
 

SUBJECT: HEARING ON P.L. 480 - FOOD FOR PEACE
 
House Foreign Affairs Subcommittee on International Economic
 
Policy and Trade
 

Testimonies:
 
Panel I - Raymond Hopkins, Swarthmore College
 
Panel II - Harold Johnson, GAO
 
Panel III - John Swenson, Catholic Relief Services
 

Steven McCoy, North American Export Grain Association
 

Members in Attendance: Sam GeJdenson, D-CT; Doug Bereuter, R-NE
 

The Senate Agriculture Committee has approved a revision of PL480
 
that addresses several controversial issues of the food aid
 
program. Today s hearing examined the effectiveness of Titles I
 
and II of PL480 Food for Peace. Title I of PL480 is administered
 
by the U.S. Department of Agriculture and provides for
 
concessional sales of food. Local currencies generated through
 
Title I sales are to be used to carry out programs of
 
agricultural development, rural development, nutrition, and
 
population planning. Title II, a food grant program administered
 
by AID, relies on the participation of private voluntary
 
organizations (PVOs).
 

Panel I
 
Summary:
 

Doug Bereuter commended Raymond Hopkins and ODC for their
 
thorough Policy Focus on "U.S. Food Aid in the 1990s."
 

Raymond Hopkins testified that donor countries will have to
 
generate a greater supply of food in the 1990s in order to fill
 
the "gap" in low income "food-deficit" countries. According to
 
the estimates of the National Academy of Sciences, a doubling or
 
tripling of present food aid efforts will be needed.
 
Furthermore, he suggested that it is necessary to change
 
allocation criteria so that food aid better addresses the problem
 
of hunger. According to Hopkins, if food security based on
 
poverty were the central allocative criterion, then clearly more
 
food aid would go to particularly vulnerable poor countries, such
 
as those in Sub-Saharan Africa, and less to Egypt with its 3000
 
calories per-capita diet. Moreover, Hopkins stressed that the
 
present PL480 program is "anachronistic" and must be better
 
managed.
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Panel II
 
Summary:
 
Harold Johnson testified on GAO findings pertaining to local
 
curvency generated by PL480, Title I for development purposes.
 
In general, whereas local currencies were programmed for purposes
 
consistent with development goals, AID's monitoring was
 
insufficient to provide reasonable assurance that the funds were
 
actually used as intended. Johnson stressed that the
 
accountability of local currencies will not be better
 
accomplished by changing the ownership of the currencies from the
 
host governments to the U.S. He suggested that the proper focus
 
for local currency accountability should be on assessing and
 
improving the financial management systems of host country
 
agencies.
 

Panel III
 
Summary:
 
John Swenson testified that Catholic Relief Services and other
 
PVOs feel hindered by inadequate funding to pay project expenses
 
and outdated, excessive and unrealistic regulations under the
 
PL480 food programs. According to Swenson, it is essential that
 
Congress &mend PL480 to make 2% of the Title II budget available
 
to support the administration of food distribution. The funding
 
made available for these "field operational costs" would be used
 
for logistics such as inland transportation and warehousing.
 
Furthermore, Swenson stressed the need for greater programmatic
 
flexibility, while maintaining adequate accountability.
 

Steven McCoy stated that many of the agricultural organizations
 
have expressed support for the recent PL480 reforms proposed by
 
the Senate. However, he stressed additional measures:
 

* greater flexibility with respect to repayment terms
 
required under Title I
 

* greater assurance of private agribusiness participation in
 
non-emergency food assistance programs
 

* more exact definition of resources available under the
 
proposal to support market development activities
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Tell Every Nation It's
 
Democracy or Isolation
 
0 "'hange: Think of it 
happening: Humanity fixes 

politics to make peaml,frftom 

and justice really work. 

By -AmEs -RDAV) 

History's r% chalieng.g inoient is 
right now Froa Tr.wan to Namibia. from 
Poland to Har". from the SOViet Union to 
South Kors. the revoluton for democracy
rises to overthrow tyrants and to build 
peace and usUce through boverntent by
consent of the governed. The pace o
poltical change Is anaung.jiThe exclunig 
reorm movements In 1M have shifted 
Into anucittty. replaced LhW year by misdemand. for democracy now. 

Think of it happening HumnLty tX&,
polutice to m.k peae. freedon and Utice
eally work. Thin of it flUrg, The 

revolution beme disalgf wd deoe 

racydrevali. 

In 1947. the linited States faced an 
ango challenge in Europe. Then, as now. the Immediate rea ult of the over. 

throw Of the tyrant is cham. The looming

threat is the temptation to get snw tyr

to restore Order. But thanks tohe viion of 

thathen -secretary a state and Pr-wddwe came forth wtha plan to bring m a new 
Europe into exasinc by coinhn ZXQW9d 

to the ksropean countries. In co i 

they coud join one arnheir
democratically. and PiasThe Migsn pUs anceeded- true. ltisWtasLf i 
with the various we ka~a am
sprawling about. 

Today. the movement for democracy can
win If we On together and create a 
common federation ofgernaing demo~rACUS 
ILhked by polit al. r a dsupport

Thiseffort shouldreachouttoeveryreal 

democracy, not jult to those In the neigh-
borhood. As our minds have moved froe
the gradual to the Immediate. they should 
move from the continental to the worldly.
Not that long ago, geography was a mot
important factor in the organization of
human society LA= so today. Develop-
mets in military technology, econotic 
trade. tranportaion and communicatios 
have transcended localities. creating anowarena of international activities that en-
gage everything and govemed byare 
nothing. That Is dangerous busine.- -

Anarchy plusinterdependence. But thes0 Iut !A to transcend the presentlyreatrlcte D.itIcalinsututtuna by Invent. 
Ingrealitynew on.,"toencompass the powerfulomthe emerging lnternatiom rets. 
uonshiut.Like the Marshall Plan, democratic fed
erationworked. Not perfectly, In theUnited States. ours broke down in the CIvil
War Since then. however, the h story of
American democratic federation, along
with that of Canada and Australia and 
India. tands .u aout relative succem 
c=.psred to totaltkrn nationalimr in the
Soviet Union or scattered anarchy among
the naons in Africa. Federation and
democracy &ham the recogniuon that dif
fering occnmunsci can maintain political
duLnctiotis within the cormmonalaty ofcommitment to fundsmenta principles of 
procedures anl rights. The establishment 
ar federation Is emential to the succs of
the new deocratUc revolution, because 
maor cultural and poltical differences wjll
 

as democracy's mutually et
:%~ discoureemdeolns and amnd 
 the 

tuatloips. 
Differences among comunitis md
 

no destoy federal democracy. One of the
 
teretinig h cal oprvtime Is
MM5dsmhxmy hase .d end 1pu1sd
 

ildy dl mmt oici. Wim wesMrye thrueht It could pw nl I* 
QFS &bl and the U131124SWas. but lbComU Ri. Indi Armay. A,504 

Japa and Vanraets? The bets mpya
democracy isem.its de" otbutdepcbdattothat It can bealture,bo &Mln
 
gy ali in coatio with ar.iuly dlaer. 


ac rellis. athnUtim and bz .
Demrocracy demarnds rinwico rule of
Law. deliberative diseue. huan rights

for all-ad repromantatUve
SovrnmenL It 
does not demand that ctis lovenoher. bu that they cmit oneconfitcts to ademocratic federation and live with the 
rults 

Thus. today's federation of democracy
should move beyond the concern over the
unifIcation of Eait and West Germany. the 
cimpogaion of theNATO and Warsaw
Pact. the Europe of J992.or even a rebirth
of the AtlanticAlliance Every nation that
nsucc.vedsin establihng democracy-real
democracy -should join and receive the 
strongly supportive economic and socialadvantage. Every nation struggling to
establish its democracy should be helped
by the federation. Every nation that rejects 

II 

"DAMNI"
 

democracy should be cut out and vigorous,
ly premed for reform by the federation 

eeterm of democracy should never
receive support from a government cor-
itrtted to democratic principles. The scan. 

dais by which tyrants in Turkey. El 
Selvador. Libya. China and Muzambiqueand other brutal. corruptinhuman butch.eries receive aid from democracies should 
be 8topped-i,,iw BuL that is not enough,
either. It is immoral and unjust for democ-
raclito tolerate totalitarians-nut only in 
our house or next door butwherever they 
are butcherig our human brothers and
sisters -So the new fpierdtion of democra-
cy is not to be a Unted Nations-not an
all-inclusive. lois -joiiited organization
that includes fake nationalMaflis If it is 
brought across to democratic voters thattheir tax money is buying the tools that 
Turks use to torture children, they will 
agree to shift such payments to the cause 

of stopping Turks from torturing children,
The danand that adission to the federa-
titon
of democracy requires democracy is
essential. 


Equally eorsentil is the demand 
 to help
burgeoning democracy. Think of Hungary. 
Poland and Czechoslovakia More than fourdecades of experience unider a politicalsystem in which one has virtually no 
motive or opportunity to participate in
democratic-type activities Systems in
which one is dominated and manipulated
by force and its threat, by ties. by money 
cu,rupton, by hunger and humiliation,
Think of Namibia. thrilled with the new
hope of democracy but surrounded by
nations where the hope was killed. Think 
of the Soviet Union. whose surrender of 
despotism may trigger secessions that cantear it apart. 

To suppose that democracy will happen
Just because an alternative is rejected is 

tragically naive. Implementing democracy
Lakes major cnted political action 
far beyond the publication of a written
constuIon. That is why dennoccacies like
the United States and Japan-and all the
other real democracies-shlod beinvest-
Ing much talent andemergency money into therooms where potential dentoc.rarifesaecomingtolife. 

Before our werestates united, there 
were those who found It oddan Idea. abizarre outreach from a here *n :1-r
They were wrong So are ti dc Iodsywt.o 
think all will turn out for il best if wejUSt
let it go on. The time tWfederate democ.a
cy is now. becausewhatever it is that ni,,
the revolution happe, this is the day it 
Lands achancetorescue the human race. 

James David Barber is James B Duke 
profeasor of poWscul artee .,s plletV
studies at Duke Uiesol. Durham. .C. 
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Salvadoran Foot-Dragging Wears Out the Welcome Mat on Capitol Hill
 
a El Salvador: U.S. support of 
the civil war has slipped from 
steadfast to debatable in six 
short months. What changed 

By KENNETH E. SHARPE 

Last fall. Sen. Chritopher Dodd helped 
block efforts to put serious conditions on 
military aid to El Salvador. Today. the 
Connecticut Democra. argues that fully 
half of that aid should Ie cut, ntarting now. 

Dodd's change of mind reflects the first 
major shift in thinking ,mong liberals and 
moderates on El Salvador since 1934, when 
the election of reformist President Jose 
Napoleon Duarte all but ended four years 
of acrimonious debate on the U.S. counter-
insurgency oolicy. Since then, the central 
questions; in Washington have been: How 
can the guerrillas be defeated, and how can 
the government be encouraged to promote 
reform so as to remove the roots of 
revolution? 

Today a new debate in Washington
shaping am e dentqetons: H n

shaping much different questions. How can 
we shed our rerponbility for a corrupt 
and murderous military, and how can we 
encourage anegotatedend to thlwii-
nable war? 

Why the change? 
In November. the guerrillas mounted a 

surprise offensive and held large areas of 
the capital city while simultaneously at-
tacking important provincial centers. Like 
the 1968 Tet offensive in Vietnam. it was 
beaten back. but like TeL. it gave the lie to 

-asvaation, ' 

U.S. tales of the guerrillas' demise and 
convinced all but the most stubborn ob-
servers that 10 years of U.S. counterinsur-
gency strategy had failed. The FMLN 
remains a powerful military force that can 
veto U.S. attempts to exclude them from 
sharing political power.

Throughout the 10 years of war, the 
Salvadoran military has accused religious 

workers of fomenting revolutionary senti-
ment among the poor. On the fifth night of 
the FMLN November offensive, nine sol-
diers from the elite U.S. -trained Atlacatl 
battalion broke into the Jesuit-run univer-
uity in San Salvador and murdered six 
priests, their housekeeper and her daugh-
ter. 

The killing of the Jesuits dramatized the 
failure of the U.S. strategy. Despite the 
success in promoting p rodic elections, 

to foster the 
bamc conditions for democracy-protec-
tion of human rights, the freedom to 
organize, an independent judiciary. 

Last month, a task force of 19 House 
Democrats looked into the status of inves-

tigauons into the Jesuit killings. Among its 
conclusions: The army had I- :ntention of 
subrmtting to civilian judictal control; the 

U.S. policyhfHwas seen as ,edoh'r.n 

JusceSystem was unable to investigate
thousands of other crimes linked to the 
military, and military repression makes 
little distinction between those who advo. 
cate nonviolent change and those who take 

up arms with the guerrillas. The good
intentions of an elected president who 
holds office but no power no longer seemed 
a justification for aiding his brutal army. 
Also, it was clear that "conditionality"-
ty'ing release uf U.S. aid to Salvadoran 

reforms-hasn't worked,
In February. two major justifications for 

supporting the Salvadoran military on a 
grand scale fell apart with the electoral 
defeat of the Sandinistas in Nicaragua. It 
has now become much more' difficult to 

claim that the Sandinistas are the cause 
and sustenance of the insurgency in El 
Salvador. And after the Sandinistas' will-
ingneS to accept the results of free and 
fI'ir elections, it will be difficult to claim 
that allowing the guerrilla left to share 
power will spell the end of democracy in El 
Salvador. 

The changes in Eastern Europe, too. 
have undermined the justification that the 
aim in El Salvador is to prevent a "Soviet 
beachhead" in Central America. Further, 
the iew Jemands on scarce foreign aid 
being made by Eastern European countries 
have put budgetary pressures on the $1 
nillion a day we're giving to El Salvador. 
Some in Congress simply want to wash 
their hands of the whole mess and turn 
their attention to Europe-.

The more realistic perceptions of the 
Salvadoran and global situation have led 
pragmatists on Capitol Hfill to favor a new 

ald strategy. Instead of "give aid, with 
conditions."* they favor "cut aid, and condi-
tion its renewal." This week, Lhe House is 
considering legislation that calls for a 50% 

military aid cut now, with the threat to cut 
the rest if Alfredo Cristiani is overthrown. 
or if the military and government don't 
negotiate in good faith, or if the Jesuits'
murders are not adequately prosecuted. To 
answer critics who say such cuts will 
encourage the guerrillas, the legislation 
adopts Dodd's creative solution: If the 

guerrillas launch a major offensive, the 
50% cut can be restored. That gives both 
sides an incentive to negotiate seriously, 

The new debate in Washington. howev-
Cr. does not yet signal a change in course,
First, the loopholes in the aid cutback are 

big enough to drive a truck through. V'or 
example. it allows the President to renew 
the aid if he certifies that the guerrillas are 
not negotiatiig in good faith, or if he has 

roof that the guerrillas are receiving 
significant shipments of lethal aid from 
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outside of El Salvador. The willingness of 
the Bush and Reagan administrations to 
distort reality to keep the aid fiowing in the 
past does not bode well here. 

The Bush Administration is anxious to 
forestall congressional restrictions and will 
push to defeat or significantly weaken the 
legislation. U itil the Administration itself 
faces the reality that current policy will 
continue to fail, and that the only viable 
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alternative Ls serious negotiations that 
recognize the power of the guemllas, the 
changed debate in Washington will not
lead to the needed changc in coue. 

Kenneth E. Sharpe is a professor -of 
political science atSwarthmore College atd 
co-author oj "Confronting Revoluion: Se
curity Throuh Dipomaczin Centrv Amer
ics "(Paatshtn, 1986). 
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EDITORIALIOPINION 

Even the Field for Tied Aid 
y ERNEST H.PREETied aid credits, whereby team 

to assist economic development 
a tied to the exports of the aid 
donor country, ineviLably ink e-
part competitiveness to develop-
ment assstance m Is eciA&Uy 
so for commercially sensitive to-
frastructure projects int.lecom-
mnicatiow, electrical power gen"
eration, transportation aad 
computer system


The United States, as matter 
of policy, has done very little in 
this area Other aid donors provide 
a large share of their ecoonuc aid 
for capital project assistance. 
Some, most notably Japan, amply
offer low-interest loans for capital 
project elmost half of Japaoese
biateral aid is used in this way 

Major European countries blendaid and export-import bank loans 


to provide a 'mixed credit.' The 
rmut is the same: conessionary 
financing that cannot be matched 
by US.exporters 

b y onsequence, capital proj. 
Wsworth WO billion 12 bionto 

a ye art Iesible to U& ex-bilon
porterabcauce of the ted aid 

credit practices of other govern-
meats. This relts in esmated. 

annual Ion of 2.4 billion to $4.8 
bilion in US. exports. Th& loss will 
be far greater 1ht iln f 
their inability to establish market 
position now will ilhibit U.S. con-
paies from taking advantage of 
the high growth potential of these 
taets. 


A forceful and forward-looking 
US. policy re'ponse is urgent:y
needed. The response Deeds to be 
comprehensive, integrating export 
competitiveness, development a-
sistance wnd foreign policy objec.
fIves. It should consist of three mu-
taslly supportive elements 

First, the U.S. Export-lmport 
Bank's 'war chest,' which permits
soft loans to meet mixed credit 
bids by others, should be funded 
adequately. This is an immediate 

respome to pvw t lor of came from a rs ection.1 directin ove-pol.U.S. market =rU-:.e nl Baklasch 
ly eports in hig-growth develop-
Ig country markets, particularly 
inAsia It also would make clear to 
other donor corntres that a more 
balanced approach for capital pro)-
act asistance i needed 

Second. a new capital prulects 
program should be created within 
the US. Agency for International 
Development U.S. companies can 
Prvde the best technology at the 
lowest cost for necesary telecom-
inunIcatios, power generati n 3W 

Today's 

kdrftu wre and sould be 
Initted to do ". 

An innovative )oint KiE-ia 
Bank/AID program vas announced 
o May 11. In which 1500 million of 
capital project iaiastince will be 
provided ac.= the next two years 
to the Philippiniem Indo Tai-,ia 
land and Pa stn The announce-
meat, however, is ambiguous as to 
whether this represmt a lating 
shift in AID priorities to include 
capital project assistance or a tem-
porary effort to help exporters.

As for a negotiated OECD ac-

.ing 

InvistkiHand" 

fancing for UfS. compaies.,but 
thwooldteapurely 


ley. It would be better for the US. 
Avernment to develop its own a-
Ultment and conclusions about as
sistance for East European eco
momic recovery. 

Tbere eeds to be a level play. 
algfield for export finance If U.S. 

exporters are to be competitive in 
fast.-oving developing country 
malkets A revised policy frame
work for ecooomic anistance pro
grams also isneeded as US.-Soviet 
rivalry in the Third World recedes. 
A central objective in bctt respects 
is to build mutually beneficial 
trade relations over the loagei 
term
 

Such an integrated zadelaid 
relationship with developig coun. 
ibes does not fit the mold of exist. 

programs, partly for bureau
cratic reasons. Ex-lm Bank
 
provides export finance while AIM 
helps poor people Their respective 
prorams are viewed useparate 
aUd Incompatible, while they 

ould be mutually reinforcing, 
A useful point of departure is 

thE March 21 congressional testi
mooy of AID Assistant Adriu a 
tor Reginald Brown. He cited the 

fact that some foreign aid recipi. 
cats would prefer US. assistance in 
the form of capital equipment and 
technical assisa as a reason to 

per. cord, the current US. objective is rethink economic Assistance priori. 
to convince others to " provid- ties. 

Third, a coordinated strategy ing tied aid credits in the most He also commended the success 
for capital project assistance 
should be negotiated within the Or- 
ganization for Economic Coopera-
Lon and Development to limitthe 

we of tied aid credits 

The Bush administration has 
been developing a policy for tied 
aid credits along these lint,but Its 
content is Weak and its objectives
have not been articulated clearly. 
For example, the Ex-Im Bank war 
chest authority was renewed In 
IM, but with maximum funding of 
only $114 million - and em this 

important Lectors, such as telecom- other countries in combining
munications and power rneraioa. successful development with pro-
Unfortunately, this is untikely to roting commercial advantage: "1 
succeed, & the support for eo- particularly believe, evei, as the 
nomic aid in Europe rests largely Jap e c to learnfromtoe Japa
on the benefits firms derive from aee. t= 
tied aid credit projects. 

Tied aid credits for Eastern Eu. Eroes R.PreM is a Fe.low ID in
rope are in prospect. Spain report-
edly is considering at least one tied 
aid credit, an other West Europe-
an nations mAy follow. If such A 
proliferation occurs, the United 
States should provide comparable 

tenabonal business a te Cknter 
for Strategic and International 
Studift inWashigon, and is mu
tbor of 'The 7e Aid C-edit Issue: 
Vs Competitiveness in Developing 
tountries 
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Still Mired in the Cold War 
y MARC EVWSON am D mo b mdth aise its derepit ecoomy gets to open their emomies to foreign 

By all evidence, the Cold War bi Iimadlatly mnmmt their hardy five minutes. Th talk about wbetb- trade and investment. While the 
ove. The most fundamental impi- war bOrmleCba landNkAC A. e Nicaragua's mnewpresdent. Vi- United States has apulauded thoe 
cation of that fact iswidely under- Since be came to power bo l11, elta Camorro, should leave a etatp, it has done titte to recipro-
Wtood: thegreat chalengest/ing Cban ladePrdel Castro has been andinista Wlader in charge of the cote. Latin American exports, from 
the United States today are eco- the pivotal fgure In hembiperic wmy can go on for bours railian ethanol to Argentine steel 
nomic, not military. Recognizing relationa. latin America's r is, that the still face majolenders, fact ,owever, to Cokmbian suits, 
that implication is one thing. Ac- be they populist Preddt looking 9 in FE-West tesaow hs barriers In the United States, 
eapting it, however. i something for food aid or military dictalt knpxtmA woa ramifications Unable to get Washington's at
ese altogether. looking for takt, cl7 f ed t fthe Rio Grande.Without a 6tlm with new tactics, Lati goV. 

Americans' Inability to draw Out that the bearded Liwer-amalt tbroat, the satb-lityauments art falling back on tried.maxdnn of 

useful conclusions from the col- could serve &aassafal bell to ing LaUA A rican governmeuts, and-true methods. With consider.
 
lapse communi see partic- to get Washington's atk on. asie frmexo, will able huabaloo,Brazil and the So, te of far 

land ral I ere to the United Stat viet Union have been taling at-outregard to Latin mren'to Odi kW ho A. 
Aerichavean impact almoatmhae Ais and perhaps where drugs are cserade ties. although the Sovi
darlyAmerica,acutewherewith perestroika may Mr. Ca c un Latin 

p except 
well have an impact almoot as Americas nd have een; a that means W have nothing to sell to the Braa as b Td ats 
preat as in Eastern Europe. for almost allof C la a b Ualy to WW= to zilians and neither country has'eve 


The threat of communist cub- little place that's vi" Lw any. &, ea p that €O= hard cue with which tobay. 
version has been the glue holding Even thae md P i mctt atcl Asgent is stcel seeking Soviet 
U.-Latin American relaton to ans and Brazilians wbo co hi__ a the rwtelon~ thr et ia its i sse Soie 
gether since the 1050s. Economic i which the Soviets demonfor standing up to Uncle l r aD the attentio tB lnsI, elp to ,pade its rail system, a 

. field
ties with most Latin countries save 	 ognhze that his ideas dam 

str'Y lack ezperuse. The Soviet are weak and growing much to a nation seking to O& pe, ee would think LatinMexico 	 was Urion and Mexico established a 
weaker, US. investment presence, 	 amize. By any ra appr It I debt c 

w. k fr- as mot US banks are YAt trading company in March, 
which once drove Washingto's pol. of US. interests, Mr Castro k 

I over, t heay Ad aremplannPn to increase indus
icy toward Latin America, Ls in mince has paasad from being a Mai- m t 

decline. Without the communist ance to being an irreleance. Nk- 6&shermvr obUgstions continue to t and agncultural ties 
th oconmm es y Lat- Economically, none of this is 

threat to keep things together, US. 	 aragua, another U.S. obss;io, b 
cootry likely to have much consequence

interest and influence in the region 	 fals into the same category. laAmwm Cch pote-
then 

are likely wane. Yet put a bunch of professional tul man tttatns as civil war in for decades to come. But 

Unfortunately, the small group Latin AinericaniSts in a room and s Ar , that imt really the prpose.mmtary coups in gaain 
tn to Fidel and tdatku economic turmoil r, If Washington notices, then all of

of specialists who sha Amerc~a 	 watch the diaciion 
Castro and his Nicaraguan proteg, Bray'il boweve, elicit precious ,I this frenz friendship with the Soattitudes toward Laun America 	

sweeping teinterest inWashington. viets will have proven worthwhile. 
haven't done much thinking about 	 Daniel Ortega. Bolivia's 
that. Ask them about the implica- fiscal reforms hardly merit a men- A number of LatL- American Marc Levinson is editorialdecator 
tion. of warmer TIc .Vnvi,,L reLa- Lio Argentina's struggle to mod- coaunies ban taken mayor step of The Journal of Commerce 
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•FOREIGN AFFAIRS IFlora Lewis 

The Weight of Mexico 
MEXICOCITY 

ne local paper said 10 million 
people had come to the capital 
to see the Pope, who arrived 

Sunday. It's conceivabe. Some Mexi-
c'as say the country's population Is-.
"nd,f
90 million. Nobody can be sure. 

."'hen I lived here in the 1950's, the 
jf.oulation of the capital was 2.5 mil-
lion, and of the country 25 million. The 
'Oate of growth approached the limit 
. nobody was particularly worried, 

country's only demographer told 
e" that development would soon 

•6rwlng abalance, and he cited the U.S. 
as'proof thai rising living standards 
brought a lowered birth rate. 
. 'Now at last the rate is dropping, but 
the population is still soaring, and 
standards are falling. Mexico will en-
tei- the 21st century with 100 million 
or-more. Population is like a super-
tseker: it goes a long way before at-
tempts to slow it take effect. 
.There have been huge efforts to ex-

pa-d education, health services, 
rads and such, but human misery is 
spreading much faster with the del-
ute of chidren, many abandoned. 
. ..The writer Carlos Fuentes, who 
ref/uses tu live in Mexico Ci:y, has 

rAtten a book called "ChristopherUuborn," about a child whose birth 
die will coincide with the 500th anni-
vrsary of Columbus's discovery in 
42.4 He will breathe fecal dust be-

only a third of the city's sewage 
Is reated, and have a high level of 
tOic lead in his blood, which can 
cayse mental retardation. 
'7Thirty-five years ago you could ride 

c ttse 

a. orse through scattered villages in 
the valley or up the empty hillsides, 
i1't the majestic volcanos on the 
1o1rizon as the guiding landmark. 
NdI the volcanos have disappeared 
it..the acrid, slurpy air. 

These are the key problems under-
lying Mexican-U.S.relations. There's 

no place to go but north, and no mat-
ter how stringent the border controls, 
the human tide will overwhelm them 
unless this country becomes livable
for more of its people. 

According to an oppo.ition politi-
cian, Mexico has to import 10 million 
tons of grain a year for survival, at $3 
billion, consuming two-thirds of the 
value of its oil exports. Jesus Gonza-
lez Schmal, a moderate in the right-
wing party PAN, argues that the 
country could feed itself again with 

It needs us asment 

a partner, 
not aboss. 

proper agricultural policies and bet-
tr cooperation with U.S. industry. 

Like everybody else, he is indignant 
at the abduction for trial in the U.S. of 
a doctor charged with involvement in
the torture-murder of an American 

drug enforcement agent here. But 
like many, he is worried about the 
drug traffic's impact on the society 
and says the doctor should have been 
arrested here and extradited. 

Mexico is changing, with the rest of 
the world, but painfully, perhaps 
catastrophically slowly. President 
Carlos Salinas de Gortari is moving 
to liberalize the government-domi-
nated cconomy and ercourage invest-
ment. He is popular. But officials 
don't have much of an answer to the 
question why foreigners should have 

confidence to invest when Mexicans 
send their money abroad,more than
 
enough to cover the whole debt. 

The Pope's visit reflects some of 
the change. When he last came, 11 
years ago, the Government refused a 
reception and he convoked a church 
conclave where he denounced libera
tion theology. This time President 
Salinas welcomed him formally at 
the airport, and the Pope's message 
was solidarity and social justice. But 
still nothing about population. 

This country is another example of 
shifting perceptions about creating a 
society that offers its people a fair 
chance, and how much harder it is to 
repair the damage of bad govern

than to recognize it. The tend
ency to blame Yanqui imperialists is 
waning, but sensitivities about the 
weight and arrogance of gringo 
neighbors remain acute. The invasion 
of Panama reopened old wounds. 

The U.S. cannot escape the fallout 
of Mexico's desperation. Neither can 
it intervene in the clumsy, short
sighted ways it has in Central Amer
ica. The opposition leader on the left, 
Cuauhtemoc Cardenas, says the 
country has the resources and ca
pacity to pull itself up if it had rule of
law and honest government. 

He is a nationalist who rejects U.S. 
hegemony, but he doesn't want to iso
late Mexico or go for central plan
ning. He hasn't quite got the message 
from Eastern Europe, but he does op
pose authoritarian government and 
puts democracy first. 

In this part of the world, it seems 
the U.S. hasn't quite got the message 
from E. .,Europe either. It's free
dom, to be sure, but also out from 
under big brother. Mexico is in a bad 
way, too, and needs a sympathetic 
partner, not a neighborhood boss. 0 
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This 	morning, I want to review three topics:
 

1) 	 progress uner the strengthened debt strategy, _.ncluding
 
the importance of foreign investment and the return of
 
flight capital;
 

2) 	 the role of tne private sector in development; and
 

3) 	 the treatment of environmental issues within the World
 
Bank.
 

The Strenthened Debt Strateg'y
 

I welcome the progress that has been made under the
 
strengthened debt strategy. Six hqavily-indebted countries
 
have reached agreements with the commercial banks. The
 
international institutions, creditor governments and
 
commercial banks have all contributed to support debtor
 
reform efforts under the new approach.
 

Debtor countries, are already gaining benefizs. Debt
 
burdens have been reduce3, flight capital is returning and
 
investor confidence is growing. However, to ensure that
 
these benefits are lasting, reform efforts must be
 
sustained. Policies for promoting foreign investment and
 
capital repatriation, privatizing public enterprises, and
 
developing competitive economias are an essential part of
 
these reforms.
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Debtors need to liberalize regulations relating to
 
investment and create efficient domestic capital markets in
 
order to develop competitive economies and attract foreign
 
capital. The international financial institutions should
 
complement those efforts and assume a more active role in
 
the reform of investment regimes. They should, for example,
 
develop investment sector loans and incorporate measures to
 
liberalize direct investment policies in both structural and
 
sectoral adjustmert loans. Debt/equity swap programs can
 
also be an important element of adjustment programs while
 
also contributing to overall debt reduction.
 

The Rgle of the Private Sector
 

A related and broader issue is the importance of
 
enhancing the contribution of the private sector to
 
development. Developing countries have begun to recognize
 
that a dynamic private sector is the key to sustainable
 
development and economic well-being. The United States
 
welcomes this change and is working through many channels to
 
support and encourage it.
 

The World Bank Group is well positioned to promote
 
private sector growth in its borrowing members. The Bank,
 
should pay greater attention to the role of the private
 
sector in the development process.
 

Since the World Bank is a key source of adjustment
 
lending, it is able to help developing countries implement
 
needed macroeconomic, structural and institutional changes.
 
The Bank should give higher priority to private sector
 
development and institutionalize this priority across the
 
entire range of Bank operations. Failure to stimulate
 
private sector growth and mobilize private capital could
 
undermine sustainable growth.
 

We will be discussing this issue this afternoon.
 
However, given its critical importance, and the presence of
 
other issues on the afternoon agenda, I suggest that the
 
Committee revisit the issue of private sector development,
 
including the mobilization of private capital, as a primary
 
topic of discussion at the next meeting in September.
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The Enviqnmen
 

I would like to conclude with a few remarks on the
 
environment. This is an issue of great importance to the
 
United States. At last September's annual meeting of the
 
World Bank, President Bush called for more emphasis on the
 
environment in national policy making, especially in
 
promoting energy efficiency an. conservation and greater
 
protection of tropical forests. With respect to the World
 
Bank, the United States has sought to promote the
 
integration of environmental considerations into its lending
 
programs and has encouraged the use of environmental impact
 
assessments and environmental action plans.
 

The United States has supported the use of debt-for
nature swaps to help preserve forests and wetlands. In the
 
recent past, such swaps have been signed in a number of
 
countries. While the dollar amounts involved in these swaps
 
have been small, an important principle has been
 
established. We believe this mechanism can be used more
 
innovatively and encourage the World Bank to play a more
 
active role in facilitating swaps. For example, a portion
 
of either project or sector loans could be used by the Bank
 
to help finance debt-for-nature swaps.
 

An environmental report has been prepared by the Bank
 
for our meeting today. However, it focuses on the proposed
 
Green Fund and does not address a number of important issues
 
relating to the Bank's existing environmental programs as was
 
requested at the meeting of this Committee last September.
 
Significant progress has been made by the Bank in the
 
environmental area, but a great deal more needs to be done.
 
We suggest that the information requested last Fall be
 
provided to the Committee for our next meeting in September
 
so that the BanK's progress can be reviewed, and further
 
progress encouraged.
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Overview 

This Report is about people - and about 
how development enlarges their choices. It 
is about more than GNP growth, more than 
income and wealth and more than produc-
ing commodities and accumulating capital. 
A person's access to income may be one of 
the choices, but it is not the sum total of 
human endeavour, 

Human development is a process of 
enlarging people's choices. The most citi-
cal of these wide-rangiiig choices are to live 
a long and healthy life, to be educated and 
to have access to resources needed for a 
decent standard of living. Additional choices 
include political freedom, guaranteed 
human rights and personal self-respect. 

Development enables people to have 
these choices. Noone can guarantee human 
happiness, and the choices people make are 
their own concern. But the process of 
development should at least create acondu-
cive envizonment for people, individually 
and collectively, to develop their full poten-
tial and to have a reasonabh! chance of 
leading productive and creative lives in 
accord with their needs and interests. 

Human development thus concerns 
more than the formation ofhuman capabili-
ties, such as improved health or knowledge. 
It also concerns the use of these capabilities, 
be itfor work, leisure or political and cul-
tural activities. And if the scales of humrn 
development fail to balance the formation 
and use ofhuman capabilities, muchhuman 
potential will be frustrated. 

Human freedom is vital for human 
development. People must be free to exer-
cise their choices in properly functioning 
markets, and they must have a decisive 
voice in shaping their political frameworks. 

OVERILW 

Starting with this perspective, human 
development is measured in this Report not 
by the yardstick of income alone but by a 
more comprehensive index - called the 
human development index - reflecting life 
expectancy, literacy and command over the 
resources to enjoy a decent standard of 
living. At this stage, the index is an approxi
mationforcapturingthemanydimensions 
of human choices. Italso carries some of the 
same shortcomings as income measures. Its 
national averages conceal regional and local 
distribution. And aquantitative measure of 
human freedom has yet to be designed. 

The index does, however, have the vir
tue of incorporating human choices other 
than income, and consequently is a move in 
the right direction. It also has the potential 
for refinement as more aspects of human 
choice and development are quantified. This 
Report lays out aconcrete priority agenda 
for betterdata collection that will enable the 
human development index to be used in
creasingly as a more genuine measure of 
sociocconomic progress. 

The Report analyses the record ofhuman 
development for the last three decades and 
the experience of 14 countries in managing 
economic growth and human development. 
Several policy conclusions from this experi
ence underpin a detailed analysis of human 
development strategies during the 1990s. 
The Report ends with aspecial focus on the 
problems of human development in an 
increasingly urban setting. The orientation 
ofthe Report is practical, looking not just at 
what is to be done - but also at how. 

The Report's central conclusions and 
policy messages are clear, and some oftheir 
salient features are summarised here. 



1. The developing countries have 

made significant progress towards 

human development in the last three 

decades. 


Life expectancy in the South rose from 46 
years in 1960 to 62 years in 1987. The adult 
literacy rate increased from 43% to 60%. 
The under-five mortality rate was halved, 
Primary health care was extended to 61% of 
the population, and safe drinking water to 
55%. And despite the addition of 2 billion 
people in developing countries, the rise in 
food production exceeded the rise in popu-
lation by about 20%. 

Never before have so many people seen 
such significant improvement in their lives. 
But this progress should not generate com-
placency. Removing the immense backlog 
of human deprivation remains the challenge 
for the 1990s. There still are more than a 
billion people in absolute poverty, nearly 
900 million adults unable to read and write, 
1.75 billion without safe drinking water, 
around 100 million compietely homeless, 
some800millionwhogohungryeveryday, 
150 million children under five (one in 
three) who are malnourished and 14 million 
children who die each year before their fifth 
birthday. In many countries in Africa and 
Latin America, the 1980s have witnessed 
stagnation or even reversal in human 
achievements, 

2. North-South gaps in basic human 
development have narrowed 
considerably in the last three decades, 
even while income gaps have widened. 

In 1987 the average percapita income in the 
South was still only 6%of that in the North. 
But its average life expectancy was 80% of 
the northern average and its average literacy 
rate 66%. 

Developing countries reduced their 
average infant mortality from nearly 200 
deaths per 1,000 live births to about 80 in 
about four decades (1950-88), a feat that 
took the industrial countries nearly a cen-
tury to accomplish. This isclearly amessage 
of hope. The essential task oftaking the de-
veloping world to an acceptable threshold 
ofhumandevelopmentcanbe accomplished 

in a fairly manageable period and at amod
est cost - if national development efforts 
and international assistance are properly 
directed. 

But this promising trend must be seen in 
its proper perspective. While North-South 
gaps have narrowed in basic human sur
vival, they continue to widen in advanced 
knowledge and high technology. 

3. Averages of progress in human 
development conceal large disparities 
within developing countries - between 
urban and rural areas, between men 
and women, between rich and poor. 

Rural areas in the developing countries have 
on the average half the access to health 
services and safe drinking water that urban 
areas have, and only a quarter of the access 
tc sanitation services. 

Iiteracy rates for women are still only 
two-thirds ofthose for men. And the mater
nal mortality rate in the South is 12 times 
that in the North - the largest gap in any 
social indicator and a sad symbol of the 
deprived status of women in the Third 
World. 

High-income groups often preempt 
manyof thebenefitsof social services. Levels 
of health, education and nutrition among 
higher income groups far exceed those of 
the poor in many countries. There is thus 
considerable room for improvement to 
ensure that the benefits of social expendi
tures are more evenly distributed, flowing 
to the very poor. The rationale for govern
ment intervention greatly weakens if social 
spending, rather than improving the distri
bution of income, makes it worse. 

4. Fairly respectable levels of human 
development are possible even at fairly 
modest levels of income. 

Life does not begin at $11,000, the average 
per capita income in the industrial world. 
Sri Lanka managed a life expectancy of 7I 
years and an adult literacy rate of 87% with 
a per capita income of $400. 

By contrast, Brazil has a life expectancy 
of only 65 years, and its adult literacy rate is 
78% at a per capita income of $2,020. In 
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SaudiArabia,where the percapita income 
is $6,200, life expectancy is only 64 years 
and the adult literacy rate is an estimated 
55%. 

What matters is how economic growth 
is managed and distributed for the benefit 
of the people. The contrast is most vivid in 
rankings of developing countries by their 
human development index and by their 
GNP per capita. Sri Lanka, Chile, Costa 
Rica, Jamaica, Tanzania and Thailand, 
among others, do far better in human devel-
opment than in income, showing that they 
have directed more of their economic re-
sources towards human progress. Omer., 
Gabon, SaudiArabia, Algeria, Mauritania, 
Senegal, Cameroon and the United Arab 
Emirates, among others, do considerably 
worse, showing that they have not yet trans-
lated their income into human progress. 

The valuation given to similar human 
development achievements is quite differ- 
ent depending on whether they were ac-
complished in ademocratic or an authori-
tarian framework. A simple quantitative 
measure to reflect the many aspects ofhuman 
freedom - such as free elections, multi-
party political systems, an uncensored press, 
adherence to the rule of law, guarantees of 
free speech, personal security and so on 
will be designed over time and incorporated 
in the human development index. Mean-
while, the Report lists the top 15 countries 
that have achieved relatively high levels of 
human development within a reasonably 
democratic political and sccial framework: 
Costa Rica, Uruguay, Trinidad and Tobago, 
Mexico, Venezuela, Jamaica, Colombia, 
Malaysia, Sri Lanka, Thailand, Turkey, 
Tunisia, Mauritius, Botswana and Zim-
babwe. 

5. The link between economic growth 
and human progress is not automatic, 

GNP growth accompanied by reasonably 
equitable distributionofincomeisgenerally 
the most effective path to sustained human 
development. The Republic of Korea shcws 
what is possible. But if the distribution of 
income is unequal and if social expendi-
tures are low (Pakistan and Nigeria) or 
distributed unevenly (Brazil), human devel-
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opment may not improve much, despite 
rapid GNP growth. 

Even in the absence of satisfactory 
economic growth or a relatively even in
come distribution, countries can achieve 
significant improvements in human devel
opment through well-structured public ex
penditures. For example, during the last 
three decades, Sri Lanka experienced rela
tively slow growth, rather equally distrib
uted, and Botswana and Malaysia had ade
quate growth, unequally distributed. Yet all 
these countries have made impressive 
achievements in their human development 
levels because they have had well-struc
tured social policies and expenditures. 

Costa Rica and Chile, too, have demon
strated that dramatic human progress can 
be achieved - in a short time and even 
without rapid GNP growth. 

But distributive policies can compen
sate for the effects of low GNP growth or 
unequal income distribution only in the 
short and medium run. These policy inter
ventions do not work indefinitely without 
the nourishment that well-distributed growth 
provides. In the long run, economic growth 
is crucial for determining whether counries 
can sustain progress in human development 
or whether initial progress is disrupted or 
reversed (as in Chile, Colombia, Jamaica, 
Kenya and Zimbabwe). 

6. Social subsidies are absolutely 
necessary for poorer income groups. 

The distribution of income is fairly ur, :ven 
in most of the Third World. Simply stated, 
economic growth seldom trickles down to 
themasses. Free market mechanisms may 
be vital for allocative efficiency, but they do 
not ensure distributive justice. That iswhy 
added policy actions are often necessary to 
transfer income and other economic oppor
tunities to the very poor. 

Food and health subsidies serve that 
purpose - as long as they are properly 
targetted to low-income beneficiaries an;d 
efficiently administered. They establish an 
essential safety net in poor societies that 
generally do not have the social security 
schemes that are familiar in the industrial 
nations. Generally amounting to less than 



3%ofGNP, these subsidies have not been 
too costly. And when they are removed 
without an alternative safety net, theealsu- 
ing political and social disturbance has cost 
farmore than the subsidies themselves. 

Social subsidies will serve the interest of 
developing countries much better if more 
effort isdevoted to designing them as effi-
cient tools of income redistribution, with. 
out hurting the efficiency of resource alloca-
tion. Such effort is far preferable to the 
usual acrimonious debate supporting or 
rejecting all subsidies arbitrarily and across 
the board. 

7. Developing countries are not too 

poor topay for human development 

and take care of economic growth. 


The view that human development can be 
promoted only at the expense ofeconomic 
growth poses afalse tradeoff. It misstates 
the purpose of development and underesti-
mates the returns on investment in health 
and education. These returns can be high, 
indeed. Private returns to primary educa-
tion are as high as 43% inAfrica, 31% inAsia 
and 32% in Latin America. Social returns 
from female literacy are even higher - in 
terms of reduced fertility, reduced infant 
mortality, lower school dropout rates, im-
proved family nutrition and lower popula-
tion growth. 

Most budgets can, moreover, accom-
modate additional spending on human 
development by reorienting national priori- 
ties. In many instances, more than half the 
spending isswallowed by the military, debt 
repayments, inefficient parastatals, unnec-
essary government controls and mistargetted 
social subsidies. Since other resource pos
sibilities remain limited, restructuring bud-
get priorities to balance economic and 
social spending should move to the top of 
the policy agenda for development in the 
1990s. 

Specialattentionshouldgotoreducing 
military spending in the Third World - it 
has risen three times as fast as that in the 
industrial nations inthe last 30 years, and is 
now approaching $200 billion a year. De-
veloping countries as agroup spend more 

on the military (5.5% of their combined 
GNP) than on education and health 
(5.3%). In many developing countries, 
current military spending issometimes two 
or three times greater than spending on 
education and health. There are eight times 
more soldiers than physicians in the Third 
World. 

Governments can also do much to 
improve the efficiency of social spending by 
creating apolicy and budgetary framework 
that would achieve a more desirable mix 
between various social expenditures, par
ticularly by reallocating resources: 
* from curative medical facilities to pri
mary health care programmes, 
a from highly trained doctors to pare
medical personnel, 
* from urban to rural services, 
- from general to vocational education, 
0 from subsidising tertiary education to 
subsidising primary and secondary educa
tion, 
- from expensive housing for the privi
leged groups to sites and services projects 
for the poor, 
0 from subsidies for vocal and powerful 
groups to subsidies for inarticulate and 
weaker groups and 
- from the formal sector to the informal 
sector and the programmes for the unem
ployed and the underemployed. 

Such arestructuring ofbudget priorities 
will require tremendous political courage. 
But the alternatives are limited, and the 
payoffs can be enormous. 

8. The human costs of adjustment are 
often a matter of choice, not of 
compulsion. 

Since there isconsiderable room for reallo
cating expenditures within existing bud
gets, the human costs of adjustment are 
often a matter of choice, not compulsion. 
When there is a sudden squeeze on re
sources, it is for poicymakers to decide 
whether budgetary cuts will fall on military 
spending, parastatals and social subsidies 
for the privileged groups - or on essential 
health, education and well-targetted food 
subsidies. The evidence of the 1980s shows 
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that some countries (such as Indonesia and 10. Some developing countries,
 
Zimbabwe) protected their human devel- especially in Africa, need external
 

opment programmes during the process of assistance a lot more than others.
 
adjustment by reorienting their budgets.
 
Yet in some countries where education and The least developed countries, particularly
 

health expenditures were cut, military ex- those south of the Sahara, suffer the great.
 
penditures actually rose. Obviously, the est human deprivation. Africa has thelow

povertyoftheireconomieswasnobarrierto est life expectancy of all the developing
 

the affluence of their armies. regions, the highest infant mortality rates
 
External donors can help protect hu- and the lowest literacy rates. Its average per 

man development by providing additional capita income fell by a quarter in the 1980s. 

resources to ease the pain of adjustment There is thus a growing trend towards a 

andbyagreeingwithdevelopingcountries concentration of poverty in Africa. B3e

on new and benign conditions for adjust- tween 1979 and 1985 the numberofAfrican 
ment assistance - conditions that would people below the poverty line increased by 

make it clear that external assistance will be almost two-thirds, compared with an aver

reduced if a country insists on spending age increase ofone-fifth in the entire devel
more on its army than on its people. They oping world. That number is projected to 

could stress the right of the recipient coun- rise rapidly in the next few years - from 

try - indeed its obligation - not to cut around 250 million in 1985 to more than 

social expenditures and subsidies that bene- 400 million by the end of the century. 
fit poorer income groups and other vulner- In any concerted international effort to 
able segments of the population. And they improve human development in the Third 

could specify that human development World, priority must go to Africa. The 
programmes should be the last, not the first, concept of short-term adjustment is inap

to be reduced in an adjustment period after propriate there. Required, instead, is long

all other options have been explored and term development restructuring. Also re
exhausted. quired is a perspective of at least 25 years for 

Africa to strengthen its human potential, its 

9. A favourable external environment national institutions and the momentum of 

is vital to support human development its growth. The international community 
strategies in the 1990s. should earmark an overwhelming share of 

its concessional resources for Africa and 

The outlook is not good. Thenettransferof display the understanding and patience 

resources to the developing countries has needed to rebuild .rican economies and 

been reversed - from a positive flow of societies in an orderly and graduated way. 

$42.6 billion in 1981 to a negative flow of 
$32.5 billion in 1988. Primary commodity 11. Technical cooperation must be 

prices have reached their lowest level since restructured if it is to help build human 
the Great Depression of the 1930s. The capabilities and national capacities in 

foreign debts of developing countries, more the developing countries. 
than $1.3 trillion, now require nearly $200 
billion a year in debt servicing alone. The record is not reassuring. In manydevel-

Inthe 1990s the rich nations must start oping countries the amount of technical 

transferring resources to the poor nations assistance flowingeachyearintothe salaries 
once again. For this to happen, there must and travel of foreign experts exceeds by far 

be a satisfactory solution to the lingering the national civil service budget. Unem

debt crisis -with debts written down dras- ployment of trained personnel and a na

tically, and a debt refinancing facility cre- tional civil service demoralised by low salary 

ated, within the existing structures of the levels often exist side by side with large 

IMF and the World Bank, to foster an numbers of foreign, high-priced experts 

orderly resolution ofthe debt problem. and consultants. In some countries, there 
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continues to be an acute lack of trained 
national personnel. Technical assistance to 
Arica amounts to $4 billion a year - as 
much as $7aperson. But institution-build-
ing and the expansion ofhuman capabilities 
has been grossly inadequate in most of the 
region. 

More successful technical cooperation 
*nthe1990s require-s that programmes focus 
more cr. human development issues. This 
will br.aden the basis for more effective 
national capacity-building - through the 
exchange of experience, the transfer of 
competence and expertise and the fuller 
mobilisation and use of national develop-
mentcapacities. Emphasis must be placed 
on improving the availability of relevant 
social indicators and on assisting develop-
ing countries in formulating th'!ir own hu-
man development plans. The yardstick for 
measuringthesuccessandimpactoftechni-
cal assistance programmes must be the speed 
with which they phase themselves out. 

12. Aparticipatory aiproach 
including the involvement of NGOs 
is crucial to any strategy for successful 
human development. 

Many overplanned, overregulated econo-
mies are now embracing greater market 
competition. Increasingly, the role of the 
state is being redefined: it should provide 
an enabling policyenvironment forefficient 
production and equitable distribution, but 
it shoud not intervene unnecessarily in the 
workings of the market mechanism. 

The movement of nongovernmental 
organisations (NGOs) and other self-help 
organisations has gained considerable 
momentum and proven its effectiveness in 
enabling people to help themse!ves. NGOs 
are generally small, flexible and cost-effec
tive, andmostofthemaimatbuildingself-
reliant development. They recognise that 
when people set their own goals, develop 
their own approaches and take their own 
decisions, human creativity and local prob-
lem-solving ski.ls are released, and the re-
suiting development is more likely to be 
self-sustaining. Acomprehensive policy for 
the participation of NG~s isessential for 
any viable strategy of hunwan development. 

13. Asignificantreductionin
 
population growth rates is absolutely
 
essential for visible improvements in
 
human development levels.
 

The number of people in developing coun
tries - having increased from 2 billion in 
1960 to an estimated 4billion in 1990 -will 
probably reach 5billion in 2000. The de
cline in the population growth rate - from 
2.3% ayear during 1960-88 to an estimated 
2.0% during 1988-2000 - isinsufficient to 
make a dent in the overall demographic 
picture. More vigorous efforts are required 
to reduce population growth in the develop
ing world, above all in Africa and South 
Asia. There isan urpent need to strengthen 
programmes of family planning, female lit
eracy, fertility reduction and maternal and 
child health care. 

The world's demographic balance is 
shifting fast. The share of the developing 
countries inworld population isexpected to 
grow from 69% in1960 to 84% by 2025, and 
that of the industrial nations to shrink from 
31%to 16%. Even more telling, 87% of all 
new births a=e inthe Third World, and only 
13% inthe industrial nations. 

If the developing world's new genera
tions cannot improve their conditions 
through liberal access to international assis
tance, capital markets and the opportuni
ties for trade, the compulsion to migrate in 
search of better economic opportunities 
will be overwhelming - asobering thought 
for the 1990s, one that spotlights the urgent 
need for a better global distribution of 
development opportunities. 

14. The very rapidpopulation growth 
in the developing world is becoming 
concentrated in cities. 

Between 1950 and 1987 the number of 
urban dwellers indeveloping countries more 
than quadrupled, from 285 million to one 
and aquarterbilion. Theirnumberislikely 
to increase to nearly 2billion by 2000, when 
eight of the 10 largest mega-cities (each 
with 13 million people or more) will be in 
the Third World. This process of urbanisa
tion seems to be inevitable, as various at
tempts to discourage urban migration have 
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for the most part failed. 
The urban challenge for planners and 

policymakers in developing countries dur-
ing the 1990s will be to identify and imple-
ment innovative programmes to deal with 
four critical issues. 
0 Decentralising power and resources 
from the central government to municipal-

ides. 

a Mobilisingmunicipal revenue from local 

sources with the active participation of pri-

vate and community organisations. 

0 Emphasising "enabling" strategies for 

shelter and infrastructure, inclucing assis-

tance targeted to weaker groups. 

• Improving the urban environment, 
especially for the vast majority of urban 
poor in slums and squatter settlements. 

The effectiveness of government re-
sponses to these issues will largely deter-
mine human development in the urban 
setting. 

15. Sustainable development 
strategies should meet the needs of the 
present generation without 
compromising the ability of future 
generations to meet their needs. 

On this, the consensus isgrowing. But the 
concept ofsustainable development ismuch 
broader than the protection of natural re-
sources and the physical environment. After 
all, it is people, not trees, whose future 
choices have to be protected. Sustainable 
development therefore must also include 
the protection of future economic growth 
and future human development. Any form 
ofdebt- financial debt,the debt of human 
neglect or the debt ofenvironmental degra-
dation - islike borrowing from the next 
generations. Sustainable development 
should aim at limiting all these debts. 

Poverty isone of the greatest threats to 
the environment. In poor countries, pov-

erty often causes deforestation, desertifica
tion, salination, poor sanitation and pol
luted and unsafe water. And this environ
mental damage reinforces poverty. Many 
choices that degrade the environment are 
made in the developing countries because 
ofthenimperativeofimmediatesurvival, not 
because of alack ofconcern for the future. 
Any plans of action for environmental im
provement must therefore include program
mes to reduce poverty in the developing 
world. 

If environmental problems are seen in 
the above perspective, it will help ensure 
that global ecological security isviewed as a 
unifying link, not a divisive issue, between 
the North and the South. Further, the 
additional costs of environmental protec
tion must come largely from the rich nations 
since they are responsible for amajor part of 
environmental degradation. With 20% of 
the world's population, they emit more than 
half the greenhouse gases that warm our 
planet. It is mainly the willingness of the 
rich nations to change their environmental 
policies, to transfer environmentally sound 
technologies and to provide additional re
sources that can ensure the protection of 
our global commons. 

° * 

These, then, are the main policy conclusions 
and policy messages of this first Human 
DevelopmentReport. Far from answering all 
questionsinthisfirsteffort, the findings and 
conclusions often point to issues requiring 
deeper analysis and more meticulous re
search: What are the essential elements of 
strategies for planning, managing, and fi
nancing human development? What are 
the requirements ofa practical framework 
for participatory development? What is a 
conducive external environment forhuman 
development? These and related questions 
will set the agenda for future Human Devel
opment Reports. 
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Executive Summary
 
U.S. Participation in the U.N. Development Program
 

United States General Accounting Office
 
Report to Congressional Requesters
 
February, 1990
 

Purpose 	 The United Nations (U'.N.) Development Program spends about $1 billion 
a year and is the world's single largest program for providing technical 
assistance to developing countries. Over the years, the United States has 
contributed about $3 billion to the Program and its predecessor agencies. 
The Chairman of the [louse Committee on Foreign Affairs; the Chairman 
of the Subcommittee on Human Rights and International Organizations; 
and Congressman Gerald Solomon asked GAO to review selected issues 
concerning the Program. Specifically, GAO was asked to assess (1) the 
Program's efficiency and effectiveness, (2) other major donors' views of 
the Program. (3) the level of U.S. influence, and (4) the Program's 
accounting practices and financial status. 

Background 	 The U.N. General Assembly esablished the Development Program in 
1966 and assigned it the central funding and coordinating role in techni
cal assistance within the U .N. system. Technical assistance includes the 
provision of advisory services, training, and equipment to developing 
countries. The Program channels money chrough about 30 other U.N. 
agencies which implement about 6,000 projects in 152 developing coun
tries in such diverse fields as agriculture, industry, and communications. 

Using five-year country plans, Program officials are supposed to work 
with the recipient governments and the U.N. system agencies to ensure 
that U.N. technical assistance projects are designed and implemented to 
support the recipient government's development priorities. The Program 
is headed by an Administrator, governed by a 48-member Governing 
Council, and fi'nded by voluntary contributions. 

Results in Brief 	 The Program is not fulfilling its designated role as the central fundingchannel and coordinating body for U.N. technical assistance. It only 

finances about 30 percent of U.N. system technical assistance, and pri
marily coordinates the projects it funds. For the most part, other U.N. 
projects are not coordinated or integrated into an overall country plan. 

Member nations believe that the Program performs a number of useful 
functions. However, U.S. and other donor officials have expressed con
cern about the overall impact of the large number of small, diverse 
projects. U.S. officials also believe that more evaluation of project 
results is needed and that a greater percentage of Program funds should 
be used to meet the priority needs of the least developed countries and 
should be concentrated on activities where the Program offers advan
tages over other funding sources. 
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Principal Findings 

The Program Does Not 
Coordinate All U.N. 
Technical Assistance 

Problems With Program-
Funded Projects 

Other Nations' Views 

Executive Summary 

The United States has played a major role in the Program since it was 
established. The Administrator of the Program has always been an 
American, and the United States is a member of the Program's Gov
erning Council. 

The Program's reported fund balance of over $1 billion as of December 
31, 1988, was high compared to previous years, but Program officials 
expected it to decrease rapidly as planned projects are implemented. 
The U.N. Board of Auditors issued qualified audit opinions on the Pro
gram's last two annual financial statements because a substantial por
tion of the expenditures reported by U.N. implementing agencies had not 
been independently audited each year. 

Under a U.N. General Assembly resolution, a five-year country program 

should be used to help plan all U.N. technical assistance. GAO found that 

the Program funded and coordinated only about 30 percent of U.N. tech
nical assistance activities. The Program generally does not coordinate 
the technical assistance funded by other U.N. agencies from their regular 
budgets and special contributions for specific projects or activities. 
Other u.N;. agencies operate independently and have their own mandates, 
programs, and procedures. The Program primarily coordinates the 
projects it funds in its country programs. 

About 4,700 Program-funded projects have budgets under $400,000. 
The projects cover a broad spectrum of activities. In general, U.S. and 
other donor officials believe that, because the projects are small and 
scattered, they have limited impact on the priority development needs 
of recipient countries. Moreover, they place an administrative burden on 
the recipients, Program field offices, and U.N. implementing agencies. 
U.S. officials believe that more evaluative information on the impact of 
Program-funded projects is needed. 

Major donor representatives believe the Program performs a number of 
useful functions. Some, however, have concerns about the impact of 
Program-funded projects. Also, member nations, through U.N. General 
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Executive Summary 

Wajor U.S. Role 

Unaudited Expenditures 

High Fund Balances 

Assembly resolutions, have expressed their belief that increased coordi
nation through the Program would improve the effectiveness of U.N. 
technical assistance activities by ensuring that they meet the priority 
needs of the recipient country and by simplifying the diverse project 
management procedures of the various U.N. agencies. 

The United States has played a major role in the program since it was 
established and is the largest donor. However, its contributions have 
decreased from 24 percent of total contributions in 1985 to about 12 
percent in 1988. 

The Program makes extensive use of U.S. expertise, training facilities, 
and equipment. A relatively high number of the Program's professional 
employees, especially those in key positions, are U.S. citizens. Also, the 
Program's development policies coincide with U.S. priorities in such 
areas as protecting the environment, increasing agricultural production. 
and promoting private initiative. 

The U.N. Board of Auditors, which audits the Program annually, issued 
qualified opinions on the Program's 1986 and 1987 financial statements. 
primarily because it felt it could not comment on the unaudited expendi
tures of Program funds Yeported by some U.N. implementing agencies 
with biennial audit cycles. To resolve this problem, the Program's Budg
etary and Finance Committee recommended that the Program's financial 
statements also be audited biennially to coincide with the audit cycles of 
the major U.N. implementing agencies. 

The accounts that fund the Program's projects and operating costs had a 
balance of about $1 billion on December 31, 1988. Of this amount, $581 
million was for general resources (compared to $184 million in 1985), 
$225 million was for required financial reserves, and $196 million was 
contributed for specific activities and cannot be used for other purposes. 
The Program also administered 57 separate trust funds which account 
for an additional $257 million, of which $46 million was for operational 
r'eserves. Exchange rate gains, required financial reserves, and the Pro
gram's requirement that some types of activities be funded a year in 
advance help account for the hgh fund balances. Program officials said 
that total commitments, with respect to unspent budgets of approved 
projects, exceeded $1 billion and that the balance is expected to sharply 
decline in 1989 and 1990 because of increased program expenditures. 
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Executive Summary 

Recommendations GAO recommends that the Secretary of State seek the support of other 
major donor countries to (1) strengthen the Program representatives' 
role in coordinating all U.N. system technical assistance activities at the 
country level, (2) increase the evaluation of project results to determine 
their impact on the priority needs of the recipient countries, and (3) 
ensure that the Program concentrates on the priority needs of the least 
developed countries and on activities where the Program offers advan
tages compared to other funding sources. 

Agency Comments The Department of State agreed with GAO'S findings and 
recommendations. 
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MONTREAL 	 must adapt quickly to changing cir,AnDB for the 1990s 	 cumstances and new opportunities. 
'We havc to be in the forefront of 
technological change, not bringing

A crucialperiodforLatinAmerica 	 I up the rear," he said. 
Finally, Mr. Iglesias declared that 

The 1990s will be critical years for vestment a "fundamental task." par-	 the development of human resour-
Latin America and the Caribbean, a ticularly in light of the investment ces, particularly to support scientific 
time of wrenching economic change decline during the past decade. He and technological progress, will re
that will test the abilities of the re- also urged more support for the pri- celve the IDB's highest priority. 
gion's new democratic governments vate sector in view of the growing re- Once again the president stressed 
to create modem and just societies. sponsibilities assigned to it in the 	 the Bank's commitment to natural 

The IDB today finds itself in a I atin American countries. The re- resource conservation and environ
strong position to help 	 cent initiation of the Inter-American mental protection. 
the region in its drive to-	 "Rational use of the 
ward modernization and 	 vast and rich natural re
social justice, IDB Presi-	 source endowment... 
dent Enrique V. Iglesias 	 and concern for the envi
told delegates to the an-	 ronmental effects of 
nual meeting of the 	 population growth and 
Bank's Board of Gover-	 urban concentrations... 
nors in Montreal, Can-	 must be central issues in 
ada. on April 2. 	 the Bank's dialogue with 

The Bank's Immediate 	 and cooperation for our 
priority is to quickly and 	 countries, "he said. 
efficiently allocate the 
$22.5 billion in lending Reforming the state. 
provided by the seventh Another focus of IDB 
increase in its resources. support In the 1990s will 
Mr. Iglesias stated. The > be Latin America's proc-
Bank is increasing its ess of economic and so
dialogue and consulta- cial reforms. The Bank 
tion with national au- will support moves to 
thorities and is helping .- modernize the State, 
countries to prepare particularly by helping to 
projects more rapidly. transform State enter-
Plans are being made to _ prises from permanent 
delegate greater respon- . - sources of public deficits 
sibilities in this regard to ito net contributors of 
the field offices. funds for development. 

A second major aim The Bank's support will 
will be to direct special - include technical assis
attention to priority ar- ZDB PresidentIglesiasand CanadianSecretaryofState tance, funding for in
eas, especially to make for ExternalAffairs Joe Clark vestment projects and 
up for mret social sector loans. 
needs. An enormous The president ac
"social debt" has accumulated dur- Investment Corporation's activities i knowledged that although the exter
ing the years of economic crisis, said was 'an auspicious event." said Mr. nal debt problem is not a direct IDB 
the IDB president. The Bank will Igleslas, 'which complements the responsibility, the institution can 
help reduce this debt by lending for Bank's own objectives." make a contribution by helping to 
urban and agricultural develop- The Bank will increase its efforts turn net resource flows back into 
ment, larg.. scale credit programs in helping the countries to develop the region. The Bank's fast-disburs
for microentreprenei as and in- their export capacities. The coun- ing sector loans, for example, will 
creased participation of women in tries, he said, "cannot afford the lux- support reforms leading to debt re
the development process. ury of... living isolated from the in- duction and restructuring. In addi-

Mr. Igleslas called promoting in- temational economy." The region tion, Mr. Iglesias proposed that the 
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The bitterexperiences of 
the 1980's have prepared 
LatinAmericafor the next 
decade. 

Bank help the Latin American coun-
tries find ways to reduce debt owed 
among themselves. 

Other IDB contributions to Latin 
America's reform effort will be to in-
arease cofinancing with interna-
tional commercial banks and sup-
port regional integration and coop-
eration. 

These are the kinds of cooperative 
relationships the Bank will seek to 
establish with its member countries, 
concluded Dir. Iglesias. Doing so 
will expand h.e "traditional Bank," 
he said, and pave the way for a truly 
'innovative Bank." 

Laraon&from the '80.. In the same 

State, and the development of an 
"export culture." 

The 1980s also have taught Latin 
America some valuable lessons. 

First, the countries learned that 
periodic economic adjustments are 
essential for increasing efficiency 
=rd competitiveness, and for resolv-
ing the debt problem. "Tbere can be 
no solution to the problem of indebt-
edness without profound internal 
adjustments," said the IDB presi-
dent. 

The region has also learned that 
sustained, efficient development can 
be achieved by deregulating markets 
and allowing them to work. 

Another lesson is that Latin 

alism has taken root in Latin Amer
ica," said Mr. Iglesias. Wirtually the 
entire region is in the midst of a pro
cess of profound and painfu chan
ges, which are being introduced by 
dynamic and reinvigorated political 
leadership, with a large measure of 
pragmatism and political courage." 
The critical factor in all of the ad
justment processes, he continued, is 
to secure credibility in public action. 

'Mhat credibility, based on consis
tency of policy and perseverance in 
implementation, is essential for en
couraging public and private domes
tic savings and preventing capital 
flight, while promoting the return of 
capital and encouraging private in

address, the DB president pre-
sented his view of Latin America as 
a region which has lost a great deal, 
but which has also achieved some 
noteworthy successes. 

The restoration of democracy in 
the vast majority of Latin American 
countries was a "net gain of tr:!men-
dous importance," he said. Other 
gains have been fiscal reforms, 
macroeconomic adjustment pro-
grams, measures to reform the 

America needs a profound reform of 
the State. IThere must be a State," 
said Mr. Iglesias, "but it has to be ef-
ficlent." The State should focus on 
improving market mechanisms and 
establishing clear, equitable rules. 

New pragmatism. The bitter but 
instructive experiences of the past 
have prepared Latin America for the 
next decade, said Mr. Iglesias. 

"Isincerely believe that a new re-

vestment to flow in from abroad." 
Throughout Latin America, he 

said, enlightened public opinion has 
concluded that macroeconomic bal
ances are fundamental, that realis
tic policies on prices, interest rates 
and exchange rates are essential for 
stabilization and development, and 
that Latin America is irrevocably 
committed to being a full-fledged 
participant in an increasingly com
petitive international market. 
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"AGRICULTURAL TRADE LIBERALIZATION;
 
I2lications for Developing Countries"
 

Some, but not all, developing countries will gain if agricultural
 
trade barriers are dismantled and subsidies withdrawn, warns a new joint
 
study hv the World Bank and the OECD Development Centre.
 

Prepared to coincide with the beginning of the final phase of the
 
Uruguay Round, the study is based on analytic models containing agricultural
 
price and trade projections leading international agricultu:al trade experts
 
first presented at an OECD Development Centre and World Bank symposium last
 
October.
 

Given the crucial role of agriculture in the Third World, the study
 
stresses that "the developing countries will be among the most
 
affected - positively or negatively - by the outcome of the GATT
 
negotiations on agricultural trade liberalization".
 

In projecting the potential effects o . liberalization on
 
prices, production, consumption and welfare, the models developed in the
 
studies provide valuable perspectives and insights for the negotiations and
 
have important policy implications. An urgent message of the study is that
 
what will actually happen will depend on policy measures both developed and
 
developing countries take now within the context of the Uruguay Round.
 

An outcome of almost all the projections is that food grain prices
 
will rise following agricultural trade liberalization in developed
 
countries. Though many food-importing developing countries - some of them 
among the poorest - could be adversely affected, at least in the short run, 
the overall effects could be cushioned if developing countries also
 
liberalize their trade and reduce the distorsions inhibiting their
 
agricultural production.
 

Another strong conclusion of the study is that agricultural trade
 
needs to be completely liberalized across-the-board, with no commodities
 
excluded. A "worst case scenario" would be if support for food grains is
 
withdrawn while protection and subsidies for livestock production remain.
 
The result would be an even sharper increase in food prices than anticipated
 
from complete liberalization.
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Finally, the study stresses that although there will be losers, the
 

world as a whole, and particularly developing countries in the long term
 

will gain from trade liberalization. The challenge is to develop
 

appropriate transitional arrangements to buffer possible short-term losses
 

of large food importers in the developing world so that the long-term
 

objectives will not be frustrated.
 

Journalists are invited to a press briefing
 

at the OECD Development Centre, 94 rue Chardon Lagache, 75016 Paris,
 
on Friday 18th May 1990, at 11.00 a.m.
 

Press copies of the report are available from the OECD Press Division,
 

2 rue Andr6 Pascal, 75775 Paris cedex 16 (tel. 45 24 80 88 or 80 89).
 

"Agricultural Trade Liberalization. Implications for Developing Countries"
 

490 pages, OECD, Paris 1990
 
F 180; £ 18; US$ 32.95; DM 60
 

ISBN 92-64-13366-6
 

Available from the OECD Publications Distributors - see attached list.
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Managing Agricultural Development in Africa Discussion Paper 1989 

Agricultural Growth, Domestic Policies, The External Environment and
 

Concluding Assessment Assistance to Africa 

By Uma Lele
 

This paper has demonstrated the complexity of agricultural 
development in Africa, the number of variables that 
impinge on the outcomes, and in particular the extent of 
variability in national endowments as well as in policy 
responses and outcomes. 

In terms of initial conditions, Kenya and Nigeria were the 
best endowed, followed by Cameroon and Tanzania. Sene-
gal and Malawi inherited by far the least favorable initial 
conditions. Nigeria and Camercon had favorable external 
shocks, due primarily to the dofoinance of oil. In Senegal, 
while changes in external terms of trade were favorable. 
mainly due to the role of phosphates, other external shocks 
relating to agriculture turned out to be unfavorable li.e., as 
regards the terms of trade for groundnuts and the climatel. 

In this respect, the fortunes of the more agriculturally 
based economies in the East were less favorable than in 
the West Terms of trade losses were the greatest for Kenya. 
although both Malawi and Tanzania also suffered major 
losses, 

Only Kenya among the MADIA countries made the most 
of its initial conditions and pursued a combination of 
macroeconomic and sectoral policies that achieved rapid 
agricultural growth while also promoting equity. 

Malawi's growth record was good in the 1970s, primarily 
reflecting its good macroeconomic policies, but land and 
price policies swamped the effects of other favorable 
policies in smallholder agriculture 

Nigeria's adverse policies and "luck" in terms of internal 
shocks to the system meant that it did not make good use 
of the resources at its disposal for laying the foundations of 
long-term ;;uwth, although much physical infrastructure was 
developed and social indicators improved. Political prob-
lems nave Seen enormous in Nigeria. and the nature of its 
policy responses were in many ways symptomatic of those 
political and institutional problems Cameroon followed 
more moderate policies than Nigeria. although with highly 
variable performance as between cotton and other subsec-
tors of the agricultural econorny, 

Tanzania and Senegal performed least well. Whereas 
adverse policies played a part in both countries, Tanzania's 
more favorable resource endowments relative to Senegal's 
underline the role of policies in explaining its performance. 
InTanzania's case, genuine strides were made on the equity 
front, but could not be sustained because too little 
attention was paid to agriculturally-led growth 

While favorable price incentives based on appropriate 
macroeconomic and sectoral policies played a key role in 
explaining performance, the quality of natural resources 
and of technological, institutional, political, and human and 
physical investments critically determined the ability of 
small farmers to mobilize land and labor, the two most 
important factors explaining growth. There was relatively 
little technical change in the agricultural sectors of MADIA 
countries. 

Important physical and human capital foundations were 
laid in all countries, but the record of successes and failures 
in MADIA countries highlights the amount of time needed 
for learning-by-doing, and therefore how important it is to 
exploit initial conditions, as well as how difficult it is to 
create a new market niche through diversification. Ironically, 

the countries that moved least rapidly to diversify their 
economies did the best. 

The growing population pressure on limited land 
resources in Kenya, Malawi, and Senegal confronts these 
countries with exceptionally difficult problems No., t '-x 
Kenya has developed a sound smallholder agricultural 
base. productivity increases will be crucial for growth. In 
Malawi and Senegal, smallholder agriculture faces far more 
complex problems, partly because of the policies pursued 
in the 197CX Tan,.,ni2 -nd Cameror.. :nd to a lesser extent 
Nigeria, have better prospects, if only because of their 
favorable resource endowments. 

This paper has noted the relatively small role that donor 
assistance has played in the growth that has occurred in 
MADIA countries. Large amounts of aid have been allocated 
with the best of intentions but to types of activities that 
have had little effect on growth. Nonetheless, there are 
some outstanding examples of the catalytic role that well
conceived donor assistance can play They include small
holder tea and coffee development in Kenya, cotton in 
Cameroon. and maize and small-scale irrigation in northern 
Nigeria and elsewhere. The success with which donois have 
contributed to the growth process seems fundamentally to 
depend on the extent to which they understand the myriad 
micro-level constraints on growth prospects in individual 
projects and subsectors. Not surprisingly, therefore, those 
donors with a prior colonial connection with Africa have had 
a relatively greater share of the successes achieved. The 
importance of the "colonial" donors has been declining in 
Africa, however, and their ability to create sustainable 
indigenous systems has been limited. This decline in 
external expertise and knowledge about Africa is especially 
worrying in relation to the amount of external financial 
resources being devoted to alleviating the continent's 
crises. Equa!:ly worrying is the fact that with the major 
exception of the U.S. record in Africa (as in Asial, and the 
singular contribution of the Nordic Cooperative Project in 
strengthening the managerial capabilities of the Kenyan 
cooperatives, "new" donors have tended to underempha
size the importance of human and institutional capacity, 
while overestimating the utility of aid in the form of physical 
plant and expatriate technical assistance. 

It is important to stress that the findings here reflect the 
donor studies carried out for the wider MADIA program. 
The official studies contributed by donors themselves 
emphasize the extent to which the effectiveness of external 
assistance has been undermined by the donors' limited 
ability to tailor their assistance to important aspects of the 
local conditions under which their programs operate, and to 
take adequate account of the impact of micro-level con
straints. Donors also note the tendency to respond to such 
problems by falling back on technological and organiza
tional solutions arising from their own particular back
grounds and expectations, which may have relatively little 
connection in practice with recipients' needs or organiza
tional and manpower capabilities. Time and again, studies 
by MADIA's collaborating donors stress the problems 
associated with lack of country-specific knowledge, includ
ing historical and situation-specific constraints. They also 
emphasize the pressing need for a greater institutional 
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memory in the donor community and a better understand-
ing of the sociopolitical and technological factors operating 
in recipient countries, if the current focus of reform 
programs on the removal of price distortions is to be 
appropriately complemented by the institutional and other 
nonprice changes needed to give the pricing reforms a 
chance to work. The;e also needs to be greater emphasis 
on the longer-term "superstructural constraints" that persist 
even while SAL-type programs are being completed, 
constraints that only Africans themselves can remove with 
increased political will and improved human and institu-
tional capital 

The MADIA study also stresses the imperfect under-
standing of the real sources and causes of growth and the 
methods used to promote them-which means that donors 
and governments do not always agree on means or even on 
specific ends. An objective diagnosis of a particular devel-
opment problem for definition of a particular policy goal) 
can only be built up through data-based analysis, in which 
donors and recipients need to share. This should enable 
donors and recipients to reach a consensus about the steps 
needed to solve the problem or achieve the goal. A second 
broad consensus then needs to be built within the recip-
ient country (based on the involvement of individual 
recipient country policymakers in the previous two stages), 
so that there is a sustained indigenous commitment to the 
reform process. 

Finally, if the MADIA study has one observation to offer 
in addition to that of the need for greater depth in framing 
and implementing agricultural development strategies, it is 
the extent to which t.ae swinging pendulum of donor 
concerns-from a preoccupation with equity in the 1970s to 

emphasis on efficiency in the 1980s-has tended to divert 
attention from more basic, long-run problems The empha
sis on "quick" poverty alleviation during the 1970s gave 
priority to helping low income regions and populations, and 
to raising food crop production. The present tendency to 
emphasize equally "quick" solutions based on correction of 
price incentives and markets, can lead to inadequate 
attention being paid to an appropriate balance between 
food and export crop development, between growth and 
equity objectives (regionally and nationally), between short
term macropolicy adjustments and long-term capacity 
buildirhg, and between physical and human capital 
development. 

The problems associated with framing and maintaining 
agricultural development strategies based on specificity 
and balance are very real. If such strategies are to become 
successfully institutionalized, fundamental changes in 
approach will be needed. This entails a new focus, by 
donors and recipients alike, on a more comprehensive, 
data-based, systematic, and comparative understanding of 
specific development issues and constraints on a conlinuous 
basis, perhaps using much broader-based programs of 
analysis of the kind attempted in the MADIA study. As a 
part of the aid coordination piocess, donors need to 
specialize and concentrate their resources on their respec
tive comparative advantages, while the process of knowl
edge acquisition and utilization by African governments 
themselves needs to be supported, so as to improve their 
ability to address their own development needs success
fully. This process should include establishing and fostering 
centers of excellence on African issues, in both African and 
donor countries. 
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Executive Summary 
Poverty and the Social Dimensions of Structural Adjustment in Cote d'Ivoire
 

During the 1980s, many developing countries have 
entered into an explicit process of structural adjust-
ment. The need for such adjustment has been brought 
about through combinations of external and internal 
shocks which have led to unsustainable external defi-
cits. These deficits have had to be dealt with during a 
period in which concessional capital flows, and even 
non-concessional ones, have dried up. In their ab-
sence, adjustment to the new realities is called for. But 
adjustment is not costless. Since it calls for changes in 
the composition of output, with more emphasis being 
placed on exports and an outward looking strategy, it 
follows that there will be distributional effects with 
both gainers and losers. Who are likely to be the losers? 
Are they those already in poverty? If so, how can the 
adjustment process be managed so as to protect them? 
These are the questions to which this paper is ad-
dressed. It puts forward a conceptual framework for 
answering these questions, and implements it for the 
specific case of C6te d'Ivoire. 

The paper is divided into five sections. Secton I lays 
out the conceptual framework of analysis at the macro 
and at the micro level. Section 2 reviews the structural 
adjustment program in C6te d'Ivoire in order to high-
light salient features that relate to poverty alleviation. 
Section3 develops an empirical poverty profile of C6te 
d'Ivoire in 1985 along dimensions suggested by the 
discussion in Sections 1 and 2. Section 4 attempts to 
link the macroeconomic developments of 1980-85 to 
poverty. Finally, Section 5 looks ahead and draws out 
some policy conclusions for the future design of SALs. 

Conceptual Framework 

The centre piece of the conceptual framework is the 
need to link macro level policy changes to their micro 
level distributional consequences through a policy rel-
evant poverty profile of the country in question. The 
macroeconomic analysis of various structural adjust-
ment policies will suggest the dimensions along which 
the profil, should be constructed. Thus a major com-
ponent of many adjustment programs is the impera-
tive of making activities which produce 

Social Dimensions of Adjustment in Sub-


Saharan Africa Policy Analysis
 

By Ravi Kanbur, The World Bank, March 1990
 

internationally tradeable goods more profitable, and 
to reduce the profitability of activities which produce 
non-tradeables. In order to quantify the impact of this 
on poverty, we need to know how the poor relate to 
these two types of activities. In other words, we need 
a disaggregation of poverty by tradeable and domestic 
goods sectors. 

Given the central role of a poverty profile, it is 
important that we use a measure of poverty which is 
convenient in an operational context, capable of rep
resenting disaggregations along different dimensions 
simply, and yet capable of capturing commonly held 
views on poverty and the depth of poverty. Much of 
the analysis of this paper is done on the basis of such 
a decomposable measure ofpoverty, and its success in 
this application is likely to have implications for 
whether this measure should be used in other contexts 
and for other countries. However, a basic argument in 
this paper is that it is not sufficient to look at income 
based measures of poverty alone. Basic needs achieve
ments are an important component of the standard of 
living and impacts on these should be an integral part 
of any poverty focussed strategy of structural adjust
ment. 

Section 2 of the paper moves from the general con
ceptual framework to the details of the structural ad
justment process in C6te d'Ivoire, from 1980 to the 
present. It gives an account of the structural adjust
ment program from 1981 through 1986, in order to 
highlight the key policy instruments used during the 
process. This discussion, with the background of the 
conceptual framework in Section 1,then suggests the 
dimensions along which the poverty profile of C6te 
d'Ivoire should be constructed. A review of the three
SAL agreements for C6te d'Ivoire reveals several im
portant features. Firstly, the structural adjustment 
measures in these agreements have become progres
sively more specific and intensive. The measures in 
SAL I were largely to do with institutional reform 
whose effects are intangible and whose direct effects 
upon the poor are not easily quantifiable. Some pric
ing measures were taken, and these were intensified 
over time. By the time of SAL III, the pricing measures 
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were extended to export subsidy schemes for manu-
factured exports. However, SAL M only became effec-
tive in 1987, so that there is little scope for discovering 
and isolating effects in the historical data, which at the 
time of writing (late 1987) is available only up to 1986. 

Secondly, the social sectors receive very little men-
tion in the three SALs. The major exception to this is 
the urban housing sector, from which the government 
announced its intention to begin disengaging, in SAL 
II. Moreover, the historical record shows that this 
policy was indeed implemented to a considerable ex-
tent. The likely impact of this on the poor is thus a 
question of some importance, and the paper addresses 
this in Section 5. However, education and health re-
ceive only a brief mention, or no mention at all, in the 
three SALs. It is with this neglect as background that 
Section 3 introduces achievements along these basic 
needs dimensions as an important part of the poverty 
profile, and Section 5 suggests conditionality to pro-
tect government expenditure on these sectors, in an 
era of general retrenchment in total expenditure. 

Poverty and Basic Needs in C6te d'Ivoire 

Following on from the discussion of the structural 
adjustment proccss in C6te d'Ivoire, Section 3 takes up 
the important task of constructing a policy relevant 
poverty profile for C6te d'Ivoire. It introduces the data 
base, the Living Standardc Survey for 1985, which 
provides a snapshot of the income distribution for the 
year in question. Unfortunately, although the Living 
Standards Survey for 1986 has recently become avail-
able, we do not have comparable household surveys 
for the period before 1985 and crucially before the 
adjustment process started. In view of this we have to 
use the mid-i 980s picture to project backwards histor-
ically, and to project forwards the effects of adjustment 
policies. 

Section 3 begins by constructing a poverty profile 
along conventional regional lines, but using a family 
of poverty measures which all ws national poverty to 
be decomposed into its regional components. We dis-
aggregate into five regions-Abidjan, Other Urban, 
West Forest, East Forest, and Savannah. Further dis-
aggregation may be desirable but, given the sample 
size of the survey (1,600 households), we will quickly 
run into the "small cell" problem. We find that the 
poverty ranking of the regions is as stated above- 
with Abidjan showing least poverty and Savannah 
showing very high levels of poverty. This holds true 
for a range of poverty indices which emphasize the 
depth of poverty to different degrees. Indeed, with the 
measure which emphasizes depth of poverty most, 
poverty in the Savannah accounts for more than 50 
percent of national poverty, even though the regions 

population is less than 20 percent of the national total. 
The above exercise is repeated for an even lower pov
erty line which defines for us what might be termed 
"hard core" poverty. The Savannah now accounts for 
over 60 percent of the C6te d'Ivoire poverty. We also 
calculate various "targeting indicators" which help 
rank regions according to which should be favored 
most in terms of government activities which increase 
incomes. Again, the same ranking is maintained, with 
Savannah top of the list for government intervention, 
and Abidjan at the bottom. We seem then to have a 
regional ranking which is very robust indeed, and to 
the extent that policy has a regional dimension it gives 
very clearly guidelines for apoverty focussed strategy. 

While the regional dimensions of poverty are im
portant for analyzing structural adjustment and pov
erty, it is important to have a socio-economic 
disaggregation which corresponds more closely to 
policy concerns and instruments in adjustment pro
grams. With this objective, we disaggregate house
holds into five types--export croppers, food croppers, 
government sector, formal private sector, and infor
mal sector. Again, this disaggregation would ideally 
be finer but for the data limitations. 

The poverty profile for the five "socio-economic" 
groups reveals that food crop farmers are the poorest 
of the five while government sector households are the 
least poor. Indeed, for the poverty measure which 
emphasizes depth of poverty most, the food crop 
group accounts for around two thirds of C6te 
d'Ivoire's poverty while the government sector group 
accounts for less than one percent. Export croppers are 
the next poorest to food croppers, followed by infor
mal sector households, formal private sector house
holds and then government sector households. This 
ranking is robust to the different measures of poverty 
used and to an analysis of hard core poverty. The 
rankings that emerge from targeting indicators also 
mirror this ranking exactly. The policy implications of 
this are taken up in subsequent sections. But obviously 
the policy of raising export crop prices is one which is 
not inconsistent with a poverty focus-export crop
pers are poorer than Ivorians on average. 

Section 3 now moves on to basic needs aspects of 
poverty, focussing on education, health, and housing. 
It presents profiles of basic needs achievements by 
region, poverty-group, and socio-economic group. An 
immediate point of interest is that the income poverty 
rankings of region and socio-economic groups are 
more or less maintained in the rankings of basic needs 
achievements. In terms of the basic needs achieve
ments of the poor in education and health, the analysis 
shows serious shortfalls when compared to the C6te 
d'Ivoire average. Thus the literacy rate for the poor is 
around half that for all C6te d'Ivoire while the school 
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attendance rate for primary school age children Polcy Analysis and SAL Design 
among poor households is three quarters its value for 
all COte d'Ivoire. In addition, the poor have systemat- After the historical account of Section 4, Section 5 
icaUy lower achievement of educational grade for age, moves on to a discussion of policy and future SAL 
even restricting attention only to those who attend design, taking up a number of current and emerging 
school. On health, a similar picture emerges. The per- policy issues as discussed in Section 2, and in light of 
centage of ill individuals who consulted health per. the conceptual framework in Section 1and the poverty 
sonnel is significantly lower for the poor than for the profiles in Section 3. We summarize here the major 
non-poor. Moreover, the use of hospitals b'i the non- policy conclusions: 
poor is proportionately greater than that by the poor, 
which has policy implications for fetargeting expen- Proposals to cut producer prices for export 
diture within the health sector. crops in order to augment government revenue 

Housing presents some interesting contrasts in C6te have to be viewed with extreme caution, at least 
d'Ivoire. For the couatry as a whole, renting is riot a if the adjustment strategy is poverty focussed. 
sign of poverty. On the contrary, a larger percentage The analysis of Section 3 shows that redistribu
of the poor live in their own homes than do Ivorians tion away from export croppers to the average 
on average. The contrast appears for Abidja-n, where Ivorian will tend to increase national poverty. 
this is reversed-here, a larger percentage of the poor Within the export crop category, cotton farmers 
live in rental accommodation However, very few of have a staggeringly high incidence of poverty 
the poor live in subsidized public rented accommcla- and should be'a target group of extra special 
tion. The household survey shows this very dearly, concern. 
and it sheds light on the possible poverty effect of the So far as policies to effect a general increase in 
reduction ofsuch subsidies, as envisagedinSALlIand the price of tradeable goods relative to non-tra
as implemented in the next twt years. deable goods is concerned, the verdict is mixed. 

Export croppers benefit, and they are poorer 
Macroeconomic Trends and Poverty than average. But so do formal private sector 

households who draw their incomes from pro-
After establishing the poverty profile, the paper cessing and manufacturing activities, and these 

moves on in Section 4 to an analysis of macroeconomic are richer than average. 
developments during the 1980s and their possible ef- Rice price policy emerges as a persistent 
fects on poverty. The analysis combines the input-out- concern in the three SALs, with the final SAL 
put accounts on the produc .;0e structure of the proposing bringing producer and consumer 
economy for 1980-85, and the patterns of income dis- prices in line with world prices. Using a poverty 
ta.bution as revea'%.J in the poverty profiles of Section profile disaggregated by producers and consu
3. During this period, real per capita household in- mers of rice, we show that rice producers are 
come declined at an average annual rate of around 2.6 poorer than rice consumers, that rice producers 
percent per annum. This is a remarkable decline by are poorer than coffee and cocoa farmers, and 
any standards, but we argue that it is likely to under- that rice is consumed more by the non-poor 
state the corresponding increase in poverty. Assuming compared to food in general. Thus the producer 
that the pattern of income distribution in 1985 was price of rice should not be lowered dramatical
maintained throughout 1980-85, we find that the inci- ly. Similarly, there does not appear to be a po
dence of poverty would have increased at 4.8 percent verty alleviation based argument in favor of 
per annum and the incidence of hard core poverty subsidizing rice in relation to food in general. 
would have increased at 7.9 percent per annum. The From the poverty analysis it is clear that govern
section goes on to conduct a more refined analysis ment subsidized public housing does not bene
taking into account differing income distributions fit the poor. A poverty focussed strategy would 
within the five socio-economic groups discussed in not be unduly concerned about removal of 
Section 3, and also taking into account changes in the these subsidies. However, the poverty analysis 
sectoral composition of output over this period, as also shows that the poor suffer from a lack of 
revealed through a detailed analysis of the input-out- basic amenities, and government projects to 
put accounts. provide these should be encouraged. 
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The United States Congress authorized the African Develop nent Foundation (ADFj In 19g0. 
ADF opened its doors in 1984 as an independent publ~c corporation that locuses on the 
expansion of direct economic assistance to indigenous African groups in such areas as lood 
production, education, husbandry, water managerrent, manufacturing and health. 
BEYOND RELIEF emphasizes long-term developnent in Africa ...fertilization of the soil in 
which the African people can sow the seeds for the future. 

"All timt the Aitican people 6eefz to acitiebc i4 to be able to Jace 
thei o w i ptoblernu the uiclvei tatlht tiuvi have tinrng dnrc 6ot thern." 

Sobhuzza 11, ring o6 &aitazn, l9ts' 

onCREM1it 
by Percy C. Wilson 

(Mr. Wilson is the former Vice President of ADF) 

Credit Funding 

For some time now development specialists have carefully examined 
problems associated with credit projects at the micro level. I have been 
privileged to participate as a principal investigator in several analyses, 
and I have reached the conclusion that the only problem with credit for 
African small-scale enterprise development at the grassroots level is that 
there is too little of it available. The limited amount that exists is 
mainly in the informal sector, a system comprised of fanmily members, 

kinship networks and/or moneylenders. Credit furids from family 
members is often likely to be insufficient, while funds available from 
local moneylenders is apt to be too expensive because of high user rates. 
Obviously, this situation hinders business development. While an 
individual or a group may have enough start-up capital to launch an 

continued on page 3 
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!nterprise, they are likely to have too little or no 
:apital available for unforeseen contingencies. The 
ieed to increase the availability of such funds to 
ndividuals and groups at the grassroots level forms the 
thos of the African Deielopment Foundation's strategy 
:o place credit within the reach of Africa's poor, yet 
ispiring entrepreneurs. 

;ervicing Loan Funds 

-or donors such as ADF who are trying to fill the 

nicro-credit gap, it is imperative to understand the 
:ultural context of groups requesting funds for 

;mall-scale enterprises. This understanding is important 

n determining terms and conditions under which loans 

;hould be made, as well as how repayment schedules 

h;ould be structured to create incentives for the 

-ecipient groups to manage funds received. In other 

words, servicing of loan funds is critical. The 

nonitoring of activities for which loan funds will be 

ipplied and an individual's ability to repay loan funds 
ire part of this servicing. 

At ADF, we believe that special awareness and 
inderstanding of the prevailing socio/cultural 
:ircumstances are critical to successful loan servicing 
)rogra'ns. To achicve this end, ADF has established an 
African professional field support system. This system 
:onsists of African development field staff... 
individuals who are indigenous to the countries and 
;ub-regions in which ADF provides project assistance. 
rhis group of experts significantly enhances the 
=oundation's capacity to analyze proposals and to relate 
o local cultural factors in making recommendations 

ibout funding credit projects. 

filling The "Credit Gap" 

,'ithin the context of its mandate to support grassroots 
Jevelopment through the funding of small-scale 
nterprises, ADF tries to fill the "credit gap" by 

iupporting the establishment of revolving loan funds of 
iillage and community groups, and making funds 

ivailable for credit activities as well as through credit 
:hat can be drawn upon by entities interested in private 
nitiatives. Such funding may go to grassroots groups 

Ii 

.- ' 

VEA Ag4..Li tta.t Pwje.at, Sie.ti Leone: 
Mjlbeu ba9 hat'eted &.e. 

through intermediary organizations or to national credit 
union leagues to be made available to members of 
affiliated local credit unions. Through the Foundation's 
loan guarantee authority, credit projects are initiated 
with traditional financial institutions. The long-term 
goal of this type of project is to create a productive 
relationship between traditional financial institutions 
and business persons in the informal sector. 

Achieving Accountability 

Whatever the case and irrespective of the cultural 
context (nomadic communities, urban dwellers or 

small-scale farmers) of a particular project, the 

methods of achieving accountability in the management 

of credit projects funded by ADF is established 

internally by groups and organizations themselves, ADF 

tries to avoid regulating such arrangements because 

they are more effectively structured and managed by 

the groups themselves, as a result of social pressures 

generated by the community and/or organizational 
membership. Tnus, accountability tends to be built into 
the type of grassroots credit projects funded by ADF as 
a result of the social context of the project, which 
generates a stake in its success. 

P '-!-

Co0.6. and Tea P'toject, Zimabi: The amL.fi compouind 
in the Eatetn HiJh2tnd6. 

As long as a project is seen to have the desired impact on 
the end user(s) of the funds, it is left up to the group ... in 
consultation with ADF ... to establi h the methods of 
operating and the rates of loan repayment. This approach 
allows for local creativity in devising practical credit 
arrangements, rather than automatically imposing foreign 
models to extund and manage credit progra ns. The 
attractiveness of thiz approach is that it allows local 
communities to upgrade age-old methods of trading, and to 
do business with each other, while retaining their own 
standards of traditional accountability. 

Attracting ADF's Support 

In assessing the suitability of a credit proposal for funding, 
the Foundation looks for projects that are market-driven in 
terms of seeking to support an activity or set of activ.ities 
that are revenue generating. This, in turn, is likely to 
enhance the sustainability of the project or the group being 
funded. As a general rule, situations in which the people 
are trading among themselves or have a desire to promote 
such transactions using money, are situations that are most 
likely to attract ADF's support. cont ued on page 4 
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CREDIT ( continued from page 3 ) 

ADF's Goals 

Through its mandated approach of supporting grassroots 
development, ADF hopes to achieve the following through 
funding credit projects: 

To expand local capacity for management at the 
grassroots level, where the responsibility for 
successfully managing credit projects rests with the 
recipient organization or community; and 

9 	 To increase the level of funds available to people at 
the grassroots level at a cost that does not create a 
burden on the end user(s) of credit. 

One of the advantages of credit projects at the grassroots 
the extent that user fees are charged,level is that, to 

project participa-ts tend to be more realistic about what is 
achievable, thereby reinforcing the internal accountability 
of such projects. As a result, there is an increased sense of 
worth and group pride, 

Fat.mcI ent6 i6spect coic pent with Kenjan FSK 
Pitoject Ditectot, Paut M.ac&a. 

ADF Funded Projects 

The following ADF-unded projects reflect the diversity 
of its credit activities: 

ZIMBABWE 

The Zimbabwe Coffee and Tea Project 
Agricultural Finance Corporation 
$101,537 for three years (1985) 

The Agricultural Finance Corporation (AFC) is a 
parastatal organization which provides agricultural 
credit in Zimbabwe. Credit is provided to farmers from 
AFC's own resources and through guarantee of 
overdrafts from commercial banks to principal 
cooperatives, including cooperative unicns which serve 
small-scale and low-income farmers. AFC is the 
primary institutional source of credit to small farmers. 
ADF funds were used to establish a revolving loan fund 
which provided loans to 144 small farmers for coffee 
and tea production. Loans averaging US $700 enabled 
farmers to establish from one-half to three hectares of 
coffee or tea enterprises. 

BEYOND RELIEF/ADF 

Since independence, the government of Zimbabwe has 
expanded agricultural extension services, storage, and 
marketing opportunities to farmers. However, 
insufficient funds have limited its ability to extend 
credit to its small farmers, estimated to be about 
800,000 in the region. The major impediment to 
increasing the number of rural farmers engaged in 
coffee and tea production, which are lucrative cash 
crops, has been the lack of financing. 

ADF funds were requested to create a permanent
revolving loan fund for the small scale farmer. It was 
planned to initially support 100 new coffee growers and 
50 tea growers. It was estimated that over the long 

term, the fund would be able to service 4,500 
producers. 

The three-year loan program allowed the farmer to 
place one-half hectare of land under cultivation. The 
total loan amount was $700 US dollars, to be repaid over 
a seven-year period. Interest ran about 13 percent, one 
point less than the going bank rate. The crop was 
estimated to be productive over a 20-25 year period. 
The strengths of this project were that it: 

e 	 Provided, through a loan fund, an enabling 
mechanism for small scale farmers to undertake a 
high value cash crop which had the potential to 
significantly increase family income; 

.	 Extended the services of an established institution 
to small scale farmers; 

o 	 Ensured implementation by a well-organized and 
experienced lending institution; and 

A Guaranteed that all project funds went directly to 
rural Africans, with management and supervisory 
costs absorbed by others ... ADF funds were,
therefore, leveraged by revolving from one farmer 
to another. 

KENYA
 

Mobile Management Service to Rural Women Project
 
Kenya Women's Financial Trust (KWFT)
 
$152,625 for three years (1985)
 

The Kenya Women's Financial Trust (KA'FT) was
 
founded in 1981. It is the only national intermediary
 
credit mechanism available exclusively to women in
 
Kenya. KWFT provides technical advice as well as loans
 
and loan guarantees to women entrepreneurs. The ADF
 
grant enabled KWFT to develop a mobile training unit
 
which provided management and credit training to rural
 
women entrepreneurs outside of Nakuru. During the
 
first year, KWFT visited 45 villages, trained 276 women,
 
and loaned (US) $12,000 to nine women entrepreneurial
 
groups. Because of KWFT's success, ADF provided a
 
second year grant, including (US) $30,000 for an
 
expanded revolving loan Afund.
 

cont nued on page 13 
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CREDIT ( continued from page 4 ) 

Integrated Food Production Systems Project In order to reduce the dcpendence on moneylenders,
 
Farming Systems Kenya, Ltd. UNICOOPEMA has established a credit program for its
 
US $250,000 for three years members. Loans are provided at a rate of interest of
 

eight percent to three target groups: the women who 
Fi, ,ning Systems Kenya, Ltd. (FSK) is a local process the fish; the "master" fishermen; and the 
non-governmental, non-profit company which was youths. Seasonal and long term (three-year) loans are 
established in 1981, to train small-scale farmers in farm made available to qualifying applicants. 
management, particularly double-entry bookkeeping, 
extension and credit services. The goals of -he 
Integrated Food Production Systems Project over the SENEGAL 
three years were to: provide farm management training 
to 1,764 farmers; ext:!nd credit to 882 farmers; continue Revolving Loan Fund for Grassroots Initiatives, 
extension services to the 400 farmers to whom FSK had Federation of Non-Governmental Organizations of 
-Already provided training and credit; and ensure the Senegal 
self-sustainability of FSK and its client farmers after $221,760 for two years (1987) 
final construction of a factory for processing potatoes, 
which were then converted into a flour product for The Federation of Non-Governmental Organizations of 
marketing in Kenya. Senegal (FONGS) was created in 1976, with an objective 

of strengthening village development associations in 
Senegal, and encouraging and promoting village-based 

SOMALIA development activities. Since its creation, FONGS has 
grown to include nine Regional Village Developmer 

Extension of Vegetable Farming to Resident Nomads Associations, which represent 7,000 villages in Senegal. 
Project - HAQABTIR 
.$55,989 for one year (1986) 

HAQABTIR is the first officially registered, voluntary
 
non-profit Somali agency. It was founded in 1984, to '
 
assist groups of displaced persons, especially refugees,
 
in improving their living conditions by providing training
 
in appropriate marketable skills. Based on their years
 
of serv;ce to refugee nomadic families, they sought to
 
extend their service to Somalia's least served people ...
 
the resident nomads ...by assisting 60 residential
 
norradic families in developing a farm. As the farmers
 
harvested their crops, 'hey were to repay most of the Tke Haabtit Pto jcI Somati: Inte-&ted ob'exv
 
initial capital inputs in several installments. The q
 
accumulated funds were then used as a revolving loan
 
fund to assist other rural women in refugee-affected
 
areas. ADF funds have enabled FONGS to establish a revolving
 

loan fund which provides credit to individuals and groups 
ADF funds enabled HAQABTIR to assign an agricultural to undertake community-based production projects. 
technician and two farm assistants to the rural nomadic FONGS has set aside approximately (US) $205,000 for 
families, most of whose farmers were women. They the loan fund, with loans ranging from (US) $300 to 
assisted in selecting the participant farmers from all $10,000, depending on whether the borrower is an 
those who applied; clearing and leveling land; individual or a village group. Loans are made for a 
constructing canals; plowing and dividing land into period of two years. 
individual family plots; and training farmers in seed 
preparation, planting, harvesting and marketing. By funding such projects as those described above, ADF 

has demonstrated to other donors and lending 

TOGO institutions that grassroots groups in Africa represent a 
solid market base for credit funds. Within these market 

JNICOOPEMA Pilot Credit Program bases are to be found the African entrepreneurs who 
Union of Maritime Fishing Cooperatives, will ultimately prove inst.,w:nental in helping to 

50n000 for three years (1987) generate dynamic, indigenous private sectors throughoutthe continent. If, through lessons learned from our 

The Union of Maritime Fishing Cooperatives is a funding of credit activities, the Foundation can serve as 
isherman's association and an economic development a beacon for other institutions to create their own 

)rganization. Currently, the cooperative has 65 micro-credit programs with significant grassroots 
fishermen and producers of fish products as members. outreach, then the Foundation will be achieving much of 
The traditional fishing sector in Togo has long been what it was established to accomplish in supporting 
Jependent on the traditional system of credit -- grassroots development. 
noneylenders who charge exorbitant rates of interest. U E M 
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strengthening Local Governments in Sub-Saharan 
Africa 

Economic Development Institute Seminar 

Report 21 Summary 

Both the francophone and anglophone groups, 
with only minor differences, endorsed the need to 
promote decentralization, and both fully agreed 
on the need to enhance the performance of local 
authorities. In addition, they concluded the 
following:

0 The concept of decentralization, though 
widely discussed, is interpreted differently and 
the distinctions between deconcentration, field 
administration, and the devolution of power must 
be clarified. 

e Decentralization of planning and decision-
making from national to regional and local levels 
is underway (to some extent) in all countries 
with the aim of improving efectiveness and gain-
ing a broader involvement and commitment from 
the communities being served (the "bottom-up" 
approach to decision making, management and 
accountability). However, the process must rest on 
real devolution of power to the local levels, rather 
than the more illusory practice inherent in decon-
centration or field administration of central 
government. 

* The concept of decentralization presup-
poses a sharing of political power and responsi-
bilities between levels of government, which, in 
turn, requires political commitment. At present, 
the level of commitment varies greatly across the 
region and is not yet fully developed in many 
countries, 

e Along with sharing power with the local 
governments, central authorities must provide 
them with the financial, legal, institutional and 
managerial resources they need to fulfill their 
duties. This involves greater freedom to set the 
rates and types of taxes and fees. It also involves 
improved capacity to collect revenues. To this 
end, staff and institutions must be developed, 
This can be achieved through: (1) training at all 
levels; (2) identifying and applying incentives to 
attract and retain experienced and qualified staff; 
(3)clearly defining responsibilities between levels 
of government; and (4) coordinating their 
activities, 

* Decentralization, properly applied, has a 
democratizing effect, as it can be an essential tool 
for identifying and responding to local priorities, 
delivering certain services and mobilizing 
resources. 

• The decentralization process in Africa can 
have a double impact. First, it offers a way to 
include communities in the decision making 

The World Bank 
December, 1989
 

process. Second, it is essential for the general 
rehabilitation of national public finances-and 
thus, as a means to attain sustainable growth. 

* More innovative ways must be developed 
to build the capabilities of local authorities, 
emphasizing neglected areas such as training, 
human resource development and revenue gene
ration. To this end, various forms of follow-up 
activities should be planned, including additional 
workshops. 

* Local officials must be accountable to both 
central governments and to the communities they 
serve. The lack of accountability at the local level 
is linked, among other reasons, to the inefficien
cies that stem from centralized :ontrol. Thus, 
local officials are anxious to work with central 
government authorities to set policies and moni
tor performance. With regard to their constituen
cies, local officials must demeon.strate their res
ponsiveness to local needs. Also, in many coun
tries, public confidence has been eroded due to 
a rather endemi corruption, which can result 
fiom the lack of institutional oversights or a 
system for public review of accounts. Therefore, 
local officials must identify and eliminate corrupt 
practices. 

e Local officials will need to develop the 
political will to increase revenues and use them 
in a manner that will guarantee access by all to 
at least the basic infrastructure. 

e If strengthened, local governments, can 
play an important role in mitigating the negative 
effects of structural adjustment on the poor. They 
are in a better position to recognize the precise 
impact of various adjustment policies and to allo
cate scarce resources where they will help the 
most (and consequently provide the poor with 
better access to services and infrastructure). And 
this, in turn, will reduce the burden on the 
central government. 

0 To reduce the gap between the supply of 
and demand for services, local governments 
should do the following: (1) re-examine the 
service and design standards using criteria of 
appropriateness, affordability, equity and sustain
ability; (2) encourage the involvement of the 
private sector (including NGOs and their consti
tuent communities) in providing services and 
infrastructure; and (3) acquire greater autonomy 
in mobilizing resources. 

* The international donor community 
should be aware of the various countries' 
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changing circumstances, revising and adapting
policies when necessary. Further, when promoting
decentralization, donors should be sensitive to 
each countries' unique conditions and history-
rather than adopting a single approach or model. 
In the same vein, assistance should be seen as a 
long-term endeavor, because short-term solutions 
are imrealistic. 

& SSA countries want to develop, as part
ners with the donor community, appropriate 
ways to foster decentrali'zation ani enhance the 
capaity of local government. 

e Follow-up workshops should be held to 
assure that the dialogue continues. 

Some delegates were concerned that rapid 
decentralization would be inappropriate for their 
particular realities, given recent political conflicts 
and economic strains. All stress that the donor 
community should not present monolithic approa-
ches nor push decentralization too fast in these 
cases. This follows the idea that it will take some 
time for local governments to gear up to fully 
assume all the function. expected of them. 

The local government delegates noted t~ey 
were encouraged that for the first time, it was 
apparent that the international donor community, 
as well as their central govenments, recognize
the importance of local government. All partici-
pants were gratified that opportunities are now 

available to promote local government. Moreover, 
it was evident that the delegates found it impor
tant to share their experiences, frustrations and 
approaches. In Chapter 111, some of the concepts
discussed in the sessions have been translated 
into recommendations for action. 

Comparing the two sessions 

It was interesting to note that due to the 
greater diversity among anglophone countries 
(with regard to their political-economic-cultural
experiences), delegates from these nations formed 
a more heterogeneous group than their counter
parts from the francophone nations. In addition, 
they seemed more accustomed and willing to test 
various approaches to administration. Local offi
cials from these countries are also more involved 
with managing day-to-day operations and are 
relatively more open to with the communities,
the private sector and the NGOs. Officials from 
the francophone countries form a more homoge
neous group, operate from a highly centralized 
structure, and consequently are more accustomed 
to negotiating local decisions and pressuring for 
necessary resources, rather than dealing with 
alternative structures. 

X
 



How Adjustment Programs Can Help the Poor:
 

The World Bank's Experience
 

World Bank Discussion Paper 71
 

January, 1990
 

Abstract
 

Little is known about the overall impact of adjustment programs on
 

poverty. To a large erent, this it because it is difficult to distinguish
 
the effects of externally induced recession from the effects of the
 
policies and programs designed to offset them. Nevertheless, one clear
 
lesson from experience has been that an orderly adjustment process designed
 

to establish a new equilibrium growth path is indispensable for improving
 

the longer-term position of the poor.
 

Some adjustment measures can affect the poor adversely. This
 
adverse impact may result from reductions in public expenditures, increases
 

in prices of goods and services consumed by the poor, and declines in
 
employment or real wages in sectors in which they work.
 

Appropriate social and economic measures can help to reduce the
 
adverse impact on the poor and create oppdrtunities for stronger poverty
 
reduction in the future. The most common way of addressing the adverse
 

impact of adjustment has been the implementation of targeted compensatory
 
programs. Such programs can compensate those affected directly by
 
adjustment (for example laid-off public sector employees) or provide
 
temporary employment or relief to the chronically poor. But these programs
 

have often been too complex and have faced serious shortcomings such as
 
insufficient political commitment, institutional weaknesses, shortages of
 
funding and poorly trained staff. Greater attention should be given in the
 
future to identifying the most appropriate interventions as well as to
 
their design and implementation.
 

Changes in the design of adjustment programs can promote the
 
longer-run interests of the poor, but have received relatively little
 
attention. Appropriate design changes can help tc foster pro-poor growth
 

by, for example, removing biases that favor capital-intensive production or
 
other impediments to employment growth. They can also enable reallocations
 
of public expenditures in ways that support, or improve the efficiency of,
 
programs that help the poor to take advantage of the emerging economic
 
opportunities (by developing skills or providing the necessary
 
complementary infrastructure). Finally, appropriate design changes can
 
help mitigate the possible adverse impact on the poor, for example, by
 
targeting subsidies more effectively. Subsidies that have a large impact
 
on the incomes of the poor (even if only a small proportion of the subsidy
 
reaches them), should not be reduced or eliminated unless alternative means
 
of reaching the poor are introduced.
 



Does Education Pay in the Labor Market?
 

World Bank Living Standards Measurement Study
 

Working Paper No. 67, January, 1990
 

o
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ABSTRACT
 

The paper examines how education and postschool vocational training
 

affect the type and extent of labor market participation of women in Peru. It
 

also estimates monetary returns to different levels of schooling, to formal
 

general and technical schooling, and to training. The sample, which comprises
 

more than 5,600 women in urban and rural Peru, was drawn from the Peruvian
 

Living Standard Survey. More than 70 percent of these women were in the labor
 

force at the time of the survey, about 35 percent of them working in paid
 

jobs.
 

The overall level of female labor force participation in Peru is 72
 

percent, and this percentage is higher in rural areas than in urban areas.
 

The majority--60 percent--of paid female workers are self-employed, but these
 

jobs tend to be very lowpaying. Women holding jobs in the public sector
 

(either in state corporations or the government) are the best paid.
 

In general, education and training enhance the contribution of women
 

in the labor market. Although education does not increase the participation
 

of Peruvian women in the labor force (and may in fact decrease it), it alters
 

the occupational distribution of female workers by increasing the proportion
 

of women in paid employment. Among paid employees, education is positively
 

related to hourly earnings; the relationship is nonlinear, with primary
 

education showing higher returns than secondary education. The return to
 

postsecondary education appears low and negative, except for the small
 

fraction of women who have earned a diploma. The poor performance of the
 

Peruvian economy since the early 1970s has influenced this result.
 



Uncle Sam's Bitter Pill
 
The dose offree-market reforms that Washington strategists recommend for prostrate South
 

American economies may provoke a political backlash. Still, success stories exist.
 

BY ROCHELLE L. STANFIELD 

6d' Tothing's easy, Lituma," Lt. Silva, 
1" the Peruvian police detective in 

Mario Vargas Llosa's 1986 mystery novel 
Wo Killed Poiomino Molero?, tells his 
young partner. "The truths that seem 
most truthful, if you look at them from all 
sides, if you look at them close up, turn 
out either to be half-truths or lies." 

Silva eventually solves the murder but 
remains baffled by the mysteries of Peru's 
caste-dominated, power-craving, socially 
divisive politics and economics. The au-
thor might be bafPed as well. As he runs 
for president of Peru in a campaign 
packed with more bizarre twists and turns 
than many of his fictional plots, Vargas 
Llosa might recall this novel and the apt- 
ness of that bit of dialogue, 

The first apparent truth that turned out 
to be a lie was Vargas Llosa's "inevitable" 
clear victory in the April 8 presidential 
elections. After months as the dominant 
candidate, with a 60 per cent majority in 
the polls, he ended up with barely 33 per 
cent. From out of nowhere had come 
Alberto Fujimori, who won 30 per cent of 
the vote on April 8 and has become the 
favorite in the runoff to be held by June 3. 

The April upset in Peru might cast 
doubt on another seeming truth: that 
drastic economic reforms are needed to 
save the chaotic economies of Peru and its 
neighbors. A reexamination of that truth 
could prove worrisome to many onlook-
ers, from Vargas Llosa and leaders of 
other South American countries to the 
U.S. Treasury and State Department and 
the multilateral financial institutions. 

The United States has a lot at stake in 
the economic recovery of South America. 
For the first time in many decades, all 
South American countries have demo-
cratically elected governments, a trend 
that U.S. foreign policy seeks to preserve, 
But these democracies are fragile, and 

their new leaders lack the clout of their 
predecessors, mainly military dictators, 
Critics question whether the new leaders 
can-or should--implemcnt the drastic 
measures demanded by U.S. and world 
finance officials sitting in Washington. 

The current version of the truth as seen 
from Washington is that the typical Latin 
American economy--dominated by state-
owned enterprises, huge government 
bureaucracies, large 
budget deficits and 
protectionist trading 
policies-has failed as 
decisively as the Com
munist model in East
ern Europe. The sal
vation of these coun
tries, the reasoning 
goes, can be found in a 
free-market system 
that employs fiscal 
discipline at home and 
open trade and finan
cial policies abroad. 
Democratically elect
ed governments will 
be able to install these 
reforms once the peo
pie understand it is in 
their best iaterest, ac
cording to the wis
dom. 

To encourage South 
American leaders to 
accept these truths,
 
U.S. Treasury Secre
tary Nicholas F. 
Brady a year ago of
fered what is called 
the Brady plan, under 
which the U.S. gov
emient promises to 
facilitate debt relief 
agreements between 

the multilateral financial bodies if the 
countries adopt free-market strategies. 
Under the plan's terms, commercial 
banks provide debt relief that isbacked by 
collateral from the World Bank and the 
International Monetary Fund (IMF). Un
like an earlier plan named for former 
Treasury Secretary James A. Baker III, 
the Brady plan does not offer new money 
to the debtor countries. 

debtor countries, U.S. Inter-American Development Bank's Juan S. Cariag 
commercial banks and Anti-inflationplans must be comprehensive and coherent. 
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. That the economies in South America 
are in trouble is not in dispute. During the 
1980s, per capita income in Latin Amer-
ica declined by 10-20 per cent, aggregate 
foreign debt soared to $434 billion and 
inflation reached quadruple or quintuple 
digits in many countries. There is a grow-
ing consensus across South America for 
some kind of economic reform. 

But many South American voters are 
rejecting tht Washington solution and are 
making that point clear to their govern-

specialists question how long his honey-
moon will last. 

As critics see it, the Washington solu-
tion ignores the tremendous disparity be-
tween rich and poor throughout South 
America and lacks a social cushion for 
workers, the poor and the unemployed, 
whom the reforms hit the hardest. But, 
Washington policy makers reply, to pro-
vide a safety net would dilute the effi-
ciency of the reforms and thus, perhaps, 
prevent certain countries from participat-

ing in debt reliefpro-
grams such as the 
Brady plan. 

So far, only Mex-
ico has signed a debt 
relief agreement un-
der the Brady plan, 
and critics contend 
that the $7 billion in 
debt that Mexico has 
been forgiven under 
the pact is inade-
quate. Costa Rica 
and Venezuela have 
concluded prelimi-
nary agreements. 

"The people here 
at Treasury from the 
Secretary on down 

who have been in-
volvad in [the Brady 
plan] are well aware 
that this places a 
burden n the [Latin 
American] soci-
eties," a spokesman 

- for the Treasury De-
X partment said. "But 

Institute for Policy Studies fellow John Cavmgh it is something that 
South Americans accept reforms with a pistol to their head& we believe has to be 

ments. Vargas Llosa's now-faltering cam-
paign was built on a platform of drastic 
free-market reform; Fujimori was the can-
didate who promised to introduce 
changes more slowly 

Brady announced his plan in March 
1989 in response to riots in Venezuela, 
where President Carlos Andres Perez, a 
former populist president who had just 
returned to power, had imposed free-mar-
ket reforms. Argentinian President Carlos 
Saul Menem, who won election last year 
on a populist ticket, has tried to impot.e 
Washington-approved reforms and has 
encountered such resistance that many 
specialists fear a military coup in Buenos 
Aires. 

Brazilian economic reformer Fernando 
Collor de Metlo, declared that he had a 
mandate to impose dramatic austerity 
measures when he won the presidency in 
Decenber (by a mere 4 percentage 
points). So far, he has encountered little 
opposition to a far-reaching 40-point plan 
he announced on March 16, but many 
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done in order for 
them to get out of this difficulty." 

PISTOLS AND CHILE 
The untenable economic situation 

across South America is pushing the new 
democratic governments toward reforms 
regardless of political consequences. The 
final straw seems to be hyperinflation. 
Peru and Brazil experienced 2,700 per 
cent inflation during the past year. In Ar-
gentina, inflation has been running at 100 
per cent a month, and some reports put it 
as high as 20,000 per cent during 1989. 

"Inflation is something you have to be 
very careful of, it is so destructive," said 
Juan S. Cariaga, the executive director for 
Bolivia, Paraguay and Uruguay at the In-
ter-American Development Bank (IDB) 
in Washington who helped stem 24,000 
per cent inflation in Bolivia as that coun-
try's finance minister in the mid-1980s. 
"When you reach such a level ofinflation, 
this is a total chaotic and anarchical situa-
tion," he said of Bolivia. "Nothing works. 
It is total disorder." 

In the view of some analysts, this crisis 
marks the end for the old Latin American 
economic model. "The economic ideology 
of Latin America his collapsed-not as 
dramatically and visibly as the Marxist-
Leninist ideology of Eastern Europe, 
which is not the sarme--but it has col
lapsed," said Stephen Dachi, a U.S. for
eign service officer who served as consul 
general in Sao Paulo, Brazil, until 1988 
and who is currently a visiting fellow at 
the Center for Strategic and International 
Studies in Washington. "The central issue 
now is, can the democratic governments 
in power solve this economic crisis?" 

The so-called official Washington con
sensus of the U.S. government, the World 
Bank, the IMF and regional development 
banks such as the IDB urges these coun
tries to combat hyperinflation through 
comprehensive reforms: reduce the size of 
their governments, privatize state-owned 
industries, deregulate, balance their bud
gets and open their economies to foreign 
trade and investment. 

"But there's no simple model that can 
be plugged in, no simple set of rules that 
[these countries] can sign on the bottom 
line," warned John Williamson, a senior 
fellow at the Institute for International 
Economics in Washington who special
izes in Latin American and other Third 
World debt problems. "It always has to be 
adapted to the economic and political cir
cumstances of the country in question. I 
suspect that one of the problems of the 
past was that the IMF did tend to have 
too much of a standard approach rather 
than regarding itself as an ally of the local 
politicians and technocrats in putting to
gether something which both makes tech
nical sense and fits the local political cir
cumstances." 

Critics often don't see the flexibility 
and tailoring that are in the Washington 
approach. The South American countries 
"are going along with this because they 
have no options," said John Cavanagh, a 
fellow at the Institute for Policy Studies, a 
left-leaning think tank in Washington. 
"They are being told that any reschedul
ing of their debt and any new money that 
is desperately needed to repay old money 
is contingent upon their accepting these 
reforms. So they are accepting them with 
a pistol to their heads." 

Several countries that instituted re
forms on their own over the past 15 years 
are cited as examples of what can be done. 
But they may be more illustrative as ex
ceptions than as models for the rest of 
South America. 

The first and most comprehensive re
forms were undertaken in the 1970s by 
Chile under the military dictatorship of 
Gen. Augusto Pinochet. He trimmed the 
budget (c']tting spending for health and 
education, not for defense), slashed the 



size of the bureaucracy, ended much gov-
eminent regulation, sold off state enter-
prises (at bargain rates to the wealthy, it 
turned out), reduced government subsi-
dies to local industry, reformed the tax 
system (actually making it more regres-
sive, critics say), liberalized trade policy, 
welcomed foreign investment, freed up in-
terest rates and devalued the currency. 

Taking advantage also of a favorable 
world price for copper (Chile's major ex-
port commodity), these reforms have 
given Chile one of the only 
growing South American 
economies. The drawback is 
that they were accomplished 
under a repressive dictator-
ship. 

"For a long time, the adop-
tion of those policies by the 
Chilean government threat-
ened to give them the kiss of 
death, partly because of the 
political odium the Chilean re-
girme had earned by its ruthless 
seizure of power and by the 
authoritarian way in which it 
subsequently governed," Wil-
liamson wrote in The Progress 
of Policy Reform in Latin 
America (Institute for Interna-
tional Economics, 1990). 

In a recent interview, he 
added, "Ihe reforms were so 
unpopular there in the early 
years, I think a democratic 
government would have to go 
about it a different way." 

Now that Chile has inaugu-
rated Fatricin Aylwin, its first 
president to be d'-mocratically 

plished by the Carter and Reagan Admin-
istrations together, all overnight." 

Cariaga was amember of the economic 
team that planned these reforms. He re-
called that Paz was able to act boldly be-
cause "there was a consensus that this 
[hyperinflation] couldn't go on." The pro-
gram was accepted because it was "credi-
ble, comprehensive and coherent," he 
said. "This isvery important. You have to 
have an idea in mind and act coherently." 
In Cariaga's view, a lot depended upon 

! 

A-

price. The tax base was broadened, and 
taxes were collected. Per capita income, 
which had declined by 20 per cent from 
1980-85, began to inch back up, averaging 
about a 2.5 per cent increase per year. 

Despite this turnaround, Bolivia is 
cited as a success story far less frequently 
than Chile is.It is a very small economy
eking out agross national product in 1986 
of $3.7 billion, compared with Chile's 
$18.4 billion or Argentina's $72.9 bil
lion-and is still very poor an. unindus

trialized. Critics contend that 
the poor suffered dispropor

. ,_ tionately from the austerity 
. measures and that efforts to 

,'- diversify exports by growing 
cotton and ,.oybeans are de

'stroying the environment. 
In addition, Bolivia did not 

delve into privatization, one of 
the favorite goals of official 
Washington. And its growth 
rate is meager. Bolivia's gross 
domestic product actually de
clined by 0.4 per cent per cap
ita in 1988-89, compared with 
12 per cent growth in Chile. 

It is this way of measuring 
performance solely in terms of 
economic efficiency that raises 
conc,-ns of critics such as 
IDB adviser Levinson. Others 
object to linking economic re
form with the type of govern. 
ment that carries it out. 

"I don't like to push the 
theme that you have to be an 

9 authoritarian government to 
7 make structural changes," 

said Richard E. Feinberg, ex
elected in 20 years, and time Lstitute for International Economics fellow John Williamson ecutive vice rresident of the 
has softened the harshness of Reforms should be adapted to political circumstarces. Overseas Development Coun
the Pinochet years, the Chil-
can approach to economic reform has 
won greater appeal. 

"Today, Washington defines perfor-
mance in terms of economic efficiency, 
and its model is Pinochet's Chile," said 
Jerome I. Levinson, senior special adviser 
to the IDB president, who explained that 
his views don't necessarily reflect bank 
policy and, indeed, are in the minority in 
official Washington. "If that's the crite-
rion, [the democracies] will inevitably fail, 
because they cannot do what Pinochet 
did, which was any time a union leader 
reared his head, he chopped it off." 

BOLIVIA'S BOLDNESS 
In 1985, Bolivia accomplished similarly 

sweeping reforms under democratically 
elected President Victor Paz Estenssoro. 
As Williamson describes them in his 
book, they were "the equivalent of about 
five [General Agreement on Tariffs and 
Trade] rounds, six Gramm-Rudmans and 
more deregulation than had been accom-

Paz's leadership abilities. He was an ex-
perienced politician and a trusted leader 
in Bolivia who imposed the reforms at the 
beginning of his fourth term. 

"Amazingly, he did get public sup-
port," Cariaga said. "Bolivia is a nation 
known for decades for its political and 
social unrest. But when these draconian 
measures took place and were put into 
effect, nobody was dead on the street." 

Bolivia's troubles weren't over. On the 
heels of the reform program, the world 
price for tin, Bolivia's chief legal export, 
hit bottom. Soon after, the world price for 
natural gas (Bolivia's second most impor-
tant legal export) dropped, and Argentina 
stopped payment on its purcha',es of Bo-
livian gas. 

Nonetheless, as a result of the reform 
program, Bolivia's inflation dropped to 
2.4 per cent by the first six months of last 
year, the lowest rate in Latin America. 
The country was able to negotiate a deal 
to buy back its foreign debt at a bargain 

cil in Washington. "A lot [of 
reformi has been done under very demo
cratic conditions in Britain, Jamaica and 
Costa Rica, for example. I think what you 
need isstrong, coherent leadership, which 
you can have in a democracy. You need a 
chief executive with vision." 

STAYING POWER 
So far, the new democratic South 

American leaders, notwithstaiding the 
vision they initially appeared to possess, 
have shown little staying power. 

Democracy returned to Argentina with 
the election of President Raul Alfonsin 
and the Radical Civic Union in 1983, and 
he took office amid great enthusiasm. By 
1989, hyperinflation and civil unrest had 
so shaken his government that he turned 
power over to his elected successor, the 
Peronist Menem, several months early. 
"The biggest victim has been the credibil
ity of a new government," said Shafiqul 
Islam, asenior fellow in international eco
nomics at the Council on Foreign Rela-
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tions in New York City. "In the latter part 
of his regime, Alfonsin could never have 
fought hyperinflation because he lost 
credibility. Menem had the credibility in 
the beginning and now that he has failed, 
he has been 'Alfonsinized.' " 

In Peru, high hopes also accompanied 
the 1985 election of President Alan Gar-
cia. Maoist guerrilla warfare, strikes and 
hyperinflation so dogged his heels that by 
1988-89, he publicly questioned whether 
he %ould live out his term. His party was 
trounced in the April 8 election, 

"Virtually every democratic gov-
ermnent [in South America] has 
ended its term in office weakened," 
said Peter Hakim, staff director of 
Inter-American Dialogue, a hemi-
spheric affairs forum in Washing-
ton. "Indeed, in every case that 
there has been an election, the in-
cumbent [party] has lost the elec-
tion, in some cases by humiliating 
margins." 

The ultimate threat to the new 
democracies has been the specter of 
a takeover by military men bent on 
avoiding economic chaos. But not 
cvn the tiilitary wants to confront 
the kinds of problems presented 
across the continent. "Paradoxi-
cally, the economic ruin of South 
America is helping to keep the 
democratic governments in 
power," said Mark Falcoff, a resi-
dent scholar at the American En-
terprise Institute for Public Policy 
Research. "The military don't want 
to take over because they don't 
have any answers and they know 
they don't. They [also] know today, 
as they did not know 20 years ago, 
that they might not even be recog-
nized by the United States." 

invest the proceeds in housing, education, 
health centers and rural roads. 

In Brazil, Collor has promised to fol-
low a similar strategy of reinvesting some 
proceeds from economic reforms in a na-
tional social program. 

Washington critics such as Levinson 
hail these strategies as constructive moves 
that could save Salinas's and Collor's po-
litical futures but that are risky in terms of 
winning Washington approval. "For the 
first time, they are making the social ques-

r L. 
"!The 

-

Development Council's Richard E. Feinberg 
As the regional specialists see it, Authoritarian leaders aren't needed for reform& 

a few of the new leaders might find 
the vision and political agility to survivc 
the economic crisis. One is Mexican Presi-
dent Carlos Salinas de Gortari. (Mexico is 
in North America, and its relationship 
with the United States makes it unique in 
the hemisphere, but it is often discussed 
along with South America because its 
economy is similar in size and scope and 
because of its Spanish heritage.) But the 
validity of Salinas's 1988 election remains 
under a cloud; some critics do not con-
sider him a democratically elected presi-
dent. 

Salinas, who has an economics degree 
from Harvard University, has imple-
mented a broad set of reforms of the kind 
official Washington likes. He deregulated, 
reformed the tax code and opened the 
economy to foreign trade. He isalso in the 
process of selling off public enterprises, 
but instead of using the savings to cut the 
cost of government, he has promised to 
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tion an integral part of the strategy rather 
than a residual," he said. "But what this 
means is that the claim upon the public-
sec'-- resources is going to continue to be 
high. It is not going to be a declining fac-
tor," wnich is what Washington demands. 

The most important role that the 
United States can play in preserving the 
new South American democracies, ir. the 
view of some analysts, is to provide those 
leaders with sufficient breathing space to 
tackle the economic reforms and meet 
some of the backlog of social needs. 

This could be accomplished within the 
framework of the Brady plan, although 
most specialists say the plan needs beefing 
up. They complain that the debt service 
required of these countries constitutes a 
reverse foreign aid program from devel-
oping countries to industrialized coun-
tries. For Latin America as a whole, these 
so-called net transfers--the difference be-

tween aid and loans flowing into these 
countries and payments flowing out
amounted to S27.6 billion in 1989 alone, 
and topped $100 billion over the past four 
years. "The real issue is the very, very 
large transfer of resources from Latin 
America," Feinberg said. "We shouldn't 
be talking about increasing aid but suck
ing less money out of these countries." 

Islam complained that the plan didn't 
give Mexico sufficient relief, in part be
cause the collateral for the relief-which 

is put up by the World Bank and 
IMF-is too high. Author Wil
hamson suggested that those insti
tutions make more cash available 
for the purpose. Others predict that 
if they do so and then come to Con
gress asking for more money-as 
the IMF is likely to do next year-
Congress will call it a bank bailout 
and say no. 

commercial banks partici
pate in the Brady plan voluntarily. 
Hakim said it should be manda
tory. Levinson said bank regula
tions should be rewritten to make it 
easier for the banks to write off a lot 
of this debt. 

Though debt relief is the main 
role for the United States, it is not 
the only avenue for help. By re
directing military aid, for example, 
the United States could discourage 
high defense spending. 

"The obvious thing for these 
countries to do is cut back military 
expenditures, but nobody is push
ing them to do that," Cavanagh 
said. "At the same time, the U.S. 
military aid program is encourag

, 	 ing them to buy more arms. Hovw
, 	 ever, as the internal violence grows 

[in these countries] because their 
economies are collapsing, there is a 
sort of logic to buying more arms to 

put down your own people. It's a vicious 
cycle." 

In the long run, what would help these 
countries the most is greater access to 
U.S. markets, a gift they are unlikely to 
get despite talk of a U.S. free-trade zone 
with Mexico. "If one really wanted to say 
what is the easiest way the United States 
could help, it would be to reduce trade 
barriers," Williamson said. "Scrap sugar 
quotas, increase textile imports or in
crease steel imports." 

In Vargas Llosa's 1986 Peruvian mys
tery novel, Lt. Silva's murder investiga
ton was delayed because he had no offi
cial car and had to wait on a hot highway 
to flag down a truck. "There wasn't a 
vehicle of any kind in sight," Vargas Llosa 
wrote. "The lieutenant shrugged his 
shoulders in a gesture of resignation: 
'We'll have to be patient.' " So, most 
likely, will his countrymen. 
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Politics Key to Africa's Future
 
By MILTON ALLIMADI 

The press has been saturated 
with stories about the fear of Afri-
can leaders that the West is poied 
to abandon them in favor of invest-
ment opportunities in the emerging 
democracies in Eastern Europe.
Judging by the pronouncements 
from the World Bank, the Interna-
tional Monetary Fund, the White 
Rouse and private business circles,
these fears may be justified. 

This is scary, considering the 
dismal economic situation preya-
lent in most African countries. But 
instead of wasting time appealing 
to the conscience of the Westernct~intries for help, African leaders 
should take the initiative and pre-
pare the continent to mitigate the 
adverse impact when capital drie 
a. 	 iredress 

The first thing African leaders 

must do is discard myopic agendas 
in favor of farsighted ones. There 
are no two ways of doing it: Per-
sonalized power must be replaced 
by democratic and enduring insti-
tutions of governance. This begins 
with the rule of law and constltu-
tions that guarantee free electlon, 
freedolp of speech and a fdla 
tal b&n of righta. 

The constitutions should permit 
proportional representation in the 
armed forces in order to ensure 
against tribal domination, an en-
demic problem in several coun-
tries. The size of standing armies 
should be reduced. National securi-
ty can best be provided by well-
trained militias that are mobilized 
only during hostilities, which also 
would ensure civilian control of the 
security force. 

What does all this have to do 
with capital movements? A demo-
cratlc political environment would 
make African countries hospitableto 	their gre.atest resource, human 
capital. 

When people know that they can 
their political grievances 

by replacing leaders throughe 

ballot at regular intervals, and that 
they are free to load their lives 
without fear of coercion or terror 
from armies, they will work hard 
and reinvest their resources. Entre-
preneurs and even politicians 
would begin to invest in Africa in-
stead of funneUng resources to for-
elgn bank accounts. Indeed, a 
healthy political climate would en-

courage Africans working abrcad 
to remit foreign exchange to their 
home countries, augmenting do-
mestic capital formation. 

Democratic systems of electing 
leaders within each country will 
pave the way to cooperation be-
tween countries and among groups 
of countries in Africa. This would 
open the way for economic cooper-
ation and the attainment of econo-
mies of scale through joint pro-
jects. Integration would also create 
viable markets to support the 
growth of light industries initially
and heavy indusrieseventually. 

dea ent ally.Recently, the Organization of 
African Unity unveiled a plan for a 
common market within a decade. 
This is a commendable start, but 
the dynamics of world events re-
quire expeditious action if further 

oonomic decline is to be averted. 
The austerity programs that 

have been pursued by several Afri-
can countries have not succeeded, 
partly because this has not been 
accompanied by political liberal-
ization. On the contrary, even as 
the countries formerly under com-
mand economies collapse through-
out Europe, the political climate 

continues to be repressive in much 
of 	Africa. 

The rest of the world is increas
ingly combining into economic 
blocs to pool regional resources 
and ensure market shares. Africa 
cannot expect the Western coun
tries to solve its problems; they 
have their own agendas. African 
leaders should muster the political 
will necessary to affect the funda
mental changes required: More of
ten than not, their own policies 
have been the major hindrances to 
the continent's development.

Only a committed African ini
o nat comitted fricanesstiative, based on farsightedness, 
democratic participation and a re
gional approach, can reverse the 
horrendous trend. Otherwise, Afri
ca will continue to suffer economic 
retrogression and its accompany
ing social malaise. 

Africa has no more room for 
suffering. A political environment 
that permits democratic participa
tion and the security of life and 
property is a prerequisite for Afri
c's economic development. 
Milton Allimadi, a native of Ugan
da, is an economist living in New 
York. 
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A Test of 'Trade Not Aid'
 
WASHINGTON - It would be 

an exaggeration to say that Africa 
has been completely upstaged in 
recent months by what has been 
happening Ir other or-ers of the 
globe. notably tb' So det Unics and 

stwn Europe. 
After all, South. Africa's first 

surprislng stee Poward ending Itz 
system of racial apartheid and the 

WASHINGTON 

Tom
Connors 

often stormy events that have fol-
lowed have won their share of 
headlin&s and the attSton of top
US. officials. 

But by one Important measure 
of official U.S. tntermt - aid dol-
tars - Aftca has ben, and vill 
continue, playing second rfdse. -

That prospect was and o-
by Lawren Elpwgi aipty 
secretary of state. Th.? this IWuer eg trles otherMUgi 
mooth. Tbe occa wa a 01:1w-
ence, xsomored. I the uDaeda 
Councilr1 l1ioUnder-
standin& tat brou4M American 
builpeasa togete hire With 
U.S. ambssadorg from reoly 
ot om Alcaa nat0 , 

A6&@W be ainuhm!! f In 
t00 WJIM n. j#4W Ar 

Mid. 'You are all concerned that 
events in other parts of the world 
will have an impact on the amount 
of budget maistance. aid money 
available to Africa. You are wor-
ried that it will be going to Eastern 
Europe, Central America, other 
places around the world and I want 
to tell you that your worries are 
correct. I wish I could say rciner-
wise but ...for at least the course 

he net year or two. the prim-
ry focus ilikely to b-. at It:et in 
terms of our aid efforts, in Fsalern 
E.iope and Cantral America.' 

His statement came after coin-
ments from ambassador* who Indi-

ed that while the African busi-
ness climate jenerally has 

improved."he continent still pres-
ent American coepani with ma-
jor chall-als, 

Much of the atmospheric Ir-
provement has been fostered by the 
eco'nomic structural adjustment 
programs required by tl* L'terva-
Pional lading ingtitnt ioam sc an 
tba WO I 0 'tnk. 

Framsi Cook. U.S. ambassador 
to C&M M a those prrams 
have I to a now Interst amog 
Afrime siiona In attracting for-
cp lweaest 49p rtieulrly 

t c fm poW Rk,os 
Frazim,.'U aras tilog have re-
vs mk' e code "dra-
maaUcalr 4 al o kave estab-
led' bs ii thv amom 

Ray VmIn thM UAt ambassador 
to GaL mmde that view but he 
asia a 'yeflnw fla( about 
Afcaa interet in such invest-

ment. He cites a recent investment 
seminar in Ghana that conveyed a 
"somewhat ambivalent message" 
that he finds typical of many ms-
Lions on the contienL It amounts, 
he says, to "we welcome and are 
glad to have foreign invmtmenL 
we know that that's important for 
the future but we dco't want the 
wrong kind." 

Mr Ewing adds, therefore, that 
anyone coming Into Africa for the 
first time should realize -.here are 
opportunities there but you also 
have to be cautlo's ad careful 
how you pursue them.' 

Ms. Cook maintains that the 
structural adjustment progr.ms al-
so have helped produce bctter eco-
nemic teams* - ministers of fi-
nance. planning and commerce 
to handle African nations' negotia-
tions with the International Inatitu-
tLions. In the process, she says, 
those teams "have been getting a 
heavy dws of frte-market econom-
Ics that many of them, frankly, 
haven't had a lot of before.* 

Another byproduct is a greater 
transparency in government ac-
Liam that she says should help any-
body new to Africa. 

Both she and Mr. Ewing think 
there are have been some good In-
vestments for foreigners in the 
stat-owned enterprises that Afri-
can governments have begun sel-
ng cff. But Ms. Cook cautions that 

come of those so-called parutatels 
are 'absolute dogs that you should 
not louch." 

She also warns that 'corruption 
is bad on the continenit, Bribery 

and similar practices reflect the 
continental custom of tribute and, 
in the French-speaking countries. 
'the way the French have always 
dcne Nisines in Africa." 

Wiliam Swin& the US. ambas
sador V, South Africa. says that 
country's economy has been vlrtu
ally stagnant for a decade and 
faces a painful process of eqoconmc 
adjustment as eall dfl*ult po-
Bli change. 

H sees a need fGr i fundames
tat restructuring of the South Afri
can economy sway from a system 
of 'Afrlkaner statism in which in 
exce= of 30% of gross domestic 
product is in state hands and about 
tix conglomerates who control 
reughly 90% of the $O00 billion 
treded on the... storc exchange. 

-This is not free enterprise in 
the sense we know it and it doesn't 
form a particulary promising par-. 
adigm for the blacks who are 
lookng for ecooonic models' . -

Ultimately, Mr. Swing says,-
South Africa is "going to get 
through this and get through it 
well ... This is an irreversible 
process and it's going to work and 
it's going to need the support of the 
corporate world.' 

Givc Mr. Ealebrger's state-
Gientof US. aid priorities, that 

'need' for corporate support for 
adjurtment and development is 
likely to be poignantly true acros 
Africa in the years Lmzedlatel * 

Tom Connorsis Washigton bureau 
chief of The JournalQ1 Comnmerce. 
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Eastern European reform 

Best of both worlds
 
By Michel Camdessus


T be so Ir peaceful rev. benefits of fuller particitop 
olutton sweeping In the world trading system. 
through eastern It is probably impossible to 
3urTiAs rolis critical Introduce these and the other 

pmah institutlonal 
bheum lql changes overnight, and it 
rfrm be derailed? is important to design them 

Wi t ;=esary and 

Onn the popLe of mastarn cmefully: but proper decision. 
waubjo te t both mak-n will develop more 

the bontts if elements ofa mar-
a s whilesystem are put in 

f o of *A appunct 
e l E-iazieIThe 

A Can Oorma be hzple-
Wood ually, to reduce 
ftfils on? Unst difcult 

419Mt ater thesi 'A 
emisa bone sw ti-arod6 
tim -w m.= tNAthm 
is to insa hod 
a No me iMpm 
tad ___m uto 

to tes bt a U aes. We know all too well 
low s inow 
o Attempts to da third 
ay betw en rael pikg 

a madat m smy lee 
not been su ceadtil. Parthl 
reforms failed in both Hungary
and Poland Both - * 

the need for a mie ndamen. 
tal reshaping of their syrtms
0 If the aim is fundamental 
change in the system, Ite:probably a mistake to take a 
piecemal approach Because 
all the elements of the eco-
nomic system are related, itis 
desirable, if you want a mar-
ket-oriented system to work 
effectively, to introduce all the 
main elements at the outset, 

You will want a price system
that sends the right signals to 
producers and ccu_,nerm, that 
reflects relative scarcities, and 
encourages an eflzient aoca-
tion of resources. Freeiihg
prices also means moving
towards a more flexible system
of wage determination. With a 
freer wage system, you need 
labour market policies that 
encourage labour mobility
This also impliez giving up 
some of the job security that 
has been a customary feature 
in these countries. 

With greater mope for mar-
ket forces, you will have to 
allow more dacentralised deci-
sion.making Enterprise man. 
ag have to tLrn to be fully
accountable for their decislons. 
In a system that parmits both 
the rewards of suess - prof-

Silae from the beginning,
economic reforms will 

only produce good results if 
they take place in an environ, 
ment of strong nancial dsc-
PUns at all levels - hunM gay-
ernments to individual 
votpnif. This means giving 
up long-bld habits such as the 
nd ncy to subsidize or pro-

bed inecient or ailing comps-

its - and the conoequenoes of Increases. This can be a rela. 
failure - bankruptcy. At the 
same time, a social safety net 
is needed These domestic ele-
ment ofreform will work best 
If the system isslmultaneously
I I med to open the economy 
to e.petltion and the 

from some of the advanced 
Industrial countries how hard 
11can be to resist pressures for 
such subsidies - and how 
costly it is to society if govern. 

itsfail to stand firm. 
The introduction of market 

EconoInic reforms 
oil y prouce 

good results when 

coupWe with strong
fimncial discipline 
.... _ 


reforms in centrally planned
economies can unleash pent-up
forces that are hard to predict, 
and that need to be dissipated
by appropriate policies. Prices 
are the most vivid example.
Typically the pre-reform price 
system will contain many
prices - for basic food items,
housing and fuel, say - that 
have been kept artificially low 
for social reasons, 

Low administered prices
usually conceal a huge amount 
0 repremd inflation - excess 
money holdings and shortages
of goods that are reflected in 
lang queues, black markets, 
and cumbersome barter 
arrangements. When these 
pries are freed, and market 
forces start to produce a cor-
rect structure of relative 
prices, there Is almost always 
an initial surge of price 

tively short-term phenomenon 
but only If financial conditions 
are kept tight enough to 
absorb the excess liquidity. If 
financial policies are loose,
then inflation can snowball 
when prie controls ar tead, 

and a pe-wage spiral can
 
quic =lyt og ha
 

Zconomic'reforms alone are
 
no n .Rorming coun
tia d atanca 
and investment. They will
 
reuire considerable help from
 
eb=,l. and a readiness on the
 
;.,n of the advanced industrial
 
countries in particular to
 
e=pan their tr g and fin
 
ca lnks with etern Europe.

The EC countries should con.
 
tinue to openly and generously
 
welcome their eastern neigh.
 
hours.
 

The IMF is extending sub
etantlal financial assistance to
 
ome of the reformin coun

tries, to contribute to a closer
 
Integration o their economies
 
into the Ulobal trading and
 
financial network, and to act
 
as acatalyst for fnancing from
 
other sources.
 

Poland may be a test cue for
 
the comprehensive approach to
 

- reforms. It started from a tu
tion of economic crisis with 
St0Mn of convertible cirrency
debt, and entered the last quar
ter of lM with an inflation 
rio. of more than 30 per oent afa lgiwidenn n output, and aunsustainable
 
current account deficit. In this
 
difficult position, the newly

elected government has intro
duced, in very short order, a
 
major economic psckagE.
 

There are grave risks in the 
Polish programme, but so far 
the results are encouraging.
We had thought that the first 
three months would be crucial, 
particularly as regards infia. 
tlon - and if inflation had
 
remained out of control, then
 
other elements 0fthe package

would have been doomed. But 
prices have etabilised, after an
 
initial spurt in January, when
 
key prices were freed.
 

On this basis, we ar reason.
 
ably confident that the Polish
 
pogramme will succeed, pro.

vided that authorities parse.
 
werewith their reforms and the
 
external support continues.
 

The years ahead will be dim.
 
cultforthe countries that are
 
Introducing reforms. There is
 
much that the international
 
ommunty, including the IN?.
 

can and should do to mse the
 
transition and welcome these
 
countries iO a more complete

plrticipabon in the world eco
nomic system. Everything

muA be done to holp them suc.
 
teed.
 

The author is managing
director Q( Oe Jiealfaation 
M imr Fd 
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No More ThirdWorld Surliness-Promise 
By STErlNE:; KAmPiMPINA 

KArTENTA-APtLI 
On Monday. two Third World leaders 

made speeches atthe UN that would have 
seemed unthinkable in the recent past. Bo-
livia's planning minister. Enrique Garcia. 
argued for a move from "societies that 
overemphasize centralism and state paler 
nalism to those where individual Initiative 
becomes the driving force." Yugoslavia's 
foreigr, minister. Budimir Loncar. dis 
missed Third World demands for a New In. 
ternational Economic Order. 

Theemultiplefil failures of faris nre ismLeni. 
Ism are avllingeveryone with euphori 

about theadvance offreedom and democ-

rac) these days. But the tightened belts of 
theThird World countries are turning ,-' 

capital. technological know-how and man-
agement of the West. 

But wasnt that the great experiment 
and the great failure of two decades ago" 
Not tealIy because the earlIer investments 
in and loans to the Third World were done 
halfhearledly or imprudently by all par. 
ties. Third World countries foolishly c 
fused indepenuence with surliness m those 
days. They thought the world owed them 
everylhing for its earlier misdeeds: and 
they saw each business overture as a 
warning of neocolonialism. 

TJohnThe adv ned countries
were so caught 

up in their uill complexes that they dared 
not tell TI ird \\orld countries of their glat 
Ing mana ,ement errors. So the corrective 

: nar every business partner gets 
nooses thatthreaten to strangle 'jut
all the from his investors was denied to the new 
most repressive governments. I: will takea resurgtence of gow'thtosave the siua

h requires ofcap 

ital. debt reduction. 

tionAnd groeug an inflow 


nod merel 


Fortunately,. this scenario points to a 
wel!balanced solution. Begin with the fact 
that the industrialized nations face static 
hnrizons and a darkening unemployment 
picture unless entirely new markets are 
pidThe tendency of the free enterprise 
sysem tn produce up toand oftenbeyond 

of effective demand cannot 
corrected by perpetually calling on the 
sated economies to latost their growth 
rates b another 0 ',. 

On the Third \%orld side, there are rap-
idly growing paipulatiotns that will turn into 
engines of iolence and instablili, unless 
they become gainful enploved ilsing the 

the limits be 

leaders who needed it most 
Those mental lapses arc evaporating, 

No longer fearful of being dominated. 

Third World countries are recognizing that 
equity pa.rtlclpants are a far better source 
of capital and growth than lenders who 
want their payments promptly and often. 
And they have learned in a remarkably 
short time that investors expect hospitality
and equal treatment from a host coun 

try. 
The spectacular successes of such Third 

World countries as Thailand, Taiwan and 
South Korea have quieted fears that 
emerging nations could never mra 

5 , gpj 
use of capital Costa Riv .. Colombia, Chile, 
Kenva. 'ganda. Nigeria. the Philippnes. 
Indonesia and atleast a dozen other Third 

World countries could very well surge into 
similar growth patterns. 

What is needed is an invitation to the 
most promising Third World countries to 
join in a partnership for growth. The 24ad 
vanced countries of the Organization for 
Economic Cooperation and Development. 
working together to launch the necessr 
infrastructure projects, could-wlth trifling 
sums ofcapital from each one-start a 
move in the high-growth direction. This is 
the program that HUtD Secretary Jack 
Kemp. former U.S Agriculture Secretary 

Block, Belgian Foreign Minister Leo 
Tiodenians and 13other developed country 
political leaders and experts have recently
proposed inCharles Cerami's "An Intema. 
tional Roundtable on World Economic De
velopment.' iPraeger, 19901.The selected 
developing nations would accept stringent
responsibilities- hospitality to investors, 
free trade and an acceptance of outside ad 
'ice in deciding the projects to be under

taken 
NorthSouth partnership must come. 

When it does, let us hope that there is no 
mtnimalismn about it. For. asIsraeli diplo. 
mal Abba Eban has said, "The world's 
leaders are too often occupied in marking 
time so vigorousl. that the) give the illu 
sion of moving forward ' Small moves 
would be utterly wasteful in this area. Go% 
ernments must sho% enough vitality and 
cosstenoc In tell private business thi 
fhis time is for real. 

31r Ah'ntiApulh I thiI oqndeiv 1111 
baib,I'., I,,t I'.S 
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Mr. Chairman and members of the Committee:
 

It is a great pleasure to be here today to discuss with you

the Department of the Treasury's report on international
 
economic and exchange rate policy. This report and the
 
consultations with Congress on U.S. international economic
 
policy have proven to be highly effective in broadening

understanding of the world erconomy and in advancing U.S.
 
international economic objeckives.
 

I would like to examine two aspects of U.S. international
 
economic policy. First, the economic policy coordination
 
process and our efforts to promote a strong and smoothly

functioning world economy. Second, developments in Korea and
 
Taiwan, two econoriies with an important role to play in the
 
international adjustment process, in view of their sizable
 
external surpluses and growing responsibilities in the world
 
economy.
 

Economic Policy Coordination
 

The economic poli.cy coordination process has contributed
 
importantly to the strengthened performance of the world economy
 
over the past years. This process has helped policymakers to
 
better understand the international ramifications of their
 
domestic policies. It has also :.elped them to put in place the
 
consistent and compatible policies necessary for sustained
 
global growth, low inflation, and reduced external imbalances.
 

NB-770
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The G-7's record of success in this regard is quite
 
impressive. The economic expansion is now being sustained into
 
its eighth consecutive year. Inflation has been substantially
 
reduced from the high levels of the late seventies and early
 
eighties. World trade growth has been robust, facilitating
 
external adjustment. Also, I would note Mr. Chairman -- and
 
this is a point which often does not receive adequate attention
 
-- that the major countries have put in place policies to rein
 
in public spending, reform tax regimes, Liberalize financial
 
markets, and reduce excessive red-tape and government regulation
 
in general.
 

1989 represented another solid year of performance for the
 
G-7 economies. Growth, after recording an extremely vibrant
 
increase of 4.4 percent in 1988, eased to a still healthy and
 
strong 3.4 percent in 1989. Though consumer price inflation
 
rose approximately 1 percentage point in 1989, to an average
 
rate of about 4-1/2 percent, much of this increase took place in
 

the first half of the year and was associated in part with
 
special one-time factors.
 

Recent data indicate that inflation pressures persist for
 
the G-7 countries as a group, although for some countries the
 
recent increases in large measure reflect temporary commodity
 
price developments more than underlying problems. We continue
 
to expect that important factors -- such as moderating demand
 
growth and the unwinding of some of the negative influences that
 
adversely affected the Janu&ry and February price indices (oil
 
and food) -- will dampen price pressures this year. As these
 
influences move through the markets into consumer prices, the
 
core rate of inflation is expected to return to previous levels.
 
Nevertheless, it is clear that continued vigilance will be
 
required.
 

External imbalances again decl'ned substantially in the
 
United States and Japan in 1989. In the United States, the
 
current account deficit fell b' a further $21 billion to $106
 
billion, the lowest deficit since 1984, and substantially down
 
from the $144 billion deficit in 1987. Japan's current account
 
surplus declined from roughly $80 billion in 1988 to $57 billion
 
in 1989 and the overall surplus of the European Community has
 
been reduced to nearly zero.
 

Moreo,.:, the prospects for G-7 performance in 1990 remain
 
quite favcrable. Overall growth prospects remain good, with
 
growth in , major countries projected to ease only slightly
 
from the rate recorded in 1989. World trade should continue
 
expanding solidly.
 

Despite these achievements, I do not wish to seem
 
complacent. Challenges lie before us in the period ahead.
 



External imbalances remain large and the adjustment process
 
slowed over the course of 1989. In Europe, significant external
 
imbalances have emerged, with Germany registering a massive
 
current account surplus of $53 billion in 1989, or 4.4 percent
 
of GNP, the largest such ratio in the G-7. Current account
 
trends are difficult to project with certainty, but it would
 
appear that any further improvement in the U.S. current account
 
position in 1990 will at best be very modest, and the
 
possibility of a deterioration in the current account cannot be
 
excluded.
 

Also, over the past six months, significant changes in the
 
world economy have taken place. These include the changes in
 
Eastern European political and economic life and developments in
 
global financial markets, particularly in Japan. The G-7
 
Finance Ministers and Central Bank Governors met against this
 
background in Paris on April 7. They reaffirmed their
 
commitment to economic policy coordination as the best means of
 
addressing these developments.
 

In this context, the Ministers and Governors noted the
 
shared responsibility of surplus and deficit nations in
 
promoting sustained growth, reduced external imbalances, and
 
greater stability of exchange rates. The United States is doing
 
its part. We have achieved significant progress in reducing the
 
U.S. budget deficit. From a peak of 6.3 percent of GNP in FY
 
1983, the Federal budget deficit was reduced to 2.9 percent in
 
FY 1989 and is projected to decline further to 2.3 percent in FY
 
1990. Combining Federal, state, and local governments, our
 
deficit in FY 1990 is projected to be around 1 to 1-1/2 percent
 
of GNP. Personal saving is returning to the historical average
 
level in the United States and the Administration has made a
 
number of proposals to improve the national savirg rate. The
 
most important step in this process is to continue to reduce the
 
budget deficit.
 

Developments in Eastern Europe and efforts to achieve
 
market-oriented economies in this regici are among the most
 
profound and welcome events in decades. Also, the prospective
 
reunification of the German economies should contribute to
 
improved global growth and to a reduction of external
 
imbalances. This will be a most welcome development,
 
particularly in light of Germany's massive surpluses.
 

The Japanese yen has depreciated sharply in recent months
 
against the world's major currencies. This is an important
 
matter of concern, and one that may have undesirable
 
consequences for the global adjustment process. The weakness of
 
the yen, and Japanese financial market developments more
 
broadly, must be viewed in the context of the sharp appreciation
 
in Japanese asset values over the past several years. These
 
financial market developments may have been further accentuated
 
by the lack of a deep and liquid money market for
 
yen-denominated instruments. We will continue to address these
 
issues in our yen/dollar talks which take place again in late
 
May.
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On balance, the underlying fundamentals of the Japanese
 
economy remain sound. Nonetheless, the depreciation of the yen
 
and Japan's relatively closed markets are not sustainable over
 
time as their continuation would pose important risks for the
 
world economy. We will be keeping these developments under
 
close review and we will continue to cooperate with other G-7
 
countries on exchange markets.
 

Asian Newly Industrialized Countries
 

Other economies have an obligation to assume a greater
 
responsibility for contributing to the reduction of the world's
 
external imbalances and promoting a sound and growing world
 
economy. In particular, the newly industrialized economies of
 
Asia are playing an increasingly important role in the world
 
economy. Some of these economies have sizable external
 
surpluses.
 

The Omnibus Trade and Competitiveness Act of 1988
 
recognized that undervalued currencies can be unfairly exploited
 
to build up sizable external surpluses. The Treasury Department
 
concluded in its October 1988 report on :nternational Economic
 
and Exchange Rate Policy that Korea and Ta~iwan "manipulated"
 
their exchange rates within the meaning of the legislation.
 
Following this report, we initiated bilateral negotiations with
 
Korea and Taiwan, aimed at assuring that their exchange rate and
 
other policies contributed to the adjustment of global
 
imbalances. In October 1989, we concluded that there were no
 
clear indications at that time that Taiwan was "manipulating"
 
its currency for competitive advantage within the meaning of the
 
legislation, given the introduction of its new exchange rate
 
system and certain other factors. Regarding Korea, however, the
 
Treasury determined there were indications of continued
 
manipulation.
 

We have achieved progress in our bilateral negotiations and
 
discussions with Korea and Taiwan. Both Korea and Taiwan have
 
instituted more market-based systems for determining the
 
exchange rate. Korea's external surplus has sharply declined
 
and Taiwan's gives evidence of moving in the right direction.
 
We still have concerns, however, which I will discuss in the
 
remainder of my testimony.
 

Since the October 1988 report, the New Taiwan dollar has
 
strengthened by 10 percent against the U.S. dollar, more than
 
that of any major trading partner. Between May 1989 and early
 
March of this year, the exchange rate fluctuated narrowly
 
against the U.S. dollar. Subsequently it depreciated by
 
1 percent, before strengthening slightly. The depreciation was
 
the result of short-term speculation and capital outflow in
 
response to political uncertainties. The Central Bank resisted
 
the depreciation, recognizing that it did not reflect Taiwan's
 
strong economic fundamentals and would fuel inflation.
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In absolute terms, Taiwan's global current account surplus
 
rose by 9.5 percent last year to $11.2 billion. The U.S. trade
 
deficit with Taiwan also increased by 3 percent in 1989 to
 
$13 billion. If, however, one-time extraordinary purchases of
 
gold from the United States by Taiwan's Central Bank in 1988 are
 
excluded, the Taiwanese current account surplus and the U.S.
 
bilateral trade imbalance with Taiwan fell by
 
15 percent and 14 percent, respectively, last year.
 

Following our bilateral negotiations last year, Taiwan
 
instituted a new and liberalized exchange rate system in April
 
1989. Most foreign exchange transactions under the system are
 
now freely determined and the authorities' ability to manipulate
 
the rate has been greatly reduced. Since the October 1989
 
report, Taiwan has taken further steps to liberalize the system,
 
although remaining capital and foreign exchange restrictions
 
continue to limit supply and demand in the exchange market.
 

In light of these developments, we remain of the view that
 
there are no clear indications that Taiwan is "manipulating" the
 
exchange rate for competitive advantage. Taiwan's large
 
external surpluses, however, remain unsustainably high. The
 
Taiwanese authorities need to recognize the need for the further
 
reduction of the surpluses and the continued importance of the
 
exchange rate and of the liberalization of remaining capital and
 
exchange controls in advancing this adjustment process. We will
 
continue to monitor the situation closely.
 

Since the release of the October 1988 report, the Korean
 
won has appreciated by only 1/2 percent in nominal terms against
 
the U.S. dollar. From the won's strongest point, shortly
 
following the April 1989 report, it has depreciated by about
 
6 percent in nominal terms against the dollar. Since the
 
October report, however, the won has appreciated 25 percent
 
against the yen, including 13 percent since April 1989. Thus,
 
on a trade-weighted basis, the won has appreciated an estimated
 
7 percent since the October 1988 report.
 

Following the introduction of a new exchange rate system on
 
March 2, the won has depreciated by 1.8 percent against the
 
dollar, but has appreciated over 3 percent against the yen.
 
These developments largely reflect Korea's trade and current
 
account deficits in the first two months of this year, and
 
capital outflows prompted by the possible introduction of a
 
"real name" financial system (which has now been indefinitely
 
postponed).
 

Korea made considerable progress last year in reducing its
 
external surpluses. The current account surplus fell 64 percent
 
to $5.1 billion compared to the same period last year. This is
 
equal to 2.5 percent of GNP, following a 8.4 percent ratio in
 
1988. Also, our bilateral trade deficit with Korea declined by
 
30 percent to $6.3 billion. On a quarcerly basis, our bilateral
 
trade deficit with Korea has shown no significant growth since
 
the beginning of 1988. These declines continued in
 
January-February of this year and the prospects are for somewhat
 
lower imbalances this year than last.
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These welcome declines reflect a number of factors. The
 
won's past currency appreciation, both against the dollar and
 
non-dollar currencies, is a principal cause. Large wage
 
increases in 1988-89 exceeding productivity gains are another
 
important factor, contributing both to higher export prices and
 
to higher import demand. Korea's on-going trade liberalization
 
program also facilitated import growth. Severe labor-management
 
disputes also played an important role in restraining Korea's
 
export growth last year.
 

Korea's introduction of a new "market average rate" system
 
of exchange rate determination in March is an important
 
development. Under this system, the won/dollar exchange rate at
 
the beginning of each business day is set equal to the weighted
 
average interbank rate on the previous day's transactions. This
 
system's success, however, will depend on how it is implemented.
 
The liberalization of pervasive foreign exchange and capital
 
controls is especially necessary to allow market forces to play
 
a greater role.
 

Also of significance, the Treasury and Korea's Ministry of
 
Finance initiated Financial Policy Talks in late February. We
 
hope to make progress in these talks on problems facing U.S.
 
banks and securities firms in gaining access to the Korean
 
market. The initial round of these talks produced some
 
indications of flexibility in some areas, but follow-up actions
 
have yet to be taken and much more remains to be done in
 
subsequent meetings.
 

Since introduction of the new exchange rate system, there
 
is a lack of evidence of continued direct government

"manipulation" of the exchange rate, within the meaning of the
 
legislation, particularly in view of the developments in the
 
Korean external accounts. We nonetheless remain concerned about
 
the won's nominal depreciation against the dollar. The recent
 
policy measures which aim to increase exports add to our
 
concerns as they could delay the adjustment process. We will,
 
therefore, continue to monitor Korea's trade and exchange rate
 
developments carefully and press for further liberalization of
 
the financial, capital, and exchange markets in the Financial
 
Policy Talks.
 

Conclusion
 

The United States is committed to cooperating with its
 
major trading partners to promote the sound world economy and
 
stable financial system on which all countries' prosperity
 
rests. The success of this effort will also require that the
 
Executive Branch and the Congress work closely to deal with
 
difficul: domestic issues. Our dialogue on the international
 
aspects of U.S. economic and exchange rate policies is an
 
important element in this effort.
 

Thank you, Mr. Chairman.
 

\ .
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From Cold War to 

Trade War?
 

•1By C. Fred Bergsten 

hree global transformations ofhistoric dimension are well underway as we 
enter the 19 9 0s. First, the reforms in the Soviet Union and Eastern Europe,if carried through successfully, will end the Cold" confrontation. War and East-WestSubstantial reductions in military arsenals will ensue. 

Second, the salience of security issues will decline sharply. Economics will move 
much closer to tile top of the global agenda, betweenThe international position of individual coun-tries will derive increasingly from their eco-nomic prowess rather than their military capa-bilityThe status ofJapan and a uniting Europewill rise relative to the United States and,especially, the Soviet Union. Third, the worldeconomy will complete its evolution from the 

America-dominated regime of the first post-
war generation to tripolarity. An economicallyunited Europe, led by' a unified Germany, wil'lbe the world's largest market
trader. Japan 

and largest
is already the world's largest

creditor and leader in many key technologies.International relations will look very differ-ent by 2000 as a result of these transforma,tions. Economics will play a central role inworld affairs, There will be three roughly equal
economic superpowers. The hierarchy 
 of na-tions will shift to a considerable degree. The
US is the only superpower in both military and
economic terms. It alone will remain in the top
rank as the nature of world affairs changes. Butthe US is also the power in relative economicdecline. It is caught in a scissors movement 

increasing dependence on externaleconomic (especially financial) forces and declining capacity 
 to influence
America may soon 

those forces.
 
be the only military superpower, but such status will be of much less
utility in a peaceful world where international


competition is laigely economic.
The American body politic and its political
 

leadership 
do not yetoverwhelming importance, in both economic 
fully' understand the
 

and political terms, 
 of restoring America'sability to compete effectively in the worldeconomy; or of altering the natureleadership in the new milieu. Continued
of its 

ero
 
sion of America's economic position vis-A-vis
both Europe and Asia would further reducethe standard of living. It could also produce anationalist upsurge triggering new trade controls, restrictions on foreign investment and a
generalized 
 withdrawal from internationaleconomic cooperation. Such economic conflict could jeopardize overall alliance relationships and even the prospects for lasting peace.America's world role, as well as its economicprosperity, can be preserved only through the 
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creation of effective new international eco-
nomic arrangements. The US recognized this 
imperative at the end of the Second World War 
and, in very different circumstances, took the 
lead in devising such arrangements. A strategy 
to replicate that enormous achievement, work-
ing cooperatively with Europe andJapan in the 
new tripolar world, should rank at the top of 
the national agenda in the post-Cold War era of 
the 1990s and beyond. 

The Risk of Conflict 
A central question for the 1990s is whether the 
new structure of international relations will 
produce conflict over economic issues or 
healthy competition and cooperation. History 
suggests that there is considerable risk of 
conflict, even spilling over from the economic 
sphere into new political rivalries. The US-
Japan economic problem, in particular, could 
escalate in this direction (with Europe siding 
with America). If Europe were to turn signifi-
cantly inward as it coalesces economically and 
politically, the US could find itself fighting a 
two-front economic war. 

A breakdown of economic cooperation 
among the industrial countries would inevita
bly pervade their political and security rela
tionships. In the short run, this could under-
minethealliedunitythatisessentialtoseizethe 
opportunities for lasting peace offered by 
Gorbachev and the reforms in Eastern Eu-
rope. In the long run, it could produce new 
global divisions that would be profoundly 
destabilizing. Today's economic competitors 
enter the new era, however, as political allies 
with strong security ties and democratic gov-
ernments. Their cooperation over the past 
four decades has largely avoided major crises 
and has proven superior to all historical ante-
cedents. Acentral issue in reordering interna-
tional relations is how to anchor Germany to 
the West. The value of NATO, despite frantic 
efforts to adapt it to the new geopolitics, will 
inevitably decline and thus offer limited help. 

The end of the Cold War could heighten the 
prospect of trade war because of the sharp 
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decline of the overriding security imperative 
that has blunted trans-Atlantic and trans-
Pacific economic disputes throughout the 
postwar period. The US and its allies, partic
ularly West Germany, have made economic 
concessions at crucial junctures to avoidjeop
ardizing global security structures. Removal of 
the security blanket could thus make it consid
erably harder to achieve the needed economic 
cooperation. Such cooperation will depend on 
the achievement ofjoint leadership by the Big 
Three economic superpowers, just as nuclear 
deterrence was maintained by the Big Two 
military superpowers. Unfortunately, the 
world economy has never experienced success
ful "management by committee:' The con
struction and subsequent maintenance of a 

The US is clearly in 

relative economic decline.
 

The value of its bargaining 
assets is likely to fall 

further in the years ahead. 

stable regime in such circumstances is a daunt
ing task. The ultimate paradox of the 20th 
century would be a realization of the Marxist 
prophecy of inevitable conflict among the 
capitalist nations just as the political conflict 
spurred by Marxist ideology was waning. The 
"end of history" might not be so dull after all. 

The Case for Economic Reform 
The history of international economic policy 
reveals that large-scale initiatives are required 
to accommodate changes in underlying power 
relationships, and to resolve thorny individual 
issues by subsuming them in a broader political 
framework. Moreover, far-reaching political 
and strategic considerations underlie most 
major economic advances. The Kennedy 
Round was the global response of the 1960s to 
the creation of the Common Market, and to 
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budding US protectionism. The shift to flex
ible exchange rates and the Tokyo Round were 
the strategic counter of the 1970s to America's 
first postwar trade deficits and to Japan's new 
global power. The Plaza Agreement sought to 
derail the trade pressures which derived from 
the soaring dollar and American deficits in the 
mid-1980s. 

Under fairly consistent American leader
ship, these initiatives succeeded impressively 
through the first postwar generation. But the 
postwar regime was eroding by the early 1'970s. 
American hegemony declined. Unintegiaed 
Europe and reticent Japan could not fill much 
of the void. The institutions began to lose 
credibility and even relevance. Largely as a 
result, currency misalignments and instability 
have become endemic. Huge trade imbalances 
persist. Protectionism and neo-mercantilism 
intensify. Third World debt remains unre
solved. Policy cooperation is ad hoc and 
fragile. The system rio longer provides strong 
defenses against international economic con
flict. To restore such defenses, a uniting Eu-
rope and Japan must join America to provide 
collective leadership. The Big Three need to 
start acting as an informal steering committee 
for the world economy, creating new institu-
tional structures and initiating concrete steps 
to utilize them. 

Such international leadership must rest on 
firm internal foundations. Europe can only be 
a full partner after it achieves Economic and 
Monetary Union (EMU) as well as "completion 
of the internal market." The US can play a 
constructive role only with restoration of its 
international competitiveness through several 
years of convincing reduction in the budget 
and trade deficits along with firm evidence of 
corporate renewal. Japan must international-
ize further through fostering additional pene-
tration of imports of both manufactured 
products (including high technology) and agri-
cultural goods, aconspicuous expansion in the 
presence of foreign direct investors, and addi- 
tional reductions in its current account sur-
plus. Absent such developments, each area will 

lack the internal self-confidence and/or the 
international respect needed for global leader
ship. These crucial internal changes in each of 
the Big Three can be promoted by the adop
tion of international policy commitments and 
specific steps suggested here. Such global com
mitments would underline the need for domes
tic reforms and outward orientation and 
strengthen those groups %thin each that sup
port such a focus. 

A Blueprint for Houston 
Political leaders of the Big Three first must 
recognize publicly the three historical trans
form,,ions and declare their intention to 
construct and maintain a stable international 
economic order based on shared leadership 
and mutual responsibility. Such a commitment 
should be enunciated at the Houston summit 
inJuly, the first of the 1990s, to set the essential 
political framework and begin to define the 
needed initiatives. The commitment wolild be 
credible only if it encompassed effective fol
low-through to translate principle into prac-
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tice. Several major areas must be addressed: 
monetary arrangements including economic 
policy cooperation, trade, the entry of Eastern 
Europe including the Soviet Union into the 
world economy and its institutions, the envi-
ronment, energy, and the needs of the Third 
World. The summiteers at Houston should 
take at least initial steps on money and trade, 
the most essential c.i.ponentb of the package. 

The Big Three should start the process by 
convening an international monetaiN conference 
to launch construction of a new regime to 
replace the Bretton Woods system that col-
lapsed in 1971-73. No system worthy of the 
name has existed since that time, with enor-
mous costs for the world economy. The major 
countries have been groping toward a new 
monetary order since the Plaza Agreement of 
1985. They, have been following a two-track 
approach: the "reference ranges" for curren-
cies adopted in the Louvre Accord of early 
1987, and the "economic indicators" adopted 
at the Tokyo summit in 1986 to guide coordina
tion of national economic policies. But the 
imbalances, still far too large, may soon rise 
again. Little is left of the reference ranges. No 
policy coordination is visible. 

The European dimension is again crucial. 
The EC has agreed to launch a negotiation by 
the end of 1990 to create EMU. A successful 
outcome is highly desirable, both for the 
prosperity of Europe itself and to enable 
Europe to become a full partner in steering 
the world economy. As with trade, however, 

there is a risk that Europe's regional arrange-
ments will run counter to the interests of other 
countries. As with trade, the most effective way 
to ensure reconciliation is to engage Europe 
simultaneously in negotiation to improve the 
global system. The preferred course is to build 
in evolutionary fashion on the reference 
ranges, the Tokyo indicators and the European 
Monetary System (EMS) itself The key coun-
tries would agree to set zones for their curren-
cies which, given reasonable consistency of 
domestic policies, would avoid large current 
account imbalances (and thus limit both finan-

July/August 1990 

cial risks and protectionist pressures). The 
zones would be shifted in response to differ
ences in national inflation rates and to major 
changes in the world economic environment, 
such as large jumps in oil prices. But the 
countries would otherwise pledge to adopt 
new policies as needed to preserve them. 
Other policy instruments would be adjusted if 
necessary to achieve internal economic goals. 
Surplus and deficit countries would share 
responsibility for initiating adjustment meas
urcs, with the mix determined by the needs of 
the world economy as a whole. The Interna
tional Monetary Fund would play the critical 
"honest broker" role in providing forecasts, 
analyses and policy recommendations to guide 
implementation of the system. 

It would be essential to reach agreement on 
the broad outlines of such a new regime prior 
to convening the launch conference, to make 
sure that the meeting itself conveyed a clear 
sense of harmony and common purpose. The 

The ultimate paradox of the 
20th century would be a 

realization of the Marxist 

prophecy of inevitable 
conflict among capitalist
nations just as Marxist 

ideology was waning. The 
"end of history" may not be 

so dull after all. 

Houston summiteers could direct their fi
nance ministers to provide such a blueprint by 
the end of the year, and set a date for the 
conference itself in 1991. 

Inevitably, the details will take time to de
velop. But the global negotiation should pro
ceed in parallel with European regional inte
gration in any event. Moreover, the new regime 
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should be implemented only when actions have 
been taken that promise subsequent correc-
tion of today's huge imbalances. The sum-
miteers and their monetary officials, in addi-
tion to launching the systemic reforms, should 
also work out national commitments for deci-
sive fiscal adjustment in the US, for structural 
liberalization in Japan and Europe, and for 
further changes in exchange rate relationships 
among the Big Three. On trade, the immediate 
key is a successful Uruguay Round that would 
convincingly resume market liberalization and 
refurbish the credibility of the General Agree
ment on Tariffs and Trade (GATT). Realization 
of the Round's full agenda would move signifi-
cantly in these directions by expanding inter
national agreements ol agriculture and safe-
guard measures, broadening the rules to 
encompass services and intellectual property 
rights, reintegrating textile trade into the 
GATT, and improving the dispute settlement 
process. A strong push from the Houston 
summit is essential to achieve these results,just 
as the summits of the late 1970s were decisive in 
pushing the Tokyo Round to a successful 
conclusion, 

Much more is needed, however, to make a 
quantum leap in the effectiveness of global 
trade arrangements. "Ihe Big Three should 
thus agree at Houston to push for the imple-
mentation of four sweeping new goals no later 
than 2000 (except perhaps by the poorest 
countries): elimination of all tariffs on indus-
trial trade, a complete ban on quantitative 
trade barriers including "voluntary export 
restraint agreements:' a sharp expansion in the 
mandate given the GATT to police the system, 
and creation of a "GATI for Investment" to 
provide a stable framework for international 
corporate activities (and help resist protec-
tionist pressures in this area). World trade and 
investment would become essentially free of 
governmental impediments at the dawn of the 
21st century, within a much more effective 
institutional framework. These proposals 
should be taken up promptly after the sched-
uled conclusion of the Uruguay Round at the 

end of 1990. This would enable the liberaliza
tion process to continue moving forward, 
avoiding the post-negotiation malaise which 
permitted substantial protectionist pressures 
to flourish after the conclusion of both the 
Kennedy and Tokyo Rounds. It would also help 
ensure the outward orientation of the EC by 
maintaining its engagement in multilateral 
trade bargaining through to the culmination 
of its new regional compact. 

The Big Three need to 
start acting as an informal 

steering committee for the 
world economy. 

From an American standpoint, there are 
important strategic reasons to launch these 
efforts soon. The US still retains enormous 
economic power, particularly through its huge 
market (for both goods and investments) and 
the dollar. America's security pre-eminence 
remains vital through the East-West transition 
period. The US has much closer relations with 
both Europe and Japan than they have with 
each other, enhancing its ability to lead the way 
to a new world order. But the US is clearly in 
relative economic decline. The value of its 
bargaining assets is likely to fall further in the 
years ahead. It thus behooves the US to move 
sooner rather than later to promote construc
tion of a new system that will promote both 
global economic and political stability and its 
own national interests. It would be an affirma
tion of continued US readiness to assert 
international leadership -albeit ofan altered 
nature-in the post-Cold War era of the 1990s. 

Dr. Bergsten is the director of the Institute for 
InternationalEconomics. He served as Assistant 
Secretaryof the Treasury in 1977-1981. 
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Preface
 

hen historians look back upon the 
1980s, they are likely to be as im-

pressed by the transformation of the position of 
the United States in the world economy as by 
the dissolution of what used to be cafled the 
Soviet bloc. The precipitous development of 
enormous U.S. fiscal and trade deficits through-
out the decade together with the rise of East 
Asia and the coalescing of the European Com-
munity have created a multipolar international 
environr. 'ent that stands in striking contrast to 
the concitions prevailing after World War II 
when the United States emerged as an unchal-
lenged economic hegemon. These events have 
also generated increasingly insistent demands 
that government devote more of its resources to 
protecting the nation's future economic welfare. 
All told, they raise new questions at home and 
abroad about the United States' -capacity and 
willingness to sustain its economic leadership. 

How will America's relative decline 
from unchallenged economic hegemon after 
World War II to one among equals in today's 
highly competitive international environment 
affect public attitudes at home and relations 
with our allies overseas? J-chw can America's 
alliance commitments be supported in the face 
of growing budgetary pressures and our now 
prosperous allies' reluctance to assume a larger 
share of the burden of "the common defense"? 
What, if anything, should the government do to 
preserve and enhance the nation's industrial 
vitality? And how will the United States' preoc-
cupation with its economic future affect the 
ability of developing countries to cope with the 
demands and pressures of a les.s forgiving world 
political economy? 

To examine these questions and some of 
the answers that have been given to them, The 
Johns Hopkins Foreign Policy lnstiiute (FPI) of the 
Paul H. Nitze School of Advanced International 

ALVIN PAL. DR SCER isFel ow at the John I pkns Foreign Pol-, 
Institute. He was formerly prnapal deputy asstant secretary o stite 
for comgereional aflairs. 

Studies (SAIS), during the academic year 1988
89, conducted a series of meetings devoted to 
examining the impact of the changes in the in
ternational economy on the United States' role 
In the world. On three occasions, experts and 
policy makers familiar with different aspects of 
U.S. foreign economic policy were invited to 
share their views with other representatives of 
the foreign policy community and the media. 
The papers that were commissioned to provide 
a starting point for these discussions have been 
revised by the authors and are now published 
by the FPI in the belief that the views expressed 
in those meetings deserve a wider hearing. 

A s was to be expected, no consensus 
1 on the necessary prescriptions for 

America's economic dilemmas emerged either in 
the papers that were presented or in the debates 
that they served to provoke at the FPI. Yet 
some fundamental points were held in common. 
Thus there was general agreement that 
America's relative decline is less a reflection of 
the deterioration of the nation's inherent eco
nomic strength than it is of the progress of our 
leading allies. By aty standard, it was agreed, 
the United States is today far richer and eco
nomically much more powerful than it was in 
the late 1940s when unique and ephemeral cir
cumstances made this nation the world's pre
ponderant economic power. 

By tlY same token, the emergence of 
powerful competitors in an open international 
economy and the dilution of American economic 
dominance in an expanded world output were 
commonly recognized to be the natural and 
desirable results of America's postwar foreign 
economic policies. Far from representing a mea
sure of American failure, the emergence of vi
brant, ambitious economic powers in the west
ern half of Europe and the Pacific rimlands of 
Asia underscores the great success of America's 
postwar vision. The rise of East Asia in particu
lar, as former deputy defense secretary William 
H. Taft IV observed, represents the achievement 
Of a long-standing U.S. strategic objective: the 
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consolidation of a number of wealthy, politically 
stable, and increasingly open and democratic 
states in a region not long ago marked by pover-ty, dictatorship and war. 

Finally, the participants in these discus-
sions shared an appreciation of the possibility 
that the new international economic circumstanc-
es also create opportunities for redistributing the 
burdens of safeguarding western and interna-
tional security. With or without fundamental 
and permanent change in the Soviet Union, 
Eastern Europe and elsewhere in the communist 
world, the development of new sources of cco-
nomic strength has combined with the political 
and social recovery of World War Il's defeated 
powers to create conditions in which the United 
States may approach other states as partners in 
and contributors to (rather than mere beneficia-
ries of) the effort to preserve an open interna-
tional system. 

B ythe same token, however, as the 
contributors to this volume make 

clear, the new international economic conditions 
also create important challenges to U.S. policy 
makers. Thus Secretary of Commerce Robert 
Mosbacher does not hesitate in his contribution 
to this volume to flaunt the many achievements 
of the U.S. economy in recent years-including
eight years of continuous economic growth, the 
longest acetime expansion in the nation's 
history, the creation of twenty million new jobs,
the halving of the national unemployment rate, 
and the sharp drop in inflation after 1982. Yet 
Mr. Mosbacher also pointed to the need to take 
specific policy actions to safeguard the economic 
foundations of U.S. national security and to 
enhance the nation's ability to compete in the 
global marketplace. It was over the specific 
prescriptions to achieve these goals that Mr. 
Mosbacher and his colleagues disagreed. 

As a fundamental policy premise, Mr. 
Mosbacher reiterates in his contribution to this 
volume the longstanding commitment of the 
U.S. government to the multilateral trading sys-
tem and to the expansion of world trade through 
the current Uruguay round of negotiations in the 
General Agreement on Tariffs and Trade 
(GATT). But he also asserts that the United States 
must be prepared to deny access to its market as 
leverage to pry open those of its trading partners.
And he asserts that the U.S. must express itselfvigorously on specific trade-related issues, such as 
rules-of-o gin and local-content requirements
pending before the European Community, as well 

as other potentially trade-restricting regulations 
pertaining to standards, testing, and certifica
tion. * 

At home, Secretary Mosbacher warns, 
there is a pressing need to lower the cost of 
capital to American firms. Accordingly, he rec
ommended reducing the fiscal deficit of the 
federal government. In this, of course, he is not 
alone; vigorous action to reduce budget deficits 
is perhaps the single policy recommendation 
endorsed by all participants. Mr. Mosbacher 
also supports increasine the size of the domestic 
savings pool available ror investment by cutting
the long-term capital gains tax rate. He suggests 
that long-term investment in high technology 
industries be stimulated through such tax law 
changes as making permanent the current tax 
credits for research and development. In addi
tion, he endorses a relaxation of antitrust laws to 
enable U.S. firms to work together more closely 
to compete with larger international rivals. 

In a separate contribution, William H. 
Gray III (D-PA), the majority whip of the U.S. 
House of Representatives, addresses the issue of 
defense burden sharing. The basic security 
structures of the West-NATO and the bilateral 
security treaty between the United States and 
Japan--should not be abandoned, Mr. Gray is 
careful to stress. Yet the time has come, he 
declares, for our allies in both Asia and Europe 
to assume a greater share of the costs of the 
common defense. Far from calling for a with
drawal from the far East and West, he argues
that updating existing security structures by 
redistributing defense costs is the most effective 
way of ensuring the continued viability of our 
international commitments in this dramatically
turbulent new age. 

Having chaired the House Budget Com
mittee, Mr. Gray is in a position to judge wheth
er the United States has the resources to do 
what is necessary to provide for our national 
security, and his remarks on this point are tell
ing. The Reagan and Bush administrations' 
refusal to raise taxes to support our defense 
expenditures, he notes, and Congress' reluctance 
to reduce domestic expenditures have resulted 
in a political and fiscal impasse. And the de
mand s for greater defense burden sharing by 
our allies now emanating from Capitol Hill, are 
directly attributable to this domestic fiscal 
squeeze. 

The public, Mr. Gray observes, is keenly 



PREFACE/5
 

aware that the Europeans and the Japanese are investment opportunities, Weidenbaum argues, 
relatively richer while we are relatively poorer has not been good either in this country or 
than when the burdens of common defense were abroad. Older established firrils tend to know 
first allocated. Therefore, as long as the Bush better how to seek and obtain government re
administration refuses to raise revenue and the sources than newer more innovative companies, 
fiscal deficit remains large, he warns, there is no and thus taxpayer assistance is directed to the 
way that Congress is going to gut social pro- firms least able to utilize it efficiently. 
grams for poor Americans to pay for the defense 
of rich Europeans and Japanese. Mr. Gray's In a final contribution, former Bolivian 
remarks, it should be noted, were first made at finance minister Juan Cariaga focuses on the 
the FPI in December of 1988. Since then the problem of debt-related hyperinflation in Latin 
pace of world change has accelerated, and the America, a serious danger to social and econom
prospect for a constructive transformation of ic stability in Latin America that the United 

st-West relations has improved dramatically. States and the rest of the international communi-
The evens of the past year have not, however, ty have largely failed to recognize or respond to. 
altered Mr. Gray's fundamental views concern- Specifically, Mr. Cariaga urges that the United 
ingthe U.S. fi.cai squeeze and the need for our States firmly support structural and sectoral
allies in both Europe and Asia to contribute adjustment programs designed by the interna
more to the common defense. tional financial institutions to restore economic 

equilibrium in the developing countries; that it 
rrl he changes in the international politi- deploy its food aid rapidly and directly to bol

5ins 
increasingly urgent demands for new thinking in adjustment; and that it direct its development 

I cal economy have produced not only ster those countries undergoing the p of 

U.S. foreign policy, but have also reinforced calls assistance programs to focus on alleviating the 
for a reconsideration of basic economic policies, extreme poverty that so encourages the profit-
Should the U.S. government, in the face of new able production of illicit drugs. 
international economic realities, now begin to 
consider playing a more active role in stimulating Along with the long-festering and largely 
and supporting private investment? On this is- unresolved Third World debt problem, hyperin
sue, we were particularly fortunate to have re- flation poses an acute danger to social and polit
ceived the views of Murray Weidenbaum, a for- ical stability throughout Latin America. Mr. Ca
mer chairman of the Council of Economic Advi- riaga draws a number of useful political and 
sors, now of Washington University in St. Louis. economic lessons from Bolivia's highly success

ful macro-economic stabilization plan. Privatiza-
Dr. Weidenbaum argues that the high tion, rigid fiscal discipline, tax restructuring, and 

cost of capital in this country imposes a crip- a reorientation of monetary and exchange rate 
Fiing burden on U.S. business and that, there- policies were all combined to transform one of 
ore, action must be taken to reduce the federal the orest countries on the continent into a 

budget deficit. Beyond this, however, he stress- model of successful reform that is no, being 
es macroeconomic rather than microeconomic showcased by the international financial institu
approaches to the competitiveness issue. In his tions to other developing nations. 
view, taxpayer financed assistance to firms in 
strategic sectors, whether called "federal bail- T he editor and authors wish to ac

the ofouts" or "business-government partnerships," is T knowledge contributions 
generally wasteful and, at best, serves only to James Auer, Chun-Shyong Chang, Max Corden, 
shift investment from areas favored by private Edward Lincoln, Henry Nau, Charles Pearson, 
business to those supported by government Myer Rashish, and Nathaniel Thayer; their valu
planners. able comments helped to improve this volume. 

The track record of governments APD 
attempting to pick and choose among alternative April 12, 1990 
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IMPLILATIONS OF CORPORATE INDEBTEDNESS FOR HONETARY POLICY 

The extraordinary Increase in reliance on debt by U.S. business in the
 
1980s has generated widespread concern that overextendad borrowers may become
 
unable to meet their obligatiois and that proliferating defaults could then 
lead to some kind of rupture of the financial system. with ensuing consequences
 
for the nonfinancial economy as well. The thesis advanced in this paper.
 
however, is that the more likely threat posed by a continuing rapid rise of
 
corporate indebtedness is instead a return to rapid price inflation. In
 
particular, a review of recent developments lead to four specific conclusions:
 

First, problems of debt service within the private sector are more likely
 
to arise among business borrowers, nct households. Because businsvses, and
 
especially corporations, have used much of the proceeds of their bnrrowing
 
merely to pay down their own or other firms' equity, their interest payments
 
have risen to postwar recort levels compared to either their earnings or their
 
cash flows.
 

Second, despite :hes* high debt servico burdens, debt default un a scale
 
large enough to threaten the financial system as a whole is unlikely in the
 
absence of a general economic downturn. But the sharp increase in indebtedness
 
has made U.S. businesses crucially dependent on continued strong earnings
 
growth.
 

Third the consequent need to prevent a serious recession -- so as to
 
preolude the possibility of a systemic debt default -- will increasingly
 
constrain the Federal Reserve System's conduct of monetary policy. The Federal
 
Reserve's reluctance to risk a situation of spreading business (and LDC) debt
 
defaults, especially with the U.S. commercial banking system in its current
 
exposed position, will increasingly prevent it from either acquiescing in a
 
recession or bringing one about on its own initiative.
 

Fourth, over time this constraint will severely limit the ability o'
 
monetary policy to ro.tain or reduce price inflation. Episodes of dis]
 
in the United States since World War II have invariably involved busi'
 
recessions, including declines in business earnings and increases ir,
 
bankruptcies end defaults. If the economy's financial system has beco,.
 
fragile to withstand any but the shortest and shallowest recession, it ik
 
unlikely to be able to support a genuine attack on inflation by monetary
 
policy.
 

Benjamin H. Friedman
 
Department of Economics
 
Harvard University
 
Littauer Center 127
 
Cambridge, MA 02138
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Mixed Diagnosis From the IMF
 
WASHINGTON - Jacob Fren-

kel. the International Monetary 
Fund's research chief, recounteu a 
.good news, bad news* story last 
week, as a preface to his agency's 
latest world economric checkup. 

A doctor, said Mr. Frenkel, told 
his patient that the ugood Dews* 
was that be had five days to live. 

'Whav's the bad news?" asked 
the impatient patient. Replied the 

TRADE SCENE 

Richard 
Lawrence 

doc: "I forgot to tell you that four 
days ago." 

The anecdote, it turned out, had 
little to do with the world econom-
ic outlook, as perceived by the 
IF'a ecnomists. 

World economic growth this 
year will moderate, but It will pick 
up next year to about 3% as infla-
tion declines, according to the IMF 
consensus. World trade volume 
won't grow a" fast as in recat 
years, but will still average more 
than 6%-a-year growth in 1990-1. 
Mr. Frenkel's ecouomists estimari. 

Hardly any really bad news 
there. Add to that IMF optnism 

about the benefits to flow from 
Germany's unification, the appar-
ent confidence in Japan's continued 
economic robustness and a sense 
by IMF staffers that the four Far 
Eastern tigers - Taiwan, South 
Korea, Hong Kong ant Singapore 
- are past their days of super 
trade surpluses.

But perhaps most surprising is
the IMF staff's Latin American 
scenario. It projects an economic 
surge next year - as much as 4.2% 
growth for the region, with infla- 
tion plummeting from an average
of more than 5OZ% lazt year to less 
than 30%. 

All this ispossible, say IMF fu-
turologista, if Argentina, Brazil and 
nonlic reforms.P carry troughe right eco-

Not so big an "ifaccompanies 
the prognosis for German unifica-
tion, which IMFors apparently be-
lieve can bring nothing but eco-
nomic good. With unification, it 
says. will come a German invest-
ment boom and surging consumer 
demand, and thereby more sales 
opportunities for the world at 
large.

Those sales, say IMF econo-
mists, will help offset any rise in 
world interest rates fueled by unifi-
cation ec, omics. All West Germa-
ny has to do, they say, is manage

tIts fbcal and mone ary policies
with prudence, 

And wSo knows financial pru-
lence better than the Germans? 

As an extra bonus, the IMF 
economists suggest, West Germa-
ny's excessive international pay-

ments and trade surpluses finally 
may start tumbling down. 

Like just about everyone these 
days, the IMF is fascinated by 
Eastern Europe. The region, it 
forecasts, is in for further recession 
this year, but as early as next year
it could rebound, however modest-
ly, as reforms take hold. 

Nobody seems more hopeful
about economic reform In Eastern 
Europe thao ;ichel Camder',s, the 
IMF's rnagLig director. 

Poland, which has adopted IMF-
style 'shock' economics, isalready
showing results, he says. He c,trm 
rising foreign reserves, sharply 
lower inflation, a budget surplus, a 
stable zloty and a much improved 
ance.Polish international payments 

And hadn't Poland been seen as 
Eastern Europe's basket case? 

U there's clearly "bad news" in 
the IMF crystal ball, it's the out-
look for sub-Saharan Africa. A few 
countries - Ghana, Mozambique, 
Nigeria and Uganda - are posting 
some impressive economic gains, 
but for most others in the region 
the prospect is just more stagna-
tion, say IMF staffers,

Meanwhile, they let it be known, 
the world's wealthiest countries, 
sometimes known as the Group of 7 
(the United States, Japan, West 
Germany, Britain, France, Italy
and Canada), are not doing all that 
much to help. 

Two years ago, the Group of 7 
ballyhooed a plan to help relieve 
sub-Saharan African debt. How 
much is it amounting to? About W 

million a year spread over 14 coun. 
tries, the IMF discloses. 

The outlook for U.S.-Japanese 
economic relations isn't all that 
good, either, if you read between 
the IMF report's paragraphs. 

The IMF crusensus is that next 
year the recent improvement in 
the payments balances of the two
countries will reverse sharply. The
U.S. payments deficit and Japan's
surplus could start approaching the 
record highs of a few years ago, 
the IMF warns. 

A weaker Japanese yen, an an
ticipated rebound in the US. econo
my and slower economic growth in 
Japan next year are behind this 
forecast
 

TheT e IMFI F of r e ea 

sons for concern about the U.S-Jap-. 
offers yet t eother rea

anese imbalances. The longer they
pemist, it says, the harder they will 
be to overcome. Moreover, it 
doubts that the recent rise in Japa
ne3e investment in U.S. manufac
turing will have more than a limit-' 
ed impact on the imbalances. 

li the IMF is right, the U.S. and 
Japanese trade gap will widen just
at the wrong political moment, asU.S. and Japanese pledges of eco-. 
nomic cooperation - remember 
the Structural Impediments Initia, 
tive and Super 301? - are supposed 
to start closing the gap. 

Now that's bad news, even for 
Mr. Frencel's doctor. 

Richard Lawrence is a senior cor
respondentin The Journal of Com
MIfl-'s WaSNb0gD bureau. 
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Borderless Economy
 
Calls for New Politics
 

SEconomy: The world ison 

the threshold of a quantum leap 
not
inmaterial wealth,ifit's 


derailed by nationalist emotion. 
-

By KENICHI OHM 
Sony purchased Co-TOKYO-When a

lumbla Studios and Mitsubishi bought 
ockleler
tmlianialintres
interest inm Rokefeller Center.entr.

substantial 
the opinion pages of American newspapers, 

reflecting the political mood, warned of a 

"Japahese invasion." Japanese coxnenta-
tor responded in their columns and on 
the Ufront pages with charges of"bashng" 
by the United States. 
Yet the financialsections of these news 


papers discussed the same events in terms 
of "joint ventures" or "corporate tie-upt." 

These divergent perceptions-which are 
likely to be repeated with the latest news 
that Japanese concerns plan to purchase 
Southland Corr. (7-Eleven stores) and a 
major interest In Saks Fifth Avenue-l-
lustrate the conflict between fact and myth 
that has led to so much acrimony between 
the United States and Japan. The opinion 
pages reflect a fiction rooted in the 19th-
Century notion of the nation.state. The 
financial pages reflect the reality of today's 
borderless economy. 

Because of this borderless economy, the 
world stands at the threshold of a quantum 
leap in material wealth-if this promising 
future is not derailed by nationalist emo-
tion. 

The economies of the great global trh- works in Germany. The consumer desires 
soad-Amenca, Japan and Europe-are 

interwoven that loosening a few threads 
could unravel the entire cloth and -Ypose 
us all to a depression. 

We often hear about Japanese invest
ments in America. but tend to forget that 
the reverse situation also exists. IBM Japan 
has more than IVW corporate affiliates 
and more than 19,000 employees in Japan. 
Texas Instruments is Japan's strongest 
competitor in the production of semicon-
ductors. Edtte Lauder is Japan's most 
successful cosmetics manufacturer. In 
1989, the top 2,000 American companies 
operating in Japan had an annual produc-
tion value greater than that year's $49-bil-
lion US.-Japan trade defirit. 

This tranenationalisn, is particularly 
clear in the auto industry. Ford owns about 
25% of Mazda. General Motors, with 34% 
of the stock, is the largest shaieholder in 
lauzu and owns 5% of Suzuki Chrysler 
owns 25% of Mitsubishi 

Nissan and Toyota have established 
major auto plants in the United States. 
Honda even exports cars back to Japan 
from its American plants 

In Europe, Ford and GM each share 
about 12% of the European market. Mit-
subishi and Daimler-Ben- are negotiating a 
plan of intensive coope. ation in automobile 
technology. -Drospcce and microelectron-
ics. 

It is difficult to designate the nationality 
of these successful global corporations 
They fly the flag of their customers, not 
0:" ir country. They thrive on the loyalty of 
denitionalized consum eis. 

The key to enduring prosperity for any 
nation lies in recognizing the emergence of 
the "triad marketplace" and actively par
ticipating in it. Insiders will proh-ier and 
grow strong Outsiders and proteconists 

plenty of choices. 
The borderless economy has two key 

characteristica: global commonality and 
regional differentiation. 
As national boundarie sse iiince 

for both consumers and corporations, the 
commonalities of the triad become more 
Important than national differences. At the 
same time, regions within r-uonal bound

aries have very distinct attributes, tastes, 

needs and interests. This means, for exam

ple, that Osaka might compete with Tokyoand Los Angeles with New York. 
mttTo be successful, corporaon 
uoration
o b suessfulc 
as

adopt a strategy of "global localization,' 

S 'i a o orta ha hrsdion" with a 
multilocal approach. This 'imply means 
that successful companies will base their 
tstrategies on an appreciation of the unique 

character and needs of regions within 
national borders. 

Most Japanese companies have learned 
to differentiate their marketa in the United 
States by regional attributes. For example. 
they have seen that subcompact cars sell 
best inthe heavily urbanized regions while 
irger car seem to fit the tastes of 
consumers in the Midwest and South. 

By contrast, most American businesses 
till view Japan from 12,000 miles away. At 
tat distance, Japan's regional consumer 
patterns are as indistinguishable as mdi
vidual stars in the Milky Way. 

But the commonalities of the triad econ
omy are far greater than the unique 
attruutes of localities. In our management 
consulting work, we have found that 80% 
of what applies in the United States also 

of the Japanese shinjinrui-the generation 
younger than 30-are far more smilar to 
the same generation in Los Angeles or 
Pais than they are different. 

[0
 
As national borders continue to erode, 

what will emerge? 
The future's winners will not be nations, 

but regions, such rs Alsace-Lorraine, 
Wales, Kansai or Orange County. The 
winmng corporations will be those that 
i,-rve the global consumer well. 

Politicians around the world will have to
 
turn their energies away from preservation
 
of the status quo to the more important
 
mission of creating a political framework
 
for the borderless ecornomy.
 

The European vision does not extend 
beyond 1992. The Japaiese vision is even 
more shortsighted: We Lave been meekly 
hiding behind America's nuclear umbrella. 
implementing the obsolescent assign
ments of Gen. Douglas MacArthur. Mean
while, the end of the Cold War has 
removed America's postwar sense of 
mission. 

A borderless economy inside a political 
vacuum spells penl Without a workable 
framework, the danger is great that new 
villains will be created to put flesh on the 
old skeleton of nationalism. Without the 
Rissians as archnvals. might an America 
without a mission cast the Japanese or 
Germans inthat role? 

A xenophobic scenano such as this is 
what most threatens our full passage to the 
borderless economy. Only the creation of a 
poliucal culture that reconciles the duality 
of citizen and consumer can clear the way. 

Keniwhi Ohinae, a management consltant 
in Tokijo, is the authorof "Reym- National 

Japan and theBorders Reflections ui
will wither because they will be unabic to 

Pf erswho h;,'t World."S, 'U, lie X -wX4 
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d g long-term US economic outlook than in the present Wshington ve I lare,ti.seemed anap.conclu which go 
Sion for a Wall Street analyst to draw amment market 
from the US economic tlit a The savings and loan crisis will 
Under the surface. It is true. h have a cumulatively deflltonary
trends looked rather Is latIdy (a.n effect aslVowing suma of revenue areImsfavourable), but their tale o(prof
Is aqiea threatened rce idon diverted from goodsand services to'sdt maintaining Interest payments on 
rising bankruptcies insured depoelts,was familiar or on themoney bor 
nough to hebooing too,Not even rowed to paythem off 

aecurrenaposabibleaJap 44 supply IsCredit demand iaweank. 
t the Us lsts by heightened apprecia. 

could keep readers awake for long tion of risk The banks are also 
see re trom Ima.te onraned 

Leat week, though, news broke, t h e t u b a playing adesLtbilliing role Mr Green 
thug thee wu somedispute out span. rejrtlnz to the Senate on the 

t It was. i"nftiUn 1mmot rehllseJot• survey o(major banks, 
aurkets;""Jpanese sall-o rocks besome ood nwto o- whichdid US INFLATION said: "During the pastsIx months ' 
hods" Them In prto pl no en- not gitInto the Treasury computer large majority of respondents hld 
trdetilon here. i news sbout model. It will not man much for becomeIeee wrling to make construc. 
Inflstion might wl frighten Jp e growth though. .,% ton Ios, while about one-fh were 
fund managers,but the reported Japa The Inflation story Is a tale of 0.3 - tee willing to extend buslnesacredit 
Ne fattt begantwo days befor, par cant - the difference between the Generally, they cited leanLavoumble 
the Wn1101ofigures wire publi had actual 0.5par coa rim In the indes in economic conditions as the moat 

It to possible, then. that the ioft. February and the 01 increma which 4%_ _ Important factor leading to their pol
' -_ __ - icy Chan"etifgreseemae to look worm muarkt economists hadfoecast. Thisthan they relly were by the market wanpartly over-optim sm about food Mr Green&pensid that this might

fal. which brought the long bond andenergy: analysts badeslpced the have -potantal efecte on the level of 
ows pe-ct and blue chip equl oil Industry to trim products prices 3% 1 local economc actlvty." a charscter. 

tis down per cent du.ln the week. raba mor promptly than they did ltically restrained description of 
Commentators can .ldom msst In rpuona to falling crude oIl prie. what could be the met pot'vt dens 
explaining market movements In They &Leomm to have under-si totof allMeanwhile. borro ,re seem 
Larmsof any suitable news. mated the effect of the continuing 2"." to be Imposing their own restraint 

This certainly appears to be the dmought In California. which is the Ther was virtually no loan growth In 
view of the country's root senior majora-,rce of fresh produce In US iecember or January. but an annual 
economy-watcher, Mr Alan Green. food storm at this time otyear. LoedIncrease of 5. per cent In Febru 
oven. the Feraal Rerve Chairman However, It weai the level of -a 1% w7. The monthly average for IN 
In written evidenceto s Senate com- inflation' - all Items ls food and was 6gTheeont.lywet otoso 
mittes two days after the consumer energy - which atr i The irman went on t show 

i ws, his only remarksabout aet comments. ThIs reachd U- why thIlngs might .et worse as a 
Inatowere thes : b central ton annual rate of 7. percnt In ths rst e remultof the coll pe Afthe junk bond 
dency of the Fodoal Open Market quar after running as 4 to Ue market The los of willliquidity

Committee forecasts that Yeam ,kei affect of highlysuggests cant forthe previous is dtrectly the ability
Mot meinlrs are of the view that a third of this acceleratlo. aoi a leversed companies to refinanceth det an y prevent them 
w p towardlona consumar third of the unexpected 0 pr m 

P-ie infla sel in asevts trch off, sinceton pay them 
Yearwithout a s rimtnthe woman' clh . W a Jades many d the buyer have them lvese 

unemployment rate." rose49 per cent id Iw o lle. Owler relied on junk bond finance This 
The bulk of his siatsmant was co. fiing just0Jpercel In Ihtpswrm _ smoudslike what the London market 

earned with rIalk In the commercial it months toeg . .usedtocall "pig on pork " 
credit market which could easlly The clothing pric om lwetw4 * 0 Personal spendin has been sub 
caume•sahl rim inunetmployment be regarded s sini nd thmese dised, and seamslikely to remain too 
This sugests that the narket andthe Issome Lip thai the industry is try. weak to lead a recovery. despite a 
comm ntator may have ben dwell- tng to take advaintue at qsota reported revival In confidence Perils. 

ion, but ithasall heppi07 1Ca tetn00optmIs -sand sta pessimists
Commercial building There avuehea t hm, __e___l_ _.0 1 .. - talk of corsumer-ld growthcasThef i prous Bil evidenceto 

away as prices relapsed forateems to be beading for Jw wms Wjmnw sliplat maketesworse. he heesdingl a major pause, the hackthem. The picture Istypical of a 
leHi, and staved adown. s e11h

aotajr pause, Iii? result the -;t=&number of we- oE- sad to lated? The v- and durables, and some of the money 
sajor pause, th Zw a di result of past over-bullding, and bank weakoutlook, with weak salesof car 

iled Is itlWi fiance for new projects hasvittually
of past over-building 119,0 ayeVanshed Ini beak. 65m i IsmK but ON eatraging dried up in many regions. saved spilling over Into cloths and 

appa to b,. Ugbdna Suit retel,_rpcy; the srvirvrs try. 013the poldieide, t 0 Public spndin ,aspicta other non-durables Total sales 
In pian to tlj-';i r: andequip level and In dalence, is1sing Increab in the first quarter wei 5.6 per centgin. Increases M 

ong of beadnews In a hard- were 51 perog[on the w as T toy of d ipo nt spo n ' perces. In I0, Ingly squeedr MostUS states oper- up on I , pri s up
First. however, the headline news pre ad indtstry couldhave wider following a10.0par cent ecua: rim in ate on bliancedbudgrt rule. These cent. Meanwhile previously sceptical 

of rliin Inflation end an ImprovIng t~ on. Alls-a prfts i mnou . This i 'Aslowdown (and I.ewfor. are economically destabillalng academics heve agreed with sonic 
trade balance muat be analysed factring f by nearly e quarte' In sence is Psully short of stated beaus they require expenditure cute economists thatprivate oy.ae market 
brifly The trade figures were indeed t yr to idl to the : .lIplance), bv. stIll enough to austain or tax increases when other activity Is tog Is likely to go on rising for the 
t Pectedly good.and might have fgures. which unfostlmlYt-1 eom ,'wthtn the economy. If the slowtlg There is plenty of anecdotal time being for purely demographic 
caused more celebration i themarket pro iatsrom ajet . tradebalace continues to Lmprove- evidence of this In the Metro ect.on rmasons 
had been going up In a weak market. SoameMctis of retailing. andsme dspite the Treasury forecast - that of almost any daily newspaper. Aure- In short. the reasons which sup
tha weretraled asarnaberration. services - notably airlines (and would beanother bull point. Unortu. p fIu"a . hard to come by untl ported recession forecasts at the turn 

"hisis also the official readirig the recently restaurantl) hve suffered nataly the list of bear pointsJilot long aer the event of the year ire still in place. and 
Treasury, by colncdence, marked the worse There have been consumer 0 Construction is facing generally On the national level the Gramm. looking stronger Why. then, have the 
news with a wa ing that the trade complaints that domestic air fares very weak demand. Housebuilding Is Rudman rules, which aim to reduce fat .,stsgone out of fuhion' Mainly.
balancemight Dow get wore At the have risen steeply ashard uns have lowing down from Itsbrief spurt na the budget deficit through automatic probably, because they have been 
saetime the Departnt of Co- thinned the competilve fiteld.These trol'll January Permits for future spendingruts II necessary. could have wrong so far Nothing u inore trying 
mfoe Issued the first offictl forecast [arincreases often fl to stick Sim starts inMarch were s per cent down a similar effect. Last week Budget than wlting fora premature forecast 
ofrthe benefit which US tradeis likely latnews may well be heard before se Fsbniary. and the lowest monthly director Richard Darman eaid that to come right. But as stale duller 
to enjoy from the builduofJapanes lonInto furnlture retaling, which has totel for sevenyears. The causeseems Congreanshould be looking for a fur bears learned in 1915.and as those 
car production to the US - tlmbn recently had a high casualty rt,.So to be as demographlc as a tht iSlltn in cuts on top of the 836bn expecting Inflationmuch to slow down may 

tar recant Inflation ileannually by the end of next year as this Is true. remult of high Interest rates; the whole requested by the President to compen learn next month. sound forecasts can 
Som of the improvement last year ls lagged responseto cost rm long Mgo. house market is now extrvmely slug satefor the economic slowdown. The remain sound even when they are 
learly from this source, sothere may Time may work a cure; lighter mna- gJah Commercial building seem to cuts, of course are for the year beginning to gather dust. 

isV
 



THE NEW YOREK TIMES, WEDNESDAY, MA Y 16.1990 

DIALOGUE 

How to Shrink the Deficit 

The Budget Summit 
Cut Spending,
 
Raise Taxes
 

By Alice M. Rivelin 
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a credible plan oreliminating the
 
Federal &lcli Overthe next several
 
lears. the) can strengthen the econ
 
naty,restore lit, in the democratic
I 

processand prove c nics wrong I-e,... re - r 
The media's obsession with the 

painlul aspectsofdelict reduction. 
tatincreases and Ipentdig cuts has Falling interest rates give retiel to No benefits come without cost 
obscu red the Iee that eliminating the flalies with Variable-rate mor. Americans have not been paying 
delict would make us better ofIThe gages Many lamilies realzethe) can enough taxesto cover the costofFed 

""itive - A lower eral services. that is why theGovernellects 01delicit reduction aflord better housing Home builders 
failing interest rates. risng stock and renovators respond Construction l il ment hisborrowied so much This 
price,, affordable in nsies Sales ofcars, lur situation can belixed only by raisingmore housing employment deficit wll 
creased private and public invest- nure andapoiances rise In responsea tes or reducing spending, which 
mit. stronget enports - could be to more home building and more spur grovth. alienatesvoters 
dramai. especalh inthe long ruin favorable itnan cog But the pain ofdelict redi.tion 

Massive Federal borrowing has Falling interest rates Send stock NEED need not be gres' It spread over sev. 
kept interest rates high foradecade prices up Borroutinp and equ, i tesralyears and distributed broadly 
much higher, aflter allowing forinfla- nancing are then Jess costl forbust modernite transportation and other over a large number oftaxpayers and 
lion, than in she7O's Ifthe Govern ness Expanding or modernizing the public facilties In the long run. we benefit recipient Plans like Repre.meni reduces is borrowing more plant. fiting up thestore, undertaking wil all lve beter beK t., ptvate sentive Dan Rosrenhooshis are 
lunds wilt be vailable of more advaiced research. de elopinj and public investment will incratsie flirandrelatvely painless everyonefortherest 
usand rates will lall I. alter several new products - all become more at- the e-conomy'sproductivity iVes op litte and nobody is hur 
years. theGovernment stops borrow.- tractive when financing is cheaper Other benefits of eliminairg the very much 
ng and begins retring evena small The much crillitied ihorlsightlednes delict include lowering dependence Many taxIncreases and Spending 
part of thedebt. wecan expect a Iony ofbusiness - caring more aboutthe on foreign cJapitil and making U.S cuts have politically attractive 
periodoflow interest raten.perhapsa nextquarter's earnings than thecom. exports morn attractive Our Irade.:deapects Higher energy.taxes, phased
return io the era of she6 pert ent panv's long-run health - maychange deftcit will shilfl to a surplus. instead I gradually, couldprovide greater 
mortgage when lower interest rates make II. ofremaining theworld's No I debtor fuelelliciency lss pollution and 

lure onenlation more affordable we will become a net lender again, 
Alit(AiRevin en economris at the With borrowing costs reduced, earnmingincome on US investments lower dependence on foretgn oil 
BrokmngtInstilution wasdirecl r of stale and localgovernments can tak abroad and having more Layin how Reducing farm couldgivesubsidies 
he ridgeIOffrI' a longerview They can affordIt 'leworld develops .scheaper foodCuts in themilitary

ta Twould beapplauded bythosewho con
sider today's defense spending waste. 
fuland ill-matched tocurrent threats 

America urges fledgling Eastern 
Europe democracies toadoptpainful 

reaucrats in lust live years It is at The same is terofFederal debt econ)omicprograms Involving large.Dont Raise most $1billion ofneu lax money' for As a percentage ofG N P it hasbeen Scaleunemployment, cuts inreal in. 
every single Congressman falling in recent years ard now stands comes of people iho are barely mak. 

Suret) $419 billion is more than at about 40 percent That is lower Logil-allinthenameoinstitutingaTaxes enoughforthose rascals then at any timefrom 1945to19-5 It more efficient and productive market 

T 
Then how can there he a problem' was not a Seriousproblem then, andit icoonml Yet our politicians appar 

Because pohcticans *ant to spend isnot asnous problem now ently lear that voters are ton short. 
eren more than the cash thatis IJotuJ Thereal problem with aurecoromry, Sighted to accept thefarlesspainful

By Martin Anderson ing in on them Displaving remark is that politicians want to spend more measures needed to make ourecon 
ableingenuit). the) have fligured out o1 our money than they have an) omy more efficient and pruductivi-

S7tutrOlK Calif hoc to spend much much more than right to But where is it ritern that The budget "summit meeing of
r he brazen crh to raise Ihe paltry- 1 tril.or and change that govero rn hat right to an ever in- fes achance fr ourpoliticalj leadrs 

taes in 1990ha, to be they have Ioday creasing shareofour income' to show their faith in the p bic s i-n 
the most shametess as And that is unconscionable Hert In flac as ou economy grows ever telligence and goad sense an- prove 
sault on Americans weare rolling along inthe 09thmonth more huge - into the 96trillhon and 
pocketbooks in this ofthe greatest economic expansion it, 57trillion dollar range - we should that the governmental systejrt we 
centurs our history, with I9rtillion new jos, be getting savings in Government urge onothers can stilt work forus Z 

We have ieSIhidthe largest back- a gross nrmttoal product otnearly 56 operaimos from economins ofscale 
ia-hackannal taxincreases in out As peacebreaksoutaroundthe world __ 
hislor)in 199. the Government go, and oureconotny SeL bigger the 
S751bilion This year it should takea smallerofour rOrley Government 
-ill get that and another 165billion The percentge outofour pockets 

That whopping increase in tla re ih deficit Rather than raising raies, we 
ceip!o - a product of economic .'t t real should be taking decisive steps to 
growth and inflation - is one at the isn' keep theeconomic expans1 rolling. 
best kept secrets inAmrrica 1 Iacreate more jobsIn addition to re 

Washingron isawash in tas money problem . raining rom La hikes. here are 
During thene t three fliscal years three things weshould doin I0 

iaxrevenues are expected - without aiEliminate the capital Sains tax 
anychange in tax rates - to Increase (which irill create hundreds ofthOu. 
by another 2254 billion That a trillion, low inlatlion, interest rates &endsof lobs and put us ona mare 
grand total of 1419 billion of new and unemployment. market with foreign compe a stock equalfooting 
spending money fortheFederal bu that has tripled in the last seven lors), anddelayany Increase in the 
... -__years-and these holoswant tojeoet- Social Securty lax forat least one 

Mcer;snAndtrn is a Senior feltouof ardire it all by raising taxrates year Getting rid ofthe capital gains 
sheHwr institution. at Stanford Moreover. thecollapse of Socialism Iaa wilt raise Federal revenues 
lin- esii andthe prospects of bilateral nuclear Delaying the Social Security taxfor a 

dILarmiment will Soonproduce a year wouldcost about 12 billion 
financial windlall The savings over a Earmark alt of the --peace die
thenext decade could easily arcumu- dend" ot lurther delict reduction 
lateto more than 0500billion and to pay forthedelayed Social Se-
How badis the Federal deficit' The lacurtly inctease 

delicit as a percentage of gross na. aSlow. by a measly Iwo or tree 
loonal product has fallensteail percentage points a year. the incred. 
since 1985tIhen it as54 percent) iblegrowthol Federal spending Itwe 
to an estimated . 2percent fot 1990 could do that we could balance the 

en, t ih the latest revised theskv buogreeasih toa few years 
i . lng " estimates. the deflict When It cmesi spending laxpay 
WD,'J still Ire Dnly26 percent fI ers money politicians and bureau. 
G N P in 1990and I5percent in1991 cratl - o1eithet party - have no 
%,ehave had deftrils in thisrange sense of restraint They need to be 
mans timesLefore they are spriousi disciplined
but not calarnphic and cerlainl% Theonly %a%iodeal with them is io 

-~ not tustlicalon for raising tat rates lustsaino-no more new laxes 
a.... Readour liftsnd teoparditng the erconomy 
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It'sTime to Talk About the S-Words Too
 
By MANirN F..STmmis 

For the past five years the poliical ta-
boo against discussing tax increases has 
made it impossible to negotiate any serious 
reduction in the budget deficit. Now that a 
tax increase is on the table, a significant 
budget deal looks quite likely. It's time 
now to consider adjusting the future 
growth of Social Security benefits as 
well. 

Only by considering Social Security 
benefits as well as taxes can the negotiat, 
Ing process produce a serious and fair 
long-term plan to eliminate the budget def. 
Ilcit. And extending the Gramm-Rudman 
process to include parallel automatic ad 
justments to taxes and Social Security ben 
efits could be the centerpiece of 'a re 
formedoudget process that limits spending 
increases and guarantees an eventual 
budget balance, 

The budget deficit has been stuck at 
150billion a year since 987.The Office of 

Management and Budget's new estimates 
confirm what private analysts have been 
saying for a long time. Without tough 
budget action, the deficit will be as high 
next year and will continue to be at least
$100 billion a year in the future, keeping 

real interest rates high and depressing our 
national rate of investment in productivity 
increasing plant and equipment. 

But even the new OMB estimates make 
no allowance for accumulating a real So 
clal Security trust fund. Instead, all of the 
projected Social Security surpluses are de. 
voted to offsetting deficits elsewhere in the 

budget. 
Goal for 1996 

Social Security should Instead be re-
moved from the ordinary budget and the 
surpluses accumulated to finance future 
benefits when the baby-boom generation 
begins to retire. By 1996.such a safeguard 
ing of the Social Security surpluses would 
add $140 billion to the annual budget deli 
cit. 

Combining this Social Security accumu 
lation with the projected budget deficit im. 
plies that the appropriate deficit-reduction 
goal for 1996is auout 1250billion. With that 
much to be done. it's Important to have a 
long-term plan. The budget negotiators 
should be aiming for 150 billion a year of 
reliable deficit reductions over each of the 
next five years. A new Gramm-Rudman 
framework could ensure such reductions 
by adding automatic adjustments In tax 
revenue and Social Security benefits to the 
current across-the-board sequestration 
cuts. Unlie the current talk about cutting 
$100billion in 1991alone, such a gradual 
and predictable multiyear reduction would 
not upset the pace of year-to-year eco. 
nomic expansion. 

It is impossible to achieve such reduc 
tions by spending cuts alone The substan 
tial reduction in defense spending that now 
appears to be justified by the current mill 
tary conditions can make a major contri-
bution to deficit reduction But even a mas 
sive 20", cut In current real defense spend 
ing-reducing defense outlays to the lowest 
share of GNP in more than half a cen-
tury-would provide less than one-third of 
the needed $250 billion a year. 

Nondefense spending other than Social 
Security and Interest on the national debt 
will exceed 1500billion by 1996If there are 
no changes in existing programs. That 
much spending should provide opportuni. 
ties for substantial savings. But although I 
have my favorite list of cuts. I'm not opti-
mistic about the amount that Congress will 
accept. And many of the savings in exist 
Ing programs will undoubtedly he used to 
fund increased spending on an array of 
programs that the public feels has re. 
ceived too little support during the past 
decade 

Turning to taxes, opinion surveys show 
that raising excise taxes on alcohol and to-
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A simple and fair way to 

fillthe remaining deficit gap
wouldbetomodifytheindex. 
ing of both the Social Secu. 

s l LM er ,benefits a4 the persona 
income tax. 

bacco would meet relatively little oppos 
tion from an increasingly health-conscious 
public. Doubling the 16-cents a-pack tax on 
cigarettes and adding a dollar in tax to the 
price of a six-pack of beer and a bottle of 

wine would vield about SISbillion a year in 
revenue. An extra 10cents a gallon on gas
olne would reduce air pollution and add 
$10 billion a year to revenue. 

The combination of major cuts in de 
fense and nondefense outlays and the gen 
eral increase in excise taxes would also 
have an important favorable effect on the 
governments annual interest bill. Even 
without any fall in interest rates. the grad 
ual reduction in annual deficits would cut 
the projected national debt by enough to 
knock S30 billion off the governments 1996 
interest out!ays And if the smaller budget 
deficits bring the interest rate down by one 
percentage point, the additional interest 
savings would be V-5 billion a year. 

But even with all of these outlay cuts 
and revenue increases. the annual deficit 
in 1996would still be about S75billion, 
What should bedone to fill this remaining 
gap' 

A simple and fair way to fill the re 
maining deficit gap would be to modify the 
indexing of both the Social Seciritv bene-
fits and the personal income lax. A basic 
approach would be to adjust benefits and 
tax brackets by the excess of inflation over 
2", instead of by the full inflation rate as 
reqvired by current law. With a 4.57 infla. 
ton rate. benefts and tax brackets would 
be raised by 2.5', instead of the full 4.5',. 
Even If lower-income beneficiaries and 
taxpayers are exempted and each mdtvid-
ual is limited to no more than a cumulative 
10-, adjustment. this inflation-minus-2 -,  

rule for taxes and Social Security would 
shrink annual deficits by S70 billion in 1996 
and beyond. 

Although most politicians have been un. 

derstandably reluctant to suggest an) 
modification of Social Security benefits. 
any program of deficit reduction that ran 
be described as fair must include a slowing 
of the growth or Social Security outlays. 
Ways and Means Committee Chairman 
Dan Rostenkowski recognized this when he 
proposed a total freeze on Social Security 
benefits as part of his own 1991budget 
plan. 

Unlike most other govemment transfer 
programs. the vast bulk of Social Security 
benefits go to individuals who are not poor. 
Indeed. benefits are higher for those whr, 
have had the highest earnings during their 
working years and who are therefore most 
likely to have substantial private pensions 
Full adjustment of Social Security benefits 
for inflaton has become increasingly un 
fair after a decade in which average wages 
have failed to keep up with inflation Sinie 
1975. real wages per worker have fallen 
more than 10' while real average Social 
Sec -rity benefits per retiree have in 
creased by nearly 20', 

Modifying the adjustment of income-tax 
brackets by the same inflation-minus.2' 

, 

rule would raise the growth of tax revenue 
btYby about the same amount that it cuts the 
growth o social Security outlays There s 
also enough ambiguiN i this tax change 
to satisfy most politicians The inflation 
minus-2", rule raises revenue without a 
tax increase and reduces benefit outlays 
without lowering anyone s benefit 

Broadening the Range 
The inflation adjustment of income tax 

brackets and Social Security benefits also 
provides a good way to expand the 
Gramm-Rudman automatic mechanism In 
keep the proposed budge! declines on 
track If the deficit is greater than the lar. 
gel level in some future year. the tradi 
tional Gramm-Rudman spending cuts 
could be supplemented by a reduced mfla 
tion adjustment to benefits and tax 
brackets 

The narrow range of budge! catper),i 
that are now the only eligible itemos for tt

h
t 

Gramm-Rudman sequesters has implied 
such draconian reductions in individual 
programs that Congress and the adnmnis 
tration have preferred to use phony nuti. 
hers to avoid painful real defrcit reduc 
tions Broadening the range of automatic 
deficit cuts to include tax and Social Sciu 
nty adjustments would make Gramn'-Rud 
man more effective. 

President Bush has emphasized that he 
regards a reform of the budget process I, 
be an important goal of this year s negotia 
lions A two-year budget cycle and some 
formn of enhanced rescission authori(., 
would help to make the budget process 
more rational. But expanding the Gramm 
Rudman fail-safe procedure to include the 
inflation adjustments to both tax brackets 
and Social Security benefits is the best Aa% 
to achieve declining budget deficits and to 
make certain that broad and fair reduc 
tlions in the growth of spending are the cen 
terpiece of that deficit reduction 

Mr. Feldstrin, fonier rhaii pin of th 
presiend.tts Council of Eronomic Adri-icro. 
is a professor of eronomics at Hari rd 
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EDITORIALIOPINION 

Zero Inflation Comes With Costs
 
By BENJAMIN M. FRIEDMAN 
The House Banking Commitee 

is considering a bill Introduced by 
Stepaen Neal, D-N.C., directing the 
Federal Reserve system to impIe-
ment monetary policy so as to 
achieve a zero rate ol price inla-
lion within five years. Zero infla-
tion is an ckjective that deserves 
support, but the Neal resolution I, 
sufficiently flawed that it might do 
more harm than good 

Reducing inflation from the Pa. 
tL-atly unacceptable levels prevail-
ing 10 years ago -- 9% yearly for 
prices overall, and 13% for con-
sumer prices -- was the nation's 
outstanding economic policy 
achievement of the 1980s. Even so, 
the nearly 4% inflation that has 
prevailed for the last five years 
remains well above what public 
opinion deemLd acceptable not 
long ago Reducing inflation fur-
ther, perhaps even 'o zero. is an 
objective well worth pursuing 

But mounting a serious disinfla. 
tion program, one that has a good 
chance to proceed to a successful 
conclusion, requires that both Con-
gress and the public understand thecostouput
josts - in terms of forgone output, 
jobs, income, profits, capital for. 
mation and so on - likely to be 
incurred along the way. The id-resolution is flawed because It Neal 

cates no recognition that a mone-
Lary policy to reduce inflation from 
4% to zero is likely to entail any 
costs at all 

Through much of the postwar
period, the prevailing view was 
that monetary policy influenced in. 
nation primarily by affecting out 
put and spending By the lte 1970s 
there was even something of a con-
sensus on the magnitude of the 
short-run trade-offs involved, indi-
cating that each percentage point 
reduction in inflation achieved by 
monetary policy would require be-
tween two and six "point-years, of 
unemployment. (A "point-year" is 
one percentage point of unemploy. 
ment, in ercess of whatever non-in-
flationary rate corresponds to "full 

employment," maintained for oe 
year.) 

Such an unfavorable trade-off 
at the median. 15 point-years of 
imemploymeat to cut the inflation 
rate by five percnitage points 
constituted a clear discouragement 
to an active disinflationary policy. 

A radically different view of 
bow monetary policy works, devel-
oped during the 1170s. maintained 
that central bank actions that are 
alcpated in advance have little 
or o comequence for real oconom-
ic activity. Under this view, the 
getral bank can achieve any de-

war low. So did the rate of Invest-
ment in new plant and equipment. 
By the end of 1988, the cumulative 
unemployment In excess of 6% to-
taled 15 "poInt-years," in line with 
prior consensus estrmates for such 
a drop in inflation, 

The disinflation of tbe early 
IM~s was not atypical. Using mon-
stary policy to slow inflation al-
ways entails subatantial real costs. 
Th dimansiatlons of 1953-54, 1958-59. 
1970-72, 1974-76 and, of course, 
191-43 all have been rclated to 
Increases in unemployment. Except 
fo" two small and short-lived dips 
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aired reduction in Inflation without 
adverse effects. 

The experience of recession and 
disinflation in the early 1980s, bow-
ever, makes the previous view 
more plausible. 

Overall U.S. inflation reached a 
post-1947 peak of 9.7% in 1981. By 
I1 it had slowed to 3.9%, and it 
remained below 4% until 19. But 
--hind this dramatic decrease was 

a period of tight monetary policy 
marked by record high interest 
rates, and with it a pair of reces-
sions. Unemployment, which bad 
averaged 6% during 1978-79, 
reached nearly 11% by the time the 
1941-2 recession ended Utilization 
of industrial caispcity fell to a post-
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- one In 1367 (the year of the 
mini.rece'sson). and one in 1986 

(when oil pens collapsed) - every 
reduction in inflation sire 1952 has 
been accompanied by greater un-
employment 

Despite this historical record, 
the Neal resolution contains not 
one reference to any loss of jobs 
and incomes, any scrifice of out-
put and profits or any shortfall of 
investment. Instead, the resoluticn. 
Linply states that "zero inflation 
will promote the highest possible 
sustainable level of employment, 
the maximum sustainable rate of 
economic growth and the highest 
possible rate of savinp and invest-
ment." Disregarding the higher In-

temist rates that have accompanied 
every American dLsinflation since 
World War 11, the resolution as
serts that 'zero inflation will re
duce interest rates to, and main-' 
Lain them at, their lowest possible 
levels." 

None of these claims is neces
sarily wrong as a description of 
conditions that might prevail once 
zero inflation were achieved But 
they signal no recognition whatso
ever of the economic events that 
would be likely to accompany the 
path to zero inflation Indeed, in 
light of the great increase in corpo
rate indebtedness since the 1981-82 
recession and the increasing expo
sure of the commercial banking 
system to debts created via lever
aged buy-outs and similar forms of 
corporate reorganizations, there is 
good reason to believe that the ad
verse effects of disinflation may be 
significantly greater than past ex
perience implies. 

Surely it would be better to ac
knowledge honestly that. whatever the favorable effects of zero infla
the ayrbe inet oner rn. 
tion may be in the longer rit . 

zero inflation will not be 
perfectly compatible with every
body's list of favorite objectives. 
such as the Inw interest rates, high 
employment, maximum economicsmchoast raeshi 
growth and highest possible invest
ment rate touted in the Neal reso
lution. As has always been the case. 
a substantial reduction in inflation 
will involve some heavyweight 
trade-offs. 

Congress has both the right and 
the responsibility to resolve these 
trade-offs Once it has done so. the 
Federal Reserve is appropriately 
obligated to implement monetary 
policy so as to carry out whatever 
mandate Cogress sets - including 
achieving zero inflation. But the 
resolution now under consideration 
sieems designed less to step up to 
that responsibility than to duck it. 

BenjammM f riedman is professor
of political economy at Harvard 
Umversity, Cambrndge. Mass. 
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Offcils from India and Mzna, 
Vie Third World giants that so far 
have not signed the 1987 Montreal 
accord on ozone layer protection, 
mid they were satisfied that the 
had would help pay for tho transer 
' the exspensve techoology needed 
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to replace the owone-depletmg 
chemicals. They said they would 
recommend that their goveraments 
ratify the pact, which would boost 
tie total of he fund to $240 million. 
:J~nvronmental groups also hailed 

to fund as a precedent of interna-
tal cooperaton that could be ap-

get ence," said William K. Reilly, admin-ed thisyear when officials 

n,to the thornier problem of how 

t:cui carbon dioxide emissions to 
me the s-called "greenhouse ef-
fect,"
inwhich air pollution traps heat 
in the aunopihere that otherwise 
would be radiated into space. 

But they accused the United 
States of sabotaging efforts to win an 
even earlier date for the elimination 
of clowfluotucarbons (CFCs), the 
chlorir.-based gases used m ekeo 
tronks, refrigerants, fire extinguish-

Agree on Ozone Fund
 
U.N. Environment Program, also 
committed members to phasing out 
methyl chloride, spowerful industrial 
solvent linked to ozone depletion, by 
2005 and set deadlines for diminat-
ing several other suspect chemicals. 
It stipulated that members would 
meet in 1992 to consider speeding 
the deadlines again. 
"itwas a very smcessful confer-

needed to begin reducing ozone dam-
responsible for eating abole in the age. "It's an improvement, but 
tmosphere's ozone layer, still 

ers ,and aerosols that are primarily 

which pro- there's a long way to go," she 
teos theearth from the sBn's said.
ultra-


istrator of the Environmental Protec-
bon Agency and head of the U.S. del-
egation. "The moist difficult issue was 
technology transfer and we did work 
that out .... The agreement to go 
from 50 percent to 100 percent 
{phaseout of CFCsl is a marvelous 
example of worldwide cooperation 
really without precedent."

But Lz Cook, of Friends of the 
Earth, an envirnmantal group, said 
today's ,ccord falls short of what is 

violet
rays
The 1987 Montreal Protocol called 

for a 50 percent cut in CFCs by 
2000. Under cnight's agreement, 
hammered out after new scientfic 
evdence showed ozone damage far 
greater than anticipated three years 
ago. CFCs will b totally phased out 
by then.
En-nmnttWs and some West. 

ern nations had pressed for an earlier 
deadli ie and stalled today's siin1g 
seeking a tougher pact. While they 
signed the new agreement, 13 coun-
tries-including Australia. Canada, 
Norway, Sweden and West Ger-
many-issued a statement conmit-
t themselves to phasing out the 

pses by 1997, and aEuropean Com-
Anity statement called the new pact 
"inadequate." 
,I'e conference. wonsored by the 

Establishment of the new globalfn a prnedtowesao 


fund was guaranteed two weeks ago 
when the White House withdrew its 
objections. But India held out, seek-
ing language that would allow it to 
abrogate the pact unilaterally if it 
decided it had not received enough 
aid. The final agreement does not 
allow abrogation but does permit a 
Third World country to appeal if it 
believes it bps been shortchanged. 

"Our ability to transfer out ICFCsI 
depends on your ability to transfer in 
technology," said Maneka G;ndhi, 
India's enviroument minister. "We've 
got aguarantee that ifthey don't give 
us the knowledge, we don't have to 
do it." 

Gandhi also told U.S. offils she 
had received commitments from Du-
puti ICI, two odthe lpargst man-

ufacturers of CFCs, to aid India in 
ending its use of the gases.

The fund will rite by a other $80 
million if China and India sign on. It is 
to be administered by a 14-nation 
executive of seven industrial and sev
en developing states. As it insisted 
beforehand, the United States, which 
has pledged to provide 25 percent of 
the fund and isits biggest donor, has 
been granted a permanent seat on 
the board.
 

The delegates found it harder to 
reaclve their dispute over CFCs. De
spite evidence presented here that 
many companies believe they can 
eliminate CFCs within the next five 
to seven years, Reilly and the U.S. 
delegation, backed by Japan and the 
Soviet Union, insisted on the end-of
the-century deadline. 
1am absolutely convinced that if 

you give aclezrcut timetable, it will 
stimulate industry to come up with 
substittes," said West German En
vironment Minister Klaus Topfer. 
But if there is more time allowed, I 

really believe they will take moretm.
 

time.' 
The Bush administration was so 

insistent that today's funding pact did 
not omnit the United States to a 
ginlu package of expenditures when 
the issue of the greenhouse effect 
comes up that U.S. delegates de
manded ac atement in the preamble 
acknowledging the ozone question as 
"irnique.' But observers said it was 
clear that an important precedent 
had been set. 
fina related move, Reilly an

nounced that the Department of Jus
tice yesterday sued five U.S. import
ers d chlorofluorocarbons, alleging 
violations of the Clean Air Act and an 
EPA rule restricting production of 
the substances, the Los Angeles 
Times reported.] 



Intergovernmental Panel on Climate Change
 

Policy Makers Summary of the
 

Scientific Assessment of Climate Change 

A Report from Working Group I 

June, 1990 
Meteorological Office, Bracknell, UK
Executive Summary 

We are certain of the following: 

* there is a natural greenhouse effect which already keeps the Earth warmer than it 
would otherwise be. 

* emissions resulting from human activities are substantially increasing the 
atmospheric concentrations of the greenhouse gases: carbon dioxide, methane, 
chlorofluorocarbons (CFCs) and nitrous oxide. These increases will enhance the 
greenhouse effect, resulting on average in an additional warming of the Earth's 
surface. The main greenhouse gas, water vapour, will increase in response to 
global warming and further enhance it. 

Wo calculate with confidence that: 

* some gases are potentially more effective than others at changing climate, and 
their relative effectiveness can be estimated. Carbon dioxide has been 
responsible for over half the enhanced greenhouse effect in the past, and is likely 
to remain so in the future. 

* atmospheric concentrations of the long-lived gases (carbon dioxide, nitrous oxide 
and the CFCs) adjust only slowly to changes in emissions. Continued emissions of 
these gases at present rates would commit us to increased concentrations for 
centuries ahead. The longer emissions continue to increase at present day rates, 
the greater reductions would have to be for concentrations to stabilise at a given 
level. 

* the long-lived gases would require immediate reductions in emissions from 
human activities of over 60% to stabilise their concentrations at today's levels; 
methane would require a 15-20% reduction. 



Based on current model results, we predict: 

•under the IPCC Business-as-Usual (SCznario A) emissions of greenhouse 
gases, a rate of increase of global mean temperature during the next century of 

about 0. C per decade (with an uncertainty range of 0.20C to 0.50C per decade); 
this is greater than that seen over the past 10,000 years. This will result in a likely 
increase in global mean temperature of about 10C above the present value by 
2025 and 30C before the end of the next century. The rise will not be steady
 
because of the influence of other factors.
 

* under the other IPCC emission scenarios which assume progressively 
increasing levels of controls, rates of increase in global mean temperature of about 
0.20C per decade (Scenario B), just above 0.10C per decade (Scenario C) and 
about 0.10C per decade (Scenario D). 

* that land surfaces warm more rapidly than the ocean, and high northern latitudes 
warm more than the global mean in winter. 

* regional climate changes different from the global mean, although our 
confidence in the prediction of the detail of regional changes is low. For example, 
temperature increases in Southern Europe and central North America are 
predicted to be higher than the global mean, accompanied on average by reduced' 
summer precipitation and soil moisture. There are less consistent predictions for 
the tropics and the southern hemisphere. 

* under the IPCC Business as Usual emissions scenario, an average rate of global 
mean sea level rise of about 6cm per decade over the next century (with an 
uncertainty range of 3 - 10 cm per decade), mainly due to thermal expansion of the 
oceans and the melting of some land ice. The predicted rise is about 20cm in 
global mean sea level by 2030, and 65cm by the end of the next century. There will 
be significant regional variations. 

There are many uncertainties In our predictions particularly with 
regard to the timing, magnitude and regional patterns of climate 
change, due to our Incomplete understanding of: 

* sources and sinks of greenhouse gases, which affect predictions of future 

concentrations 

• clouds, which strongly influence the magnitude of climate change 

* oceans, which influence the timing and patterns of climate change 

• polar ice sheets which affect predictions of sea level riss 

These processes are already partially understood, and we are confident that the 
uncertainties can be reduced by further research. However, the complexity of the 
system means that we cannot rule out surprises. 



Our Judgement Is that: 

* Global - mean surface air temperature has increased by 0.30C to 0.60C over the 
last .tQO years, with the five global-average "farmest years being in the 1980s. 
Over the same period global sea level has increased by 10-20cre,. These increases 
have not been smooth with time, nor uniform over the globe. 

* The size of this warming is broadly consistent with predictions of climate models, 
but it is also of the same magnitude as natural climate variability. Thus the 
observed increase could be largely due to this natural variability; alternatively this 
variability and other human factors could have offset a still larger human-induced 
greenhouse warming. The unequivocal detection of the enhanced greenhouse 
effect from observations is not likely for a decade or more. 

• There is no firm evidence that climate has become more variable over the last 
few decades. However, with an increase in the mean temperature, episodes of 
high temperatures will most likely become more frequent in the future, and cold 
episodes less frequent. 

• Ecosystems affect climate, and will be affected by a changing climate and by 
increasing carbon dioxide coricentrations. Rapid changes in climate will change. 
the composition of ecosystems; some species will benefit while others will be 
unable to migrate or adapt fast enough and may become extinct. Enhanced levels 
of carbon dioxidli may increase productivity and efficiency of water use of 
vegetation. The effect of warming on biological processes, although poorly 
understood, may increase the atmospheric concentrations of natural greenhouse 
gases. 

To Improve our predictive capability, we need: 

to understand better the various climate-related processes, particularly 
those associated with clouds, oceans and the carbon cycle 

to Improve the systematic observation of climate-related variables on a 
global basis, and further investigate changes which took place in the past 

to develop improved models of the earth's climate system. 

to Increase support for national and international climate research 
activities, especially in developing countries 

to facilitate international exchange of climate data 



Part I
 

World Resources 1990-91: A Guide to the Global Environment
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1. World Environment Outlook
 

When the 20th Century began, the world was home 
to about 1.6 billion of the human species. Although 
pollution and environmental degradation were com
mon-some cities lived under a pall of smoke, soot, 
and ash-the problems were local. The world as a 
whole seemed vast, with huge regions virtually un-
touched by its human inhabitants. 

By midcentury, airplanes and radio broadcasts 
had begun to shrink distances and bring the peoples 
of the world, now 2.5 billion, into greater contact. In-
dustrial growth had multiplied per capita consump-
tion of natural resources-and per capita pollution-
in many countries. As that growth continued, air and 
water pollution became more widespread, as did con
cern about the cumulative impact of toxic Industrial 
products on living species. 

As the 1990s begin, world population has more 
than doubled since 1950, to 5.2 billion people, and 
world economic activity has nearly quadrupled (i). 
To local concerns about environmental degradation 
have been added new, global worries. The pressures 
of agricultural and industrial development have 
begun to crowd out and extinguish other species at a 
rapid rate, to visibly erode the carrying capacity of 
the planet's soils, forests, estuaries, and oceans, and 
to alter Its atmosphere. These pressures can only In-
crease Ifthe human population doubles again and 
economic activity continues its explosive growth. 

The scale of the changes under way are spelled out 
in the following passage from Our Common Future: 

The planet Is passing through a period of dra
matic growth and fundamental change. Our 
human world of 5 billion must make room in a 
finite environment for another human world. 
The population could stabilize at between 8 
billion and 14 billion sometime next century, 
according to UN projections.... Econonric activ-
Ity has multiplied to create a $13 trillion world 
economy, and this could grow five- or tenfold 
in the coming half century (2). 

The world's environmental dilemma is that the 
scale on which natural resources are being con
sumed and wastes are being produced is already im
mense, yet many poor countries still lack and 
desperately need the benefits of industrialization 
and economic development. How this dilemma is re
solved is likely to dictate our planet's prospects for 
the coming century. 

Of the hundreds of topics addressed in this vol
ume, a few stand out as having a pervasive impact on 
the human condition, exerting unique leverage on 
the future of the planet, or requiring urgent action. 
Together, they highlight how seemingly isolated envi
ronmental problems are, in fact, bound in a contin-
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1 World Environment Outlook 

Datapoint: Population Growth Will Add 959 Million People In 1990s 

The world's population passed 5billion Rapid population growth In these few decades. 
In 1987 and continues to rise: an hocrease countries recently has created popula- About 40 percent of the world's people 
of 842 million during the 1980s and apro- tions In which young people predomi- now live In urban areas, and urban popu
jected Increase of 959 million during the nate. As these young people reach latlon Is growing rapidly-again, predom
1990s. Even though the average number childbearing age, some additional popula- Inantly In the developing world (see 
of births per woman Isdeclining In most tion growth Isvirtually certain. This de- Figure 1.2.)-whUe the population In 
countries, the excess of births over mographic momentum makes It more rural areas is growing very slowly, II at 
deaths means that world population is difficult to stabilize populations; It also all. This trend will Intensify the need for 
not yet approachlng stability, means that stresses on natural Lesources and the difficulty of supplying basic se-

Most of the growth Isoccurring In and food supplies and the demand for vices and maintaining Infrastructure In 
developing countries. (See Figure 1.1.) jobs are likely to ntensify In the next large urban areas. 

Figure 1.1 World Population Growtha 
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uum of cause and effect, and suggest the scope of 
the problems that must be addressed if our civiliza-
tion is to be ultimately sustained and the dignity and 
potential of human life enhanced in the decades to 
come. 

ENDANGERED RF.SOURCES 

Air-The Global Commons 

From the ground, Earth's atmosphere Is nearly Invisi-
ble and easy to take for granted. From space, it is per-
ceived more readily as a thin blanket of gases, 
shielding our planet from the harshest of the sun's ul-
traviolet radiation and trapping the sun's warmth to 
keep Earth's rivers and oceans from freezing. Now, 
human activity is releasing gases into the atmo-
sphere on a scale that threatens to alter both of 
these atmospheric functions significantly, degrading 
the ultraviolet-shielding ozone layer and intensifying 
the heat-trapping properties of the atmosphere as a 
whole. 

FIgure 1.2 Urban Population Growth, 1950-2025 
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Because the atmosphere thoroughly mixes the pol
lutants that cause these changes, it does not matter 
where the gases are emitted. The global effect of a bil
lion metric tons of carbon dioxide is the same, 
whether it is released from a northern industrial 
country or a southern developing nation, whether it 
comes from burning coal in a power plant, gasoline 
in acar, or trees in a forest. Preventing atmospheric 
degradation is, therefore, atask that must be shared 
globally. 

The need is becoming increasingly urgent. In 1987,
human activity added the equivalent of 5.9 billion 
metric tons of carbon-in the form of carbon dioxide 
or other heat-trapping "greenhouse" gases-to the at
mosphere, more than a metric ton for every person 
on the planet (3). The total would be 14.6 billion met
ric tons of carbon equivalent-the amount actually 
emitted-were it not for natural processes that re
move greenhouse gases from the atmosphere. The 
most rapidly rising levels are of chlorofluoro
carbons, which in the lower atmosphere trap heat 
but in the stratosphere are the source of chemicals 
that degrade the ozone layer. 

2 
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Datapoint: The Greenhouse Index: Each Couutry's Contribution To Global Warming Potential 

eeGrne oueh bdek combines net an- Udre the rate of 1957. Ahica, Latin America, and Asia, and In
'W emissions of three major green- The respofulbility for thesetreaes ck both capitalist and phlrmed econo
houe gases, weghtng each ps b widely shred. Worldwide, 30 Industri- ades. Clearly, the problem bi already a 
according to Its beat-trapping capability. altzed countries account ior 55 percent global one, and only common global ef-
Whm ca ed for a gven country, the O total eWjsons.Butof OW.10 largest klt can hope tostabilze or reducelndex Li a measure of that country's re- cmttters In 1987 (counn the Euopa greemhouse gas missions. However, so
pxslbUtty for the Inrease In the Community as asingle a"lty), hall are In- lutions must also address the need for 

atmosphere's warming potential. The an- dumped countries and W are devel- equity and W industrial development: In
nual Increase for the world as awhole Is oping countries. (See F4gure 1.4.) The top dustral countries with less than 20 per
rising rapidly, having nearly tripled In 50 emitting countries, which account for cent of the world's population are 
three decades. (See Figure 1.3.) Thus, In an estimated 92 percent of global emis- responsible for over 50 percent of global
1967, the world Is adding to "he heating sions, span every :eglon of the world, In- emissions. (See Chapter 2,*Cllmate 
potential of the atmosphere at three eluding the developing portions of Change," Greenhouse Gas Emnslsons.) 

f tgum1.3 Annual Additions of Three Msor 
Greenhouse Gases to the Atmosphere 1957-417 

Carbon Dioxide Heating Equivalents

(LIhonii nctritons of carbon equ;valents) 

7 . .20 

6 

3

.... 
19.7 1967 1977 1987 

Surce: World Resources Instute estimates. 

The Uncertain Climate 

There is no doubt that degrading the protective 
layer of stratospheric ozone will increase the amount 
of biologically damaging ultraviolet radiation that 
reaches the surface of the Earth. How the climate 
will change as greenhouse gases accumulate in the 
lower atmosphere and alter its heat-trapping proper-
ties is less certain. Ifpresent trends continue, green-
house gases will reach the equivalent of twice the 
preindustrial levels of carbon dioxide within 40 years 
and will double again before the end of the 21st Cen-
tury. Ifcurrent models of the Earth's climate system 
are correct, even one doubling will raise global tern-
peratures a few degrees centigrade. The best current 
consensus appears to be that temperatures would 
rise an average of 1.5-4.5' C, with smaller increases in 
the tropics and larger increases at high latitudes. 

The prospective shift in temperatures may seem 
sraall, but it is nearly comparable to the change be-
tween the extreme climate of the last ice age, 18,000 
years ago, and today's climate (4). It is enough to 
alter significantly rainfall patterns and temperature
regimes in much of the world (see Chapter 10, "Fresh-

Ffgw. IA Greeiihoue Index: 10 Countries with 
the Most Greenhouse Emisiions, 1987 

(perantep of total incease in greenhouse gases) 
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Souroe: Chapter 2, Climate Change: AGlobal Concern," Table 2.2. 

water"), with impacts on agriculture, forestry, and 
virtually all living things. (See Chapter 6, "Food and
Agriculture," Chapter 7, "Forests and Rangelands," 
and Chapter 8, "Wildlife and Habitat.") Even a 2"in
crease would take temperatures higher than human 
societies have ever experienced. 

Global climatic feedbacks-involving clouds, ocean 
currents, the biota, or several other, as yet, poorly 
understood mechanisms-might decrease or amplify
such temperature changes. These uncertainties
what is known and what is not known about climate 
change-are discussed in Chapter 2, "Climate 
Change: AGlobal t-.,ncern"; efforts to monitor and 
model the climate are discussed in Chapter 13, 
"Global Systems and Cycles." 

Ifthe present patterns of industrial and agricul
tural activities that are the sources of these atmo
sphere-altering gases are not themselves altered, 
there is a distinct possibility of large-scale climate 
change, forcing what could be very difficult adjust
ments. In fact, the world may be committed to some 
degree of global warming already. Whether a warm-
Ing is detectable now is controversial; what isi certain 
Isthat the 1980s was the warmest decade of the past 

od Resowufc 1990-1 
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Datapoint: Energy Consumption: Is Continued Growth Sustainable? 

Energy, Inone form or anether, is essen-
tial to industrial civilization. But, Inadd-
tion to Its beneflcld role, energy 
production and use are major causes of 
environmental degradation. Production 
and use of coal, oil, and natural gas-4o.-
sil luela--are the major sources of local 
air pollution, regional problems such as 
acid precipitation, and greenhouse gases 
that are changi.g the composition of the 
atmosphere and that may lead to 
changes in the global climate. NonfossIl 
energy sources, such as nuclear power 
and large-scale hydroelectric power, also 
raise environmental concerns. Together, 
these sources constitute virtually all corn-
mercial energy production. (Indevelop-

ing countries, however, biomass--arrly 
wood-4 an hp rtant source of energy 
and one that, with proper management, 
Is renewable.) Thus, energy occupies a 
special place Inany discussion of global 
environmental and resource problems 
and is central to strategies aimed at re-
ducing air pollution and preventing
global warming. 

Energy use had long been closely uso-
ciated with economic growth. During the 
late 1970s and early 1980s, however, en-
ergy use stabilized and even declined, 
while economic growth moved ahead rap-
Idly. This important deveopment was 
largely the result of shifts to more effl-
clent use of energy incars and trucks, in 

homes, and InIndustrial processes. Inre
cent yewrs, however, as energy prices 
have declined, the world's utwe of energy 
has again begun to climb. (See Figure 1.5.)

Ifeconomic growth is to continue with
out Zzacerbaling the environmental p:ob
leris caused by energy, then fundamen
tal changes inenergy production and use 
are likely to be necessary Inthe comIng 
decades. The easiest gains will come 
from still higher energy efficiency, the 
technology for which needs to be shared 
widely with all nations. However, in view 
of the long periods required to phase in 
new energy technology on a global scale, 
the development of nonfossll energy 
sources should also be encouraged. 

Figure 1.5 Consumption of Primary Energy 	 Figure 1.6 Global EmlIons of NItrogen and
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century and included 6 of the 10 warmest years on re- economically competitive, or, in some cases, not 
cord. If the predicted levels of warming do occur, :be without environmental problems of their owa. (See 
changes would be extraordinarily rapid compared Chapter 9, "Energy," Nonf.-gsil Sources: A Look 
with most climatic shifts in the geological record. Ahead.) 'Vetenergy is so c.. ,ral to economic activity 
The changes may occur more rapidly than trees and and its current sources are so embedded in our in
other biota can adjust to new temperature regimes dustrial infrastructure that promising efforts to de
or migrate to new ranges; the result may be dis- velop and spread the use of nonfossil sources shouli 
rupted ecosystems and accelerated extinction for be intensified. 
many plant and animal species. 

The largest source of greenhouse gas emissions in- Dealingwith Greenhouse Gases 
timately linked with human activity is the use of fos
sil fuels as asource of energy, but other major The Montreal Protocol on Substances that Deplete 
sources include the clearing of forested land for agri- the Ozone Layer, agreed in 1987, was an important 
culture, industrial and consumer use of chlorofluoro- step toward limiting the production and release of 
carbons, the growing of rice In flooded paddies, and the chlorofluorocarbon chemicals that cause the de
the raising of domestic livestock. Potential alterna- struction of ozone and that are also long-lived green
ives to fossil fuels as sources of energy exist, but house gases. But there is already widespread 

they are not available on the scale needed, not yet consensus that additional steps will be needed if 
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Datapoint: Latin American Debt 

Figir 1.12 Debt Service as a Percentage of 

The context for Latin American environmen- Exports of Goods and Services In Six Latin 
tal issues during the 1980s--and much else-- Amerlcan Countries 
has been the economic stagnation of the 
region. A factor in that stagnation has been (percentage of exports)
the region's mounting external debt, which 5per0entage o__ex____s)
In 1987 totaled $387 billion. By comparison, 1 

the c"te,-nal ,l-bt for all of Asia was $342 bil- ] 1977 C 1982 1987 
lion and for Africa $212 billion. To pay the in- 40 
terest of that debt, countries struggled to 
Increase exports, with varying success. For 
the largest countries in Latin America, debt 30
service consumed between 25 and 45 per
cent of export earnings. (See Figure 1.12.) To 
make matters worse, prices for agricultural 20 
commodities (one of Latin America's major I 
exports) dropped on world markets. The re
sult was a decline Inper capita gross domes- 10 
tic product of almost 1percent per year 
between 1982 and 1989. Under such condi- --I 
tions, it Is hard to make protection of the en- o -- .. .
 
vironment the highest priority. Argentina Brazi hile Colomlsa Mexico Uruguay
 

Source: Chapter 15, "Basic Economic Indicators,' Table 15.2. 

or halt the deterioration of the biological systems on threat to national security and prosperity as military

which all life depends. conflicts (19).
 

In order for sustainable economic develcipment to
 
proceed, however, the environmental consequences


A CHANGING WORLD of development must be considered from the start,
 
In developing countries and industrial countries


The year 1989 saw unprecedented political change in alike. It is a hopeful sign that major funding organiza-
Eastern Europe, as country after country adopted tions such as the World Bank and a growing number 
democratic reforms. Equally dramatic transitions to of large international corporations have made corn
new or strengthened democratic governments took mitments to environmental standards (20). It may
place in Latin America, and there were strong cur- also prove essential to measure economic progress 
rents of political change in the Soviet Union and more realistically. At present, such economic indica-
South Africa. This sweeping tide is a reminder tbat at- tors as gross national product give misleading indica
titudes and human ins'itutions can and do change, tions. For example, when applied to countries that 
and change quickly, given appropriate conditions, rely heavily on their natural resources, gross na-
That is a source of great hope, not only for a freer tional product fails to take into account the deple
and more peaceful world, but also for a world less tion or destruction of those assets in the process of 
threatened by continuing environmental degrada- economic development. (See Chapter 14, "Policies 
tion. and Institutions.") 

Where will the financial resources come from to 
build an enduring economic base and to combat pov- Public Opinion on the Environment 
erty in the developing countries, to clean up and re
build the pollution-prone industrial base of Eastern As democratic governments spread, support for re-
Europe and the Soviet Union, and to develop new channeling resources to environmental problems
technologies everywhere that can provide the foun- may come more and more from ordinary citizens. 
dation for economic growth without degrading the Widespread concern about the environment is be
environment? One potential source, if the world coming a potent political force. Environmental issues 
turns from confrontation to peaceful cooperation, is have played a strong role in the wave of democracy
the huge resource3 now devoted to military bud- sweeping over Eastern Europe and have increasingly 
gets-an estimated $1 trillion per year worldwide become an election issue in the new democracies of 
and significant fractions of the inaustrial workforce: Latin America. Environmental questions are being
11 percent in the United States, 9.7 percent in the So- raised repeatedly in the Soviet Union and are already
viet Unio:i (18). One rationale for such a refocusing of a recurring issue in elections in Western Europe and 
resources is the growing concern that local and North America, Increasingly, the environment is be
global environmental problems can be as serious a coming a global political issue, occupying a major 
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ozone depletion is not to grow, Intensifying ultravio-
let rays that can harm many forms of life. In late 
1989, the Antarctic ozone hole was again large (see 
Chapter 12, "Atmosphere," Severe Ozone Depletion 
Returns in 1989), and scientists reported that condi-
tions were ripe for a hole to form in the Arctic as 
well. The urgency is underscored by the fact that 
some chlorofluorocarbons remain In the atmosphere 
for up to 100 years. On the positive side, however, 
many of the industrial companies that manufacture 
chlorofluorocarbons were moving to develop less- 
damaging substitutes, and other companies an-
nounced plans to phase out use of the chemicals or 
to recapture them before their release Into the atmo-
sphere. 

Preparations are under way for a similar, but more 
difficult, step toward controlling greenhouse gas 
emissions. An Intergovernmental Panel on Climate 
Change, under the sponsorship of the United Nations 
Environment Programme and the World Meteorologi
cal Organization, has been studying the science and 
the impacts of climate change and policy responses 
and is scheduled to report its findings in the summer 
of 1990. Ip the fall of 1990, the Second World Climate 
Conference will take place in Geneva to consider 
those findings. The United States has offered to host 
an international conference in 1991, at which govern-
ments might negotiate the foundations of a treaty for 
regulating greenhouse gas emissions. Ifsuccessful, 
such an agreement would be followed by the develop-
ment of a specific protocol analogous to that estab-
lished in Montreal. International agreements will be 
critical, but they also must be supplemented by na-
tional actions to share technologies that can create a 
more sustainable industrial system and to provide 
the resources to acquire and use them. 

Industrial Air Pollution 

At regional levels, meanwhile, urban and industrial 
air pollution remains a serious problem. Concern 
about the impact of air pollution on human health 
and on forests has led many industrial countries to 
tighten regulations and reduce emissions of lead, sul-
fur dioxide, and oxides of nitrogen in recent years. 
(See Chapter 12, "Atmosphere," Approaches to Air 
Pollution Control.) In most centrally planned econo-
mies in the developing world, arid in the emerging 
market economies of Eastern Europe, these concerns 
are just beginning to be addressed; often, not even 
the extent of the problem is known. Since most of the 
growth in populations will occur in the urban areas 
of the developing world, urban air quality will be-
come increasingly crucial to human health. 

Worldwide, emissions of sulfur dioxide and oxides 
of nitrogen continue to climb. (See Figure 1.6.) These 
pollutants cause economic, environmental, and aes-
thetic harm, as well as damage to human health. The 
oxides of sulfur form particulates that reduce atmo-
spheric visibility, degrading recreational values. Ox-
ides of nitrogen help to form ozone, a principal 
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constituent of urban smog. Concentrated in urban 
areas, sulfur dioxide and smog cause lung damage 
and raise the incidence of many respiratory dis
eases. But even when these pollutants are widely dis
persed, they pose a significant environmental threat 
through the formation of acids that precipitate as 
rain, snow, or in other forms. 

Acid precipitation has altered the chemistry of 
tens of thousands of lakes and streams to the point 
where they can no longer support life. It is impli
cated in damage to crops and forests in many areas 
of the world, among them China, North and South 
America, Africa, and nearly 50 million hectares of for
est in Europe alone. It can also help to mobilize toxic 
metals from soil, sediments, and even drinking water 
pipes. It is, in short, a major indirect cost attribut
able to the use of fossil fuels. 

Land and Sea-The Fertile Earth 

Life on Earth depends very directly on the living soil 
*andthe aquatic ecosystems of rivers, lakes, estuar
les, and oceans. Without fertile soil and the microbial 
fauna that inhabit it, food would not grow, dead 
things would not decay, and nutrients would not be 
recycled. Without the plankton and algae that form 
the base of the aquatic food web, there would be no 
fish to harvest; even the ocean's ability to remove 
carbon dioxide from the atmosphere-and thus mod
erate global warming-would be greatly decreased. 

Yet the Earth's soils are being stripped away, ren
dered sterile, or contaminated with toxic chemicals 
at a rate that cannot be sustained. By some esti
mates, 10 percent of the land surface of the planet 
has been transformed by human activities from for
est and rangeland into desert (5); as much as 25 per
cent more is at risk (6). Cropland is already scarce in 
much of the developing world; it is getting scarcer as 
urban areas expand and high dams flood fertilt val
leys. A country is often described as "land scarct" 
when more than 70 percent of the potentially arable 
land Is under cultivation. In Asia, an estimated 82 per
cent of all potential cropland is under production. in 
Latin America and Africa, the percentages are lower, 
but misleading. Latin America has the highest con
centration of land ownership-10 percent of the pop
ulation owns 95 percent of the arable land-but 
subsistence farmers must seek land on steep hill
sides or in tropical forests, hastening erosion and de
forestation (7). Large areas in Africa are plagu.d by 
drought or by the tsetse fly. As a result, continuing 
the rate of expansion of cropland in these regions
by 14.1 percent in South America and 4.6 percent in 
Africa,from the mid-1970s to the mid-1980s-may
 
prove unsustainable.
 

Expanding Agriculture 

Most areas of potential expansion for agriculture ei
ther lack water or have physical or chemical con
straints such as steep slopes, easily eroded or 
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Figure 1.7 Per Capita Cereal Production 
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poorly drained soils, alkaline or other conditions 
toxic to plants. New agricultural lands often prove il-
lusory, as evidenced by the failure of an estimated 20 
percent of new ranches in the Amazon within a few 
years. Indeed, the loss of existing agricultural land 
through erosion is estimated at 6-7 million hectares 
per year, with an additional loss of productivity to 
1.5 million hectares from waterlogging, salinization, 
and alkalinization (8). Modern irrigation systems can 
bring water from long distances, careful terracing 
can make steep slopes usable, and imaginative new 
technical solutions such as those being used in Latin 
America's tropical savannas (see Chapter 6, "Food 
and Agriculture," Sustainable Land Use for South 
America's Tropical Savannas) may overcome soil lim-
itations, but these are not solutions for subsistence 
agriculture. All too often, expansion into new and 
marginal agricultural land is, out of basic necessity, 
led by those least able to overcome its difficulties or 
to farm it in a sustainable manner. 

Asia has increased its per capita food production 
over the past decade through a massive increase in 
agricultural inputs such as fertilizers, pesticides, and 
mechanical equipment. Over the same period, Latin 
P\merica barely maintained its per capita food pro-
duction (despite substantial increases 'nInputs and 
in land used for agriculture), while Africa's per capita 
food production declined. For grains, specifically, 
world production has continued to rise, even on a 
per capita basis, except during the North American 
drought years of 1987 and 1988. The major exception
is Africa, which continued a 20-year trend of declin-
ing per capita grain production. (See Figure 1.7.)

Meanwhile, the world's margin of error for food de-

clined in 1988, as grain stocks fell by nearly a quar-

ter, to 305 million metric tons, in large part because 

of droughts in North America. 
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At present, the world's cropiand averages about 
0.28 hectare per capita, but varies widely. Latin Amer
ica has nearly double the world average (but, as 
noted above, concentrated in the hands of a few); 
Asia, in contrast, has only 0.15 hectare per capita. If 
world food production is to increase 60 percent by 
the year 2025--as It must to maintain current nutri
tional levels for a population projected at 8.5 billion
then either croplands must expand or crop yields 
must increase. The latter is likely to require more in
puts of fertilizer, pesticides, and irrigation-with the 
risk of worsening water pollution-or novel means of 
Increasing productivity, such as higher yielding or 
pest-resistant strains developed through biotechnol
ogy. The extension of plant breeding methods typical 
of the Green Revolution to dryland crops-if that 
proves possible-could also increase yields and re

losses to pests. 

GrowingDemands on Freshwater Supply 

Freshwater for irrigation is increasingly limited in 
many regions of the world. Withdrawals of water formunicipal and industrial use are rising. Projections 
based o, a detailed model of water use prepared bythe Institute of Geography of the Soviet Academy of 
Sciences suggest that withdrawals of freshwater will 
continue to rise rapidly in the near future, approach
ing 20 percent of the total runoff for both Asia and Eu
rope and much higher percentages in specific river 
basins. (See Figure 1.8.) The environmental effects of 
excessive withdrawals are demonstrated dramati
cally by the devastation of the Soviet Union's Aral 
Sea, which has lost 40 percent of its area, 60 percent 
of its volume, and virtually all of its once productive 
fishery over the past 30 years. (See Figure 1.9.) 

The first global assessment of water quality, com
pleted in 1989 under the auspices of the United Na
tions Global Environmental Monitoring System, 
found growing contamination of freshwater. (See 
Chapter 10, "Freshwater," Freshwater Quality: A 
Global Perspective.) Runoff from urban and agricul
tural areas is a major continuing source of pollution. 
In developing countries and in many industrialized 
countries with centrally planned economies, domes
tic sewage and industrial effluents are often dumped 
untreated into rivers and lakes; the problem is se
vere in Eastern Europe and the U.S.S.R. and growing 
in the concentrated urban areas of the developing 
world where perhaps 500 million people do not have 
access to treated water for drinking, bathing, and pre
paring food. 

Pollutingthe Oceans 

The oceans, vast as they are, are beginning to show 
the effects of pollution too, particularly in coastal 
areas. This was demonstrated graphically in Alaska 
when the tanker Exxon Valdez went aground and 
spilled 38.5 million liters of oil into the cold waters of 
Prince William Sound. Oil spills are isolated, if recur



Figure 1.8 Freshwater Withdrawals By 
Region, 1980s and projections for 2000. 
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ring, incidents, but the effects of urban sewage, silt, 
plastics, pesticides and other organic substances are 
pervasive and compound the damage. A recent 
study %ythe United Nations Group of Experts on the 
Scientific Aspects of Marine Pollution concluded that
"chemical contamination and litter can be observed 
from the poles to the tropics and from beaches to 
abyssal depths....We fear, especially inview of the 
continuing growth of human populations, that the 
marine environment could deteriorate significantly 
inthe next decade unless strong, coordinated na-
tional and international action is taken now." (See 
Chapter 11, "Oceans and Coasts," New Assessment 
of Ocean Pollution.) 

Coastal waters, where pollution is at Its worst, shel-
ter the vast majority of the ocean's life. Although the 
world's fish catch continues to climb, some fisheries 
inheavily fished and polluted areas are declining, 
And although the globa fish catch is just below its es-
timated sustainable yield, fishermen exceed the esti-
mated sustainable yield in 4 of 16 major fisheries-
the Pacific Northwest, the Mediterranean and Black 
Sea, the Eastern Indian Ocean, and the Southeast Pa-
cific-and are close to It in many others. 

The Earth cannot produce its bounty ifwe con-
tinue to damage Its productive capacity. Human ac-
tion has increased the global rate of soil erosion 
threefold since prehistoric times (9), based on the evi-
dence of the sediment loads of the world's rivers 
compared with the history of earlier sediment loads 
written in the muds of the ocean floor. Toxic materi-
als abound--oil spilling into the oceans at 10 times 
the rate of natural seeps (10), lead being depositei on 
soils and in waterways at 100 times th,. prehistoric 
levels ( 11), cadmium being released into thc environ-
ment at 40 times the natural rates (?2), radioactive 
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Figure 1.9 The Rising Consumption of 
IrrigationWater and the Declining Volume of 
the Ar] Sea, 1960-87 
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materials contaminating soils at many sites, and the 
acidity of precipitation over millions of square kilo
meters increasing 10-fold (13). 

Uving Resources 

The living resources of the planet surely include the 
few dozen species of plants and animals grown for 
food and fiber. They also include the human re
sources-people themselves. But it is the vast diver
sity of other species that constitute the biological 
systems on which life itself depends. Now, that diver
sity, and the genetic heritage that it represents, is in
creasingly at risk. 

The largest density of those species is to be found 
in the tropical forests of the world, which are under 
intense pressure. Over the past decade, land conver
sion and deforestation in these regions have acceler
ated dramatically. An estimated 17 million hectares 
of closed forest were deforested and converted to 
other uses in 1987, up from 7.5 million hectares in 
1981. (See Figure 1.10.) Estimates of deforestation 
vary substantially and the true extent is not known 
with any great accuracy, but the trend is not in 
doubt and it is alarming. The best current estimate 
for 1987., in what may have been a peak year, is that 
the worldwide loss of both closed and open tropical 
forest amounted to 20.4 million hectares. (See Chap
ter 7,"Forests and Rangelands," New Estimates of 
Tropical Deforestation.) Inmany areas of the world, 
the loss is not only the trees and the habitat for an 
enormous variety cr specie.; that the forest provides, 
but also the relatively poor soils beneath it, which 
often compact, laterize, or erode when the tree cover 
has gone. 
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Figure 1.10 World Total of Closed Tropical 
Forest Area Lost Per Year 
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Figure 1.1 1 Elephant Populations In Africa,
1979a and 1989 
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Clearing land for agriculture and environmentiAl 
degradation of other kinds have accelerated the rate 
of habitat loss and species extinction to levels not 
seen on Earth for 60 million years. Aprecise measure 
is not possible because scientists have not yet identi-
flied many of the life forms that are threatened and 
they do not know, with any precision, the number of 
species that inhabit the Earth, but careful estimates 
are that we are losing 100 species per day (14). The 
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trends are all too clear-from declining American 
songbirds whose winter habitat is the disappearing 
Central American forests to the African elephant
whose numbers have been sharply reduced over the 
past decade by ivory poachers. (See Figure 1.11.) 

Human Poverty and II Health 

The human species is not declining in numbers, but 
some 350 million to I billion people remain seriously
undernourished. Estimates are that I billion people 
live in households too poor to obtain the food they
need in order to be able to work, that one child in 
three is underweight by age 5, and that hundreds of 
millirnz of people suffer from anemia, goiter, and impaired sight-conditions associated with a lack of 
iron, iodine, or vitamin A (15). Beyond outright hun
ger, many people lead lives trapped in subsistence 
agriculture or in urban poverty. 

Conditions in urban environments are deteriorating in many developing countries: untreated sewage,
uncontrolled industrial effluents, and rapidly grow
ing automobile fleets pollute air, water, and nearby
cropland. By the year 2000, a billion people are ex
pected to be without satisfactory sanitation and half 
a billion without adequate drinking water. (See Chap
ter 5, "Human Settlements," Conditions and Trends.)
Competition for housing in already overcrowded cit

is expected to increase. The strong trend to ur
banization in developing countries means that more 

more of the world's population must contend 
with these conditions. 

The consequences for human health are severe. An 
estimated 60 percent of Calcutta's population suffer 
from respiratory diseases related to air pollution; 
lung cancer in Chinese cities (where coal is the main 
fuel) is 4 to 7times higher than in the nation as a 
whole; and lead from auto exhausts is found in the 
blood of children in Mexico City at levels high 
enough to cause brain damage (16).Access to health care has improved in recent de
cades, but the health care systems of many develop
ing countries cannot cope with many serious health 
problems. Diseases related to inadequate sanitation
and absence of clean water are widespread, leaving 
hundreds of millions of people debilitated and un
able to reach their full potential. Malaria is resur
gent-the total number of cases may reach 100 
million per year-and AIDS is spreading steadily in 
Africa, Latin America, and the Caribbean, as we!N as 
In many industrialized countries. (See Chapter 4, 
"Population and Health," Focus on a Major Killer: Ma
laria and AIDS in the Americas.) 

With the expected increase in the world's popula
tion rising by about 96 million additional people per 
year during the decade of the 1990s (17), it will take 
extraordinary efforts to supply the world's popula
tion with adequate food and health care and to slow 
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Datapoint: Latin American Debt 

Figure 1.12 Debt Servc2 as a Percentage of 

Exports of Goods and Services in Six Latin 
The context for LaAricn 
tal issues during the 1980s--and much else- American Countries 
has been the economic stagnation of the 
region. A factor In that stagnation has been (pecentag of expos) 
the region's mounting external debt, which 51_ 
in 1987 tolaled $387 billion. By comparison, 
the external debt for all of Asia was $342 bli- ED 1977 M 19V ,07 
lion and for Airica $212 billion. To pay the In- , H 
terest on that debt, countries struggled to 

Increase exports, with varying success. For
 

the largest countries in Latin America, debt 30
service consumed between 25 and 45 per- , 
cent of export earnings. (See Figure 1.12.) To 7 
make matters worse, prices for agricultural 20 4 

commodities (one of Latin America's major 
exports) dropped on world markets. The re- 1';i 
sult was adecline in per capita gross domes- I0 
tic product of almost I percent per year 
between 1982 and 1989. Under such condi
tions, it is hard to make protection of the en- 0 Ar Br.., cr. co~to, US.,o uu ay
 

vironment the highest priority.
 

I,. Souroe: Chapter 15, "BasicEconomic Indicators,' Table 15.2. 

or halt the deterioration of the biological systems on threat to national security and prosperity as military 
which all life depends. conflicts (19). 

In order for sustainable economic development to 
proceed, however, the environmental consequences 

A CHANGING WORLD of development must be considered from the start, 
In developing countries and industrial countries 

The year 1989 saw unprecedented political cihange in alike. It is a hopeful sign that major funding organiza-
Eastern Europe, as country after country adopted tions such as the World Bank and a growing number 
democratic reforms. Equally dramatic transitions to of large international corporations have made corn
new or strengthened democratic governments took mitments to environmental standards (20). It may 
place in Latin America, and there were strong cur- also prove essential to measure economic progress 
rents of political change in the Soviet Union and more realistically. At present, such economic indica-
South Africa. This sweeping tide is a reminder that at- tors as gross national product give misleading indica
titudes and human institutions can and do change, tions. For example, when applied to countries that 
and change quickly, given appropriate conditions, rely heavily on their natural resources, gross na-
That is a source of great hope, not only for a ,lreer tional product fails to take into account the deple
and more peaceful world, but also for a world less tion or destruction of those assets in the process of 
threatened by continuing environmental degrada- economic development. (See Chapter 14, "Policies 
tion. and Institutions.') 

Where will the financial resources come from to 
build an enduring economic base and to combat pov- Public Opinion on the Environment 
erty in the developing countries, to clean up and re
build the pollution-prone industrial base of Eastern As democratic governments spread, support for re-
Europe and the Soviet Union, and to develop new channeling resources to environmental problems 
technologies everywhere that can provide the foun- may come more and more from ordinary citizens. 
dation for economic growth without degrading the Widespread concern about the environment is be.
environment? One potential source, if the world coming a potent political force. Environmental issues 
turns from confrontation to peaceful cooperation, Is have played a strong role in the wave of democracy 
the huge resources now i!voted to mii'ary bud- sweeping over Easte,-n Europe and have increasingly 
gets-an estimated $1 trillion per year worldwide become an election issue in the new democracies of 
and significant fractions of the Industrial workforce: Latin America. Environmental questions are being 
11 percent in the United States, 9.7 percent in the So- ran;ed repeatedly in the Soviet Union and are already 
viet Union (18). One rationale for such a refocusing of a recurring issue in elections in Western Europe and 
resources is the growing concern that local and North America. Increasingly, the environment is be
global environmental problems can be as serious a coming i global political Issue, occupying a major 
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place on the agenda at the "Group of Seven" (Can-
ada, France, Federal Republic of Germany, Italy, 
Japan, the United Kingdom, and the United States) 
economic summit meeting in 1989. 

The reasons for the emergence of the environment 
as a political concern are riot hard to find. In 1988 
and 1989, the Harris polling organization surveyed 
public opinion and leadership attitudes around the 
globe on behalf of the United Nations Environment 
Programme (21.The survey encompassed 15 coun-
tries, including ihe developing regions of Africa, Asia, 
and Latin America as well as North America, Western 
Europe, and Eastern Europe, and found widespread 
concern about the quality of the environment. Most 
cf those surveyed in all but one country, Saudi Ara-
bia, believed that their environments had become 
worse in the past decade, large majorities in every 
country surveyed believed that environmental pro-
tection should have a high priority and favored 
stronger actions by both governments and interna-
tional organizations. Women surveyed were more 
aware and concerned about environmental dcgrada-
tion than were men; younger people were more 
aware and concerned than older people. 

The greatest concern of those polled was pollution 
of drinking water, but large majorities also thought 
that air and water pollution, the dumping of toxic 
chemicals on the land, loss of agricultural or farm 
land, loss of forests, and overuse of pesticides and 
herbicides were serious problems. 

Perhaps most striking was the finding that, by 
large margins ill all the countries surveyed, the pub-
lic put a higher priority on reducing environmental 
health risks than they did on iricreasing living stan

dards. Most people in all 15 countries surveyed (ex
cept Argentina) declared that they would be willing 
to pay higher taxes to see an improvement in the en
vironment, and substantial majorities everywhere 
(except Japan) would be willing to spend some of 
their time or money to help Improve the environ
ment. Overwhelming majorities of those polled 
wanted governments to pass and enforce stronger 
laws and to make protection of the environment a 
higher priority. 

A Common Future 

A more peaceful and cooperative world, govern
ments that are more responsive to their citizens and 
capaole of redirecting resources to deal with environ
mental problems and assist the development pro
cess, widespread public concern and growing 
knowledge about the environtment-these are the 
hopeful signs for the coming decade. The growing 
role of nongovernmental organizations and of grass
roots participation in environmental issues is also a 
positive trend. The 1992 United Nations Conference 
on Environment and Development, for which prepara
tion Is now under way, ought to be regarded as a 
unique and crucial opportunity for industrial and de
veloping countries to work together to mobilize 
world attention on environmentil issues and to fur
ther sustainable development. 'These and other initia
tives wil need widespread support if the world's 
environmental problems are to be successfully con
fronted and Earth is to be sustained as a fertile, boun
tiful planet, the common home of all living things. 
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Our species entered the industrial age with a population 
of one billion and with biological diversity - the total of 
genes, species, and ecosystems on earth - possibly at an 
all-time high. Biological resources - the portion of diver-
sity of actual or potential use to people - were freely 
available for exploitation to support development, 

In the late 20th century, we are coming to realize that 
biological resources have limits, and that we are exceeding 
those limits and tereby reducing biological diversity. This 
is therefore a time of extraordinary change in the relation-
ship between people and the biological resources upon which 
their welfare depends. Each year, more people are added 
to the human population than ever before, species are becom-
ing extinct at the fastest rate known in geological history, 
and climate appears to be changing more rapidly than ever. 

Human activities are progressively eroding the earth's 
capacity to support life at the same time that growing numbers 
of people and increasing levels of cons imptioi are making 
ever greater demands on the planet'. resources. The com-
bined destructive impacts of a poor majority struggling to 
stay alive and an affluent resource-consuming minority are 
inexorably and rapidly destroying the buffer that has always 
existed, at least on a global scale, between human resource 
consumption and the planet's productive capacity. 

The erosion of the planet's life-support systems is likely 
to continue until human aspirations come more into line with 
the realities of the earth's resource capacities and processes, 
so that activities become sustainable over the long term. The 
problems of conserving biological diversity therefore can-
not be separated from the larger issues of social and economic 
development, 

Maintaining maximum biological diversity assumes far 
greater urgency as rates ofenvironmental change increase, 
Diversity in genes, species, and ecosystems provides the raw 
materials with which different human communities will adapt 
to change, and the loss of each additional species reduces 
the options for nature - and people - to respond to chang-
ing conditions. 

7he tropics harbor a major proportion of the planet's 
biological diversity. The industrialized countries also depend 
on tropical resources, as industrial materials, sources of 
breeding material, pharmaceuticals, tourism sites, and awide 
rangL of other tangible and intangible benefits. So far, 
hoA 0 er. the exploitation of the tropics by the industrialized 
soci,.!e has yielded great benefits without making commen-
%utatC investments in conservation and without paying the 
en ironmental costs of over-exploitation. Cheap labor, raw 
materials with low prices that do not reflect their true value, 
inappropriate development aid, and the control ofcommodity 
pri.L,, and interest rates, among other factors, h%,e encour-
ag9d much more rapid levels of resource depletion and 

destruction than would otherwise be the case. The situation 
is continually worsening through the ramifications of the 
developing world's debt crisis and relatsi high i-.erest rates. 

Governments, industry, development agencies, and the 
general public are therefore becomiog increasingly concerned 
about the depletion of biological resources, with the grow
ing awareness that development depends on thCir 

maintenance. 
How can the scientific knowledge be mobilized that will 

best enable the planet's biological diversity to be conserved? 
How can the process ofchange be managed so that biological 
resources can make their best contribution to sustainable 
development? What information is required to address the 
problems of conserving biological diversity? Which prob

,lems need to be addressed first? How can the many initiatives 
in conservatior -,f biological diversity be coordinated most 
effectively? Where can the financial resources be found to 
respond to these issues at a scale that will be commensurate 
with the problems? 

This document seeks answers to these quest.ons. 

The Values of Biological Diversity 
Biological resources provide the basis for life on earth, 

including that of humans. The fundamental social, ethical, 
cultural, and economic values of these resources have been 
recognized in religion, art, and literature from the earliest 
days of recorded history. The great interest that children have 
in nature, the numerous wildlife clubs, the generous dona
tions made to ,on-governmental conservation organizations, 
the political support for "Green Parties," and the popular
ity of zoos and wildlife films are economic expressions of 
preference and show that the general public does nri. "link 
of biological resources merely in terms of a cash value. 

But in order to compete for the attention of government 
and commercial decision-makers in today's world, policies 
regarding biological diversity first need to demonstrate in 
economic terms the contribution biological resources make 
to the country's social and economic development. Even par
tial valuation in monetary terms of the benefits of conserv
ing biological resources can provide at least a lower limit 
to the full range of benefits and demonstrate that conserva
tion can yield a profit in terms that are meaningful to na
tional accounts. 

Three main approaches have been used for determining 
the value of biological resources: 
0 assessing the value of nature's products - such as fire

wood, fodder, and game meat - that are consumed direct
ly, without passing through a market ("consumptive use 
value"); 

* assessing the value of products that are commercially 
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harvested, such as timber, fish, game meat sold in a 
market, ivory, and medicinal plants ("productive use 
value"); and, 

0 	assessing indirect values of ecosystem functions, such as 
watershed protection, photosynthesis, regulation of 
climate, and production of soil ("non-consumptive use 
value"), along with the intangible values of keeping op-
tions open for the future ("option value") and simply 
knowing that certain species exist ("existence value"). 

How and Why Biological 

Resources are Threatened 


The proximate causes of the loss of biological resources 
are clear. Biological resources are degraded and lost through 
such activities as the large-scale clearing and burning of 
forests, overharvesting of plants and animals, indiscriminate 
use of pesticides, draining and filling of wetlands, destruc-
tive fishing practices, air pollution, and the conversion of 
wildlands to agricultural and urban uses. 

When the problem of biodiversity loss is defined in terms 
of its immediate causes, the response is to take defensive 
and often confrontational actions, such as enacting laws, clos-
ing access to resources, and declaring additional protected 
areas. Such responses are necessary in times of rampant over-
exploitation. But they are seldom really sufficient to change 
the social and economic causes of the threats to biological 
diversity. 

The foundations of over-exploitation include demands for 
commodities suLh as tropical hardwoods, wildlife, fiber, and 
agricultural products. The growing human population, even 
without accompanying economic growth and development, 
places increasing demands on natural resources and 
ecosystem processes that are already impoverished and stress-
ed. Settlement policies promote the movement of the grow-
ing unemployed labor forces to frontier zones. The debt 
burden forces governments to encourage the production of 
commodities that can earn foreign exchange. Energy policies 
encourage inefficiency in many nations, and in so doing add 
to the burden of air pollutants and the risk of substantial 
global climate change. Inappropriate land tenure ar-
rangements discourage rural people from making the in-
vestments that would enabl,: sustainable use of the available 
biological resources. 

When the problem is defined in ierms of its root causes, 
a more constructive response can be stimulated that seeks 
cooperative efforts to address the social and economicfoun-
dations of resource depletion. 

Six main obstacles to greater progress in conserving 
biological diversity need to be addressed: 
* 	National development objectives give insufficient value to 

biological resources. 
* 	Exploiting biological resources yields the greatest profit 

for traders and manufacturers (who can externalize en-
vironmental costs), not for the local people who have few 

other sources of livelihood, and who must pay the en
vironmental costs of over-exploitation. 

0 The species and ecosystems upon which human survival 
depends are still poorly known. 

0 The availzble science is insufficiently applied to solving 
management problems. 

0 Conservation activities by most organizations have focused 
too narrowly. 

a Institutions assigned responsibility for conserving biodiver
sity have lacked sufficient financial and organizational 

resources to do the job. 

Approaches to Conserving 

Biological Diversity 
Conserving biological diversity needs to address both prox

imate and ultimate causes. The complex threats to biological 
diversity call for a wide range of responses across a large 
number of private and public sectors. All are necessary, with 
the mix of responses adjusted to the local conditions. Since 
government policies are oftkn responsible for depleting 
biological resources, it :-tan,,s to reason that policy changes 
are often a necessary first step toward conservation. National 
policies dealing directly with wildlands management or 
forestry, or influencing biodiversity indirectly through land 
tenure, rural development, family planning, and subsidies 
for food, pesticides, or energy can have significant impacts 
on the conservation of biodiversity. National and sub-national 
conservation strategies can often provide the mechanism for 
carrying out st,,:h reviews. 

Protecting species can best be done through protecting 
habitats. Most national governments have established legal 
means for protecting habitats that are important for conser
ving biological resources. These can include: national parks 
and other categories of reserves (some 4,500 major reserves 
exist, covering nearly 500 million hectares): local laws pro
tecting particular forests, reefs, or wetlands: regulations in
corporated within concession agreements; planning restric
tions on certain types of land; and customary laws protect
ing sacred groves or other special sites. The responsibility 
for such management is often spread widely among public 
and private institutions. While accomplishments to date are 
impressive, the amount of habitat protectcd needs to be in
creased by a factor of three if these areas are to make the 
necessary contribution to conserving biological diversity; 
these new areas may need more flexible approaches to 
management than is usual in national parks. 

In addition, the protected areas will succeed in realizing 
their conservation objectives only to the extent that the areas 
themselves are effectively managed, and to the extent that 
the management of the land surrounding them is compatible 
with the objectives of the protected areas. This will typical
ly involve protected areas becoming parts of larger regional 
schemes to ensure biological and social sustainability, and 
to deliver appropriate benefits to the rural population. 
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Ex situ conservation programs - zoos, aquaria, seed 
banks, botanic gardens, and so forth - supplement in situ 
conservation by providing for the long-term storage, analysis, 

testing, and propagation of threatened and rare species of 
plants and animals and their propagules. They are particularly 
important for wild species whose populations are highly 
reduced in numbers, serving as a backup to in situ conser-
vation, as a source of material for reintroductions, and as 
a major repository of genetic material for future breeding 
programs of domestic species. Some ex situ facilities 
notably zoos and botanic gardens - provide impoltant op-
portunities for public education, and many make impvrtant 
contributions to taxonomy and field research. 

Measure, to curb the pollution of the biosphere, perhaps 
the most widespread conservation measures, are the mGst 
expensive, and have attracted the greatest attention from both 
the public and government. Biological diversity is threatened 
by various forms of chemical pollution, but the gravest threat 
ma) be climate change brought about by air pollution and 
the increase in atmospheric carbon dioxide due to deforesta
tion and the burning of fossil fuels. Mean world temperatures 
could in.rease by about 2 C and mear sea levels rise by 
around 30-50 centimeters in the next 40 years. While thespecies and ecosystems contained within protected area~s w'ill 
scinlybe affected by climate change, it is unrealistic to 
certainly 
exr',:t the boundaries of existing protected areas to changebecase heyareusuily'surouned y' ore 
very much, becautse they are usualy surrounded by morevery uchtheir 
intensive human land uses. Instead, new forms of manage-
ment intervention will be required to maintain systems 
deemed desirable. 

Many' of the responses jtt haiscussed have been supported
by international legislation that has fostered useful coopera-
lion inconserving biological diversity. However, species and 
ecosystems are still being exploited at rates that far excted 
their sustainable yield. Recognizing the growing severity of 
threats to biological diversity and the increasingly interna- 
tional nature of the actions required to address the threats, 
IUCN and UNEP have embarked on the preparation of an 
International Convention on the Conservation of Biological 
Diversity. This effort has gained the broad support of govern-
ments, including a joint resolution from the US Congress. 

People form the foundation for thc sustainable use of 
biological resources. Local communities need to be more in-
volved in the management of biological resources, and to 
benefit from their sustainable use. Because groups of in
digenous people in many parts of the world regard natural 
resources, partic'ilarly widli ,, as essential to their cultural 
coaitinuity and economic well-being, they should be give, 
particular attention in all conservation programs. Local peo-
pie should be closely associated with the authorities respon-
sible for the management of biological resources and for the 
establishmeni and management of protected areas. However, 
the tension between local interests and national interests in 
conservation requires great sensitivity and site-specific 
solutions. 

The Information Required to 
Conserve Biological Diversity 

Effective action must be based on accurate information,
 
and the more widely shied the information, the more like
ly it is that individuals and institutions will agree on the defini
tion of problems and solutions. Developing and using infor
mation is therefore an essential part of conservation at all
 
levels, from the local to the global community.
 

The current state of knowledge about species and eco
systems is woefully inadequate; detailed knowledge is still 
lacking on the distribution and population sizes of even such 
large and well-studied animals as African primates. It seems 
self-evident that increasing knowledge about the kind and 
variety of organisms that inhabit the earth - and the ways 
that these organisms relate to each other and to humans 
must be a foundation of conservation action. Therefore, a 
major effort is i,:quired to: 
* document the wealth of the world's species of plants and 

gardens, universities, and research statio ab n 
c the variousgarry out ecological fieldwork to show ho 

cr out to showohow aiothepieces fit together, discover the population dynamics of 

species of particular concern, assess the effects of fragmen
tation of natural habitats, and determine what management 
s gsteps are required to enable ecosystems to flourish with 

full complements of species; 
develop new mechanisms for ex situ conservation, in
dlin bot hai p r ansitu resase in
cluding both captive propagation and eentual release in
to "natural"' ecosystems;
monitor the changes in ecosystem diversity and function 
as the influences of humans become more pervasive, in
cluding climate change, deforestation, and various forms 
of pollution; 

• assess the ecological differences between relatively large 
but minimally disturbed ecosystems and ecosystems that 
have been heavily affected by humans, as a basis for en
hancing productivity and restoring degraded ecosystems 
to a more productive state; and to 

* carry out research in the social sciences to determine how 
local people manage their resources, how changes in 
resource availability and land use affect human behavior, 
and how people decide how to use their biological 
resources.
 

Sucld basic inventor and fundamental research work 
should be carried out simultaneously with field action, with 
the two forms of activity reinforcing each other. 

Government agencies, local communities, and conserva
tion organizations all need information to enable _mm,to 
manage their biological resources more effectively. Infor
mation tools that can help meet this need include basic 
descriptions of fauna and flora, practical handbooks for field 
identification, rapid inventory techniques, and basic com
puter programs for use with micro-computers. 
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The information needs in the tropics are particularly im-
portant, because these areas hold the majority of the world's 
biological diversity and they are losing species at rates that 
far exceed the world's capacity to record them. Highest 
priority for basic inventory work should be given to the sites 
of greatest diversity and local endemism coupled with the 
greatest threat, for the information contained by the species 
in these areas could disappear before humanity even knows 
what it is losing. 

Development agencies should support national efforts to 
establish local, sectoral, and national information manage-
ment systems, through demonstrating methodologies, pro-
viding training opportunities for taxonomists and biologists, 
and subsidizing the publication of status reports. Universities, 
research institutions, a'id non-governmental organizations 
(NGOs) need to be stre.igthened so that they can help govern-
ments assess their biological resources. Closer working rela-

tionships should be established between museums and other 
taxonomic-oriented institutions and those concerned with 
conservation of biological diversity. . 

Establishing Priorities for
Conserving 

Biological Diversity 
When governments approved the World Charter for Nature 

in the United Nations in 1982, they agreed that all species 
and habitats should be safeguarded to the extent that it is 
technically, economically, and politically feasible. But 
resources for conservation are always limited, so efforts spent 
in deciding what to do first are usually well repaid in say-
ings of time, finances, and personnel. 

Determining priorities is a complex task. The genetic land-
scape isconstantly changing through evolutionary processes, 
and the world contains more variability than can be expected 
to be protected by explicit conservation programs; further, 
the capacity of governments or private organizations to deal 
w a environmental problems is limited and many urgent 
dei,,ands compete for their atention. So governments, in-
ternational organizations. and conservation agencies seek-
ing to conserve biological diversity must be selective, and 
ask which species and habitats most merit a public involve-
ment in pr, tectii'e measure. 

No generally accepted scheme exists for establishing 
priorities for the conservation of biological diversity, nor is 
it either possible or advisable for such a scheme to be de-
vised. Different organizations and institutions can be ex
pected to have different wa)s of establishing priorities 
because of their differing goals. For example. from a global 
perspective on biodiversity. regions with high species diver-
sity may be most "valuable"; from the perspective of a 
pastoral community in the Sahel, however, the diversity of 
life available in the local ecosystem will be of highest value 
even though it exhibits relatively little diversity on a global 
scale. 

The various methods of establishing priorities suggest dif-

ferent types of conservation action and will result in the con. 
servation of different subsets of the world's biological 
resources. Each system has its own strengths and weaknesses, 
with the major point of difference being the objective for 
which the system was devised. 

The Role of Strategies and 
A 

Action Plans in Promoting
Conservation of Biological Diversity 

One of the best ways to ensure that the various institutions 
involved in conservation are in general agreement on 
priorities isto prepare a strategy that defines the basic prob
lems and agrees to appropriate objectives. Strategies are 
turned into action through a more tactical process of plan
ning specific activities to address the broad strategies; this 
often involves the preparation of an action plan. 

A global strategy is required to provide the framework for 
local and regional efforts, and to give concise guidance on 
the options and opportunities for action capable of achiev

ing global goals while addressing local priorities. The 
strategy needs to be supported by regional, national, local, 
and sectoral strategies, and by action deigned to meet
specific needs. 

Such a strategy, dealing with all aspects of biodiversity, 
including both marine and terrestrial ecosystems at all 
latitudes, is currently being prepared by a coalition of the 
World Resources Institute, IUCN, and UNEP. in close col
laboration with WWF, Cl, the World Bank. the Asian 
Development Bank, and other key governmental and 
non-governmental institutions in both tropical and temperate 
nations. It is expected that FAO and Unesco will also par
ticipate in the process. It aims to: 
• establishi a common perspcc i',,e, fo:ter international 

cooperation, and agree to priorities for"action at the in
ternational level; 

6 	examine the major obstac!es to progress and analyze the 
needs for national and international policy reform: 

0 	specify how conservation of biological resources can be 
integrated with development more effectively and iden
tify the linkages with other related issues facing human
ity'; and to 

* 	promote the further development of regional, national, and 
thematic action ,*ans for the conservation of biological 
diversity, and promote their implementation. 

How to Pay for Conserving 

Biological 1iversity 
Innovative rinding mechanisms will be required to sup

port conservation efforts. These mcchanisms should be based 
on the principle that those who benefit from biological 
resources should pay more ofthe costs )fensuring that such 
resources are used sustainabl'v. Efforts are required at the 
community level to provide economic incentives for conser
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vation, at the national level to ensure that government policies 
are compatible with such incentives, and at the internationalleve toensre hattheweathy romtheatins eneirtnglevel to ensure that the wealthy nations beniefitting from the 

biological resources of the tropics are able to invest in con-
serving the productive capacity of those resources. 

Approaches useful primarily at the nationai level include 
charging entry and other fees to national parks, levying 
charges for ecological services, collecting special taxes, 

building funding linkages with large development projects, 
returning profits from exploitation of biological resources,
building conditionality into concession agreements, seeking 
building conditriat intor,nesingenationg 
support from the private sector, and establishing foundation s 
for conservation. Approaches useful ot the international level 
include international conventions that provide financial sup-
port, direct assistance from international conservation 
organizations, debt-for-nature swaps, restricted currency 
holdings, and conservation concessions. 

In general, conservation should be supported to the maximum extent possible through the marketplace, but the 
imketcene toble tablishthed marethrough ar tte 
marketplace needs to be established through appropriate 
policies from the central government. One problem faced 
by all the funding mechanisms described in this book is op-
portunity costs; any' funds earned might be used by the 
government in other ways that the government considers of 

hThe atraction of the methods sugested ishigher priority. Th trcino h ehd ugse s 

that the income is being earned by the biological resources, 

and some of the funding is being provided by the public in 

expression of their support for non-consumptive uses of 
biological resources. 

In many countries, funding is not the major constraint to 
conservation achievement. While conservation agencies 

never have sufficient funding. and additional funding is cer-

tainl) called for, even generous budgets will not lead to con-

servation if government policies in other sectors arc incom-

patible with conservation. Therefore, an) new funding 

mechanisms need to be part of a package that includes 
necessary policy changes in national security, land tenure, 
energy, frontier settlement, fireign trade, transportation, and 
so ol. 

The major requirement from gc'ernment policymakers is 
that they recognize the many values of biological resources, 
and take advantage of opportunities to invest in the continued 
producivin" that such resources require. They also need to 
be persuaded to create conditions whereby the local com
munity or tht private or NGO sector can assume total 
management control of certain important biological resources 
or areas, and can seek their own funding in an attractive tax 
and investment climate. Through the use of innovative fund
ing mechanisms backed by compatible government policies, 
one of the major obstacles to progress in conservation can 
be overcome. 

Conclusion 
The elements now exist that will reverse the trend towardthe biotic impoverishment of the world. Novel approaches, 

te bioti moverismn ewol. neapproae 
new financial mechanisms, and new policies need to be ap
plied at the appropriate level of responsibility to translate 

being and a secure biotic heritage. New partners in conser

vation need to be found, involving all ministries, departments 
and private institutions that are directly dependent on 
biological resources. National parks departments, for exam
pie, should be joined in habitat management by a wide range 
of other institutions to represent all interests. Furthermore, 
other line agencies need to develop the capacity to manage 
biodiversity of particular relevance to their respective 
missions. 

The 1990s may be the last decade during which construc
tive and creative decisions, activities, and investments 

rather than emergency rescue efforts - can be made to en
sure that many of the world's species and ecosystems are 
'maintained, examined for their material and ecological value, 
and promoted for sustainable use to support new and in

a pro he to deeoe t e an of 
novative approaches to development. The combination of 
maintaining the ro-ti'um possible biologicaldiversit), the 
maximum possible .,.ral diversir'v,seem and the greatestsensiblepossi-apble scientific endeai'or would the most 

proach toward dealing with the dynamic future facing 

humanity. 
We are at a crossroads in the history of human civilization. Our actions in the next few years will determine whether 

we take a road toward a chaotic 	future characterized by 
biological resources, oroverexploitation and abuse of our 

take the opposite road - toward maintaining great biological 

diversity and using biological resources sustainably. The 

future well-ieing ofhuman civilization hangs in the balance. 

Following page: A southern elephant seal (Mirounga leonina) 
pup (photo by W.V. Reid). 
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Soil Conservation in Developing Countries: Project and Policy Intervention
 

Executive summary 

Soil degradation in many developing countries 
constitutes a serious ecological and economic 
problem. Assessing ecosystems that are suscep-
tible to soil erosion and measuring the extent and 
costs of the damage is difficult and often subjec-
tive. While the technical aspects of soil conserva-
tion are important to policy work, the focus of 
this review is on socioeconomic analysis and in-

terpretation. The analytical structures that econo-
mists use to link technical aspects consist mainly 
of production and damage functions, sometimes 
buried implicitly in mathematical programming 
models, soil loss and fertility tracking functions, 
sometimes encapsulated in dynamic program-
ming or optimal control formulations, and user 
cost, common property resources, and external-
ity concepts. 

Many factors bear ,n farmers' decisions about 
adopting soil conservation measures. The evi-
dence, however, is based on studies in the indus-
trial countries, especially the United States, and it 
is unclear how the results relate to developing 
countries. Factors that are positively associated 
with soil conservation include income, on and off 
farm; access to low-cost credit, especially when 
targeted to conservation; a low rate of discount 
or a long policy planning horizon; a high level of 
education among farmers; access to sound tech-
nical advice; and secure land tenure. Barriers in. 
dude the negatives of these factors (insecure ten-
ure), high subsidies on inputs such as fertilizer 
and irrigation water, and high population pres-
sures. 

Policy and Research Series 8
 

The World Bank, March, 1990
 

The influence of three other groups of factors is 
ambiguous. First, agricultural technology. Al
though generally regarded as a complement to 

asconservation, land-saving technologies such 
modem cultivars have taken the pressure off the 
cultivated margins of forests, uplands, and semi
arid areas but have sometimes hastened degra
dation. Second, the risk attitude of farmers has 

not been found to work in one direction or the 
other. The mixed findings on this factor probably 
mean that any general influence is dominated by 
other related factors such as wealth, tenure, dis
count rates, and so on. Third, the most contradic
tory evidence and opinion relate to the influence 
of price supports (or taxes) on primary agricul
tural products. Schuh (1987) takes the view that 
such price disincentives as export taxes and high 
marketing costs lead farmers to undervalue farm 
1-nd - in sharp contrast to the morc conven
tional view that high price supports serve to in
crease the rate of degradation, in the absence of 
any cross-compliance incentives. The difference 
here may arise from the fact that the first view is 
developing-country oriented, the second indus
trial. Alternatively, perhaps there are unstated 
assumptions about time horizons and expecta
tions that may make the polar positions not as 
inconsistent as they seem, especially if supported 
farmers feel that they should get in and exploit 
the situation while the "going is good," and if 
taxed farmers cannot imagine their situation as 
ever being effectively and permanently changed. 

Development agencies can intervene most di
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rectly and probably most effectively through 
projects addressed to soil conservation, but can 
also be associated with other projects where re-
source management issues merit overt concern, 
even if peripheral. Information for designing these 
projects is typically scarce, whether for assessing 
hazards or evaluating agronomic data. Apprais-
ing the tangible and intangible benefits is also 
difficult, as it depends on valuing improvements 
in water quality, reduced sedimentation, and a 
protected environment. In implementing proj-
ects, paying more than lip service to land man-
agement will require monitoring with relatively 
expensive measurements, and perhaps more stag-
ing and conditionality than is typical in project 
work. Micro-level incentive structures can func-
tion most readily when there is existing strong 
support for agriculture, in which case measures 
where participation in price-support programs is 
contingent on adoption of conservation practices 
can be the "stick" that follows the "rarrot," al-
though careful monitoring is also required. 

The effectiveness of price intervention on land 
management is difficult to determine. Further 
research may reveal that reducing distortionary 
taxes on agriculture may encourage farmers to 
undertake conservation measures. The scope for 
using fiscal measures more effectively seems 
severely circumscribed by the lack of informa-
tion, but there seems to be some opportunity to 
match taxes to rents associated with land degra- 
dation. There are analogous problems in fine- 
tuning monetary measures insofar as they im-
pact on land management, but maintenance of an 
overvalued cu, iency appears to constitute a sig-
nificant disincentive to crop choices and crop 
management practices that are consistent with 
efficient conservation. Land tenure issues seem 
important in many conservation decisions, but 
apparently not in all. The opportunity for devel-
opment agencies to become involved in these 
overtly national matters is severely restricted, but 
some headway could be made by national insti-
tutions. 

Nearly every relationship in soil erosion and 
land conservation systems is either difficult to 
define or is inhe-ently random. Much erosion is 
associated with extreme events that occur rarely 

but cause the bulk of the damage. Formal model
ing requires analysts to resort to flexible simula
tion modeling to describe the systems being stud
ied. Such models require considerable informa
tion and skill to use and construct. Under certain 
circumstances probability distribution estimates 
of system performance are useful along with 
comparable information from otl-er public invest
ment possibilities. 

Distances between the source and destination 
of sediment can be considerable. There appears 
to be considerable scope for coordinating policies 
on disparate elements of land degradation and 
the downstream effects. Typically quite different 
agencies are concerned and, unless they are linked 
through intergovernmental committees, will not 
respond -with socially efficient policy. Evidence 
on the relative extent of damage to agricultural 
land versus that from sedimentation lower i. 
watersheds is so incomplete as to make opi'.iion 
speculative and generalization impossible. Un
!ess there are reservoirs or shallow shipping ways 
downstream, it seems fairly clear that the main 
damage affects the eroding agricultural land. 
Where there are important stream-baoed struc
tures and facilities, the major damage may reflect 
the situation generally encountered in the United 
States of being primarily downstream. In the 
absence of more concrete data, a tentative policy 
conclusion can be reached. Project intervention 
in ero.mi% agricultdral areas is only justifiable 
when proauctivity losses there can be reduced 
cost-effectively. If a project involves downstream 
damage, planners should compare the benefits 
with the lowest cost method of confining sedi
ment, which will probably seldom be through 
changed agricultural practices. 

Government-sponsored research is necessary 
and must be undertaken at many sites in diverse 
ecosystems. Important though the work at the 
Consultative Group on International Agricultural 
Research center has been thus far, especially at 
the International Crops Research Institute for the 
Semi-Arid Tropics and the International hIstitute 
of Tropical Agriculture, much more long-term 
research is required before policyrnakers are rea
sonably well-informed about the options and 
opportunities. 
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There is much to play for at the London conference on the ozone 
layer which opened yesterday, write David Thomas and John Hunt 

Taking aim at a global issue
 
A wave of industrial 

investment, costing 
more than $100bn on 

tome estimates, is almost cer. 
tain to be triggered by the 
international
conference on the 

oz'ine layer which opened in 
London yesterday 

More important, the 10-day 
confrence is a t"st case of the 
world's ability to deal with 
even more intractable global 
environmental problems, such 
as the greenhouse effect. In 
particular, it will see the first 
concerted attempt to bind lead. 
Ing developing countries such 
as China and Ind-,a into costly
environmental accords 

By the glacial standards of 
international dipaumacy. goo-
ernnents have already moved 
with LrLathless haste since the 
discovo.y in 1985of a hole in 
the 1n:osph-ric ozone layer 
over Antarctica The ozone 
layer filters out ultraviolet 
light, which would cause an 
outbreak of skin cancers 

Unusually for a global envi. 
ronimental problem, a scientific 
consensus about the cause of 
ozone depletion quickly 
formed. The culprits were iden-
tifled as cholrofluorocarbons 
(CFCs) and some other sub 
stances widely used in refnger, 
ation, air conditioning. indus 
trial cleaning. firefighting and 
aerosols. This consensus 
resulted in swift action to curb 
the use of CFCs, a cooling sub. 
stance devised forGeneral 
Motors' refrigeration division 
in the 1930s 


An agreement in 1987known 
as the Montreal Protocol com-
mitted participating countries 
to a phased reduction of CFC 
use. culminati'g in a 50 per 
centcu! in 198 levels by 1998 
After 1992. consumption of hal. 
ons. widely used in fire.fight. 
Ing equipment, mudt not 
exceed 1986 levels 
E,en some environmental 

gro ps, normally quick to 
eri.se governmental sloth on 

k 'feen issues, have a few kind 
%ords forthe Montreal Proto-

col "The world community has 
moved faster on this Issue than 
on any other international 
agreement," says Ms Fiona 
Weir of Friends of the Earth 

Yet it quickly became clear 
that the protocol needed 
strengthening Scientific evi-
dence mounted of the cumula, 
tive damage of CFCs and other 
substances on the ozone layer 
Widespread depletior of the 
ozone layer In winter over 
Europe and North America 
was confirmed yesterday in a 
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report from scientists on the 
UK Government's Strato. 
spheric Ozone Review Group

A strengthening of the Mon. 
treal Protocol will be the first 
task lacing the representatives 
of more than 100countries in 
London. The European Com 
munity, for instance, has 
agreed to press for a revised 
agreement which would
* Phase out all CFC use pref-

erably by 1997and by 2000 at 

the latest, 

0 Phase out halons by 2000. 

with limi:ed exceptions for 
essential uses such as aircraft 
fire extinguishers 
S Phase out carbon tetrachlo. 
ride, a chemical used in CFC 
manufacture by 2000. 
S Cut by 50 per cent the use 
of methylchloroform, an indus-
trial cleaning substance, by 
2000. 


There will be considerable 
haggling over the fine print 
The US, forinstance, is under. 
stood to be concerned about 
some of intermediate steps pro-
posed on the way to the final 
CFC nhase-out. It was ahead of 
most other countries ir, remov-
ing CFCs from aerosols, a rela. 
tively straightforward excrcise 
The next round will force US 
companies to find substitutes 
for ozone-depleting substances 
In more complex and costly 
areas, notably fridges and sol 
vents used in the electronics 
industry. 

The green groups, such as 
Greenpeace and Friends of the 
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Farth, have condemned the 
Londmn conlerence in advance 
Th.ir ce-tra: concern is that 
theamount ofozone-destroying 
chlorine in the atmosphere will 
continue to r;se for decades 
without swifter .ction than 
that contemplated by most del-
egations They point to the 
West German plan to phase 
out CFCs by 1995 as a model of 
what could be achieved. -The 
danger is that the Antarctic 
hole will not b elimir.ated 
even befor the end of the next 
century The timescale is too 
tl,)w
and ignores other damag.
ing chemicls," says Ms Weir 

Nevertheless. even a CFC 
phase-out by the end of the 
century will have profound 
consequences for industry

Large chemical companies, 
including Du Pont, ICI, Allied 
Signal, Atochem, Hoechsc and 
Emimont. account for most of 
the world's production of 
CFCs. Many have launched 
expensive iesearch pro-
gramme-s into CFC substitutes. 
Du Pont and ICI will soon open
their first production plants
resulting from this work. 
Chemical industry estimates of 
the amount it will have to 
spend on CFC substitutes by 
the end of the century Pre as 
high as $4bn 

This figure will be dwarfed 
by industries which use CFCs. 
Estmntes of more than l100bn 
have been quoted forthe total 
costs of weaning consuming
Industries surn as fridge mak-

ersaway from CFCs. These are 
Inevitably speculative.
although one thing seems cer. 
tain they will feed through 
intohigher prices
 

Industry's wrries about the 
London conference are two 
fold that it wi result in chem 
Icals being phased out before 

are ready. and that 
pressure is mounting for con 
trols on some of the substi 
tutes.
 

ICI's £100m research pro 
gramme into CFC -ubstitutes. 
for example, has so far yielded 
a substance called HFC-134A, 

hich will beused as a coolant 
Infndges It is spending £10m 
on building two plants, in the 
US and UK, to make this sub
stitute. Its next most promising 
research lines are into sub 
stances, called HCFC.123 and 
141B, which could be used in 
foam-blowng 

However, environmental 
group° are no% demanding 
controls on these substitutes 
tht HFC family contributes to 
global warming and HCFCs 
also deplete the ozone layer
albeit typically with less than 
10 per cent of the strength of 
CFCs. The London agreement' 
is likely to contain a non-bind 
Ing declaration backing a 
phase-out of HCFCs, possibly. 
with a target
date.
 

Talk of controls on CFC sub 
stitutes alarms companies such 
as ICI Nir Chris Tane, ICI's 
marketing manager for nes 
fluorocarbons, says the corn 
pany might scrap plans to 
make HCFCs if an early phas,
out date appeared likel) 
"Although we accept they wili 
only be transitional sub 
stances, even the vr'ces of 
pressure groups raised against 
then concern us," he says 

The other big issue in Lon 
dan is how to persuade some of 
the biggest developing coun 
tries to join the 56 nations 
which have signed the Moen 
treal Protoco. China and India 
have made it plain that that 
they wsi not sign unless the 
de-eloped world meets the 
resulting costs 

A big obstacle to developing 
country participation was 
removed this week when the 
US dropped Its opposition to a 
special ozone layer fund for 
developing countries. Never. 
theless, the size of the fund. 
which could grow to more than 
8200w uver three years. and 
how It will be administered. 
still have to be settled. There is 
much to play for in London 
over the next 10 days. 



FOCUS: East Europe Panos Institu 

The cesspit of Central Asia 
-Text from an aricle which appeared In the Suiiday 7imes Magazine, London, 4 March 190. 

At the point where the great deserts 
of Karakumy and Kyzylkum meet, a 
new desert has been born. It has 
been given the name Aralkum. 

The city of Aralsk ends in dust and 
sand. Almost half the people who 
lived there have gone, for the sea is 
gone. The quay now sticks out into 
the sand. The long arms of the 
portside cranes are sagging and the 
ships lie stranded with their keels 
leaving wakes in the dunes. 

poisoned water into the low-lying 
areas. There is poison in the land 
they walk on. poison in the water they 
drink, poison in the air they breathe. 

The root of th, problem is over-
irrigation on a scale so vast that ithas 
washed all the humus away from the 
soil. Thb legacy today is a life on the 
borderline of starvation, 

Health is the first problem. It is not 
the drying-up of the sea itself that 
causes the epidemics. Nine out of 10 

understand what, is wanted of them. 
But where doec ihe sea come into 

all this? It is the misfortune of those 
who live by the Aral that their home is 
in tte lower reaches of great rivets, 
and that they are obliged to drink 
water which is saturated in pesticides, 
herbicides and other fith. These 
rivers are rivers no more: they are the 
cesspit of Central Asia. I went to copy 
down the official figures for the levels 
of harmful substances found at 

Biudat Alseitov, a d:ctor in te city babies born en the coastline suffer various points along the Syr-Darya 

Ships are stranded on the Aral Sea's bare a.nd exposed bed, their rusty hulls covered by sand .salt

of Kitezh, sees the transformation from anaemia, but the sit'ation is and Amu-Darya rivers, from their 
starkly: "0f every thousand babies hardly better anywhere else in Cential hiphest reaches down to the delta. 
born here a hundred die before their Asia. The causes of anaemia are wel; {1 samples taken srom the middle 
first birthday. There are deformations. known: poor diet, and weakness and, particularly, the lower reaches of 
Some are born with no anal passage. brought on bl almost &,nnual rivers, the levels cl long-since,!whe th 

Without pdrts of the intestine. With round of child-bearing. The two things bannad poisons rise exponentially. I 
mental handicaps. Without limbs, are inextricably linked. Aral or no Aral, took along a doctor of chemistry and I 
With no skulls, just a boneless layer there will continue to be anaemic asked him what the figures .meant. All 
of skin to cover the brain. I have been babies and weak children until these he said was: "Afata dose, this is a 
here for 23 years, and none of this things are changed. fatal dose.*This is the waler that 
used to happsn." Infant mortality is Here, when you stare in the face of people 6,ink. There is no other. 
higher than it isevc. ,inParaguay, poor man's woes, then vnu feel the 
and 20 times higher than in Japan. huge gulf that exists between the Vasily Sepiiin 

The death of the Anil Sea is not the urban ;,uelligentsi- 3nd these ,ural 
whole problen. that the 30 million people. You feel itnot in your hea : or Tnslation"fomlkan Bastade. 
people of Central Asia face, but just in your mind, but deep in yr'jrguts. Copyri&.,t "Sunday Times Magazine 
the most visible aspect of it. The These people are the bread-win- 1990. No unauthorisedreprodauhion. 
more threatening par of that process ners of the nation. ItIs not just that Vasily Selyi in is r Russian writer. The 
is the degradation of the environment they no longer believe in speeches Ju, .e.t of this report was published in the 
caused by the flow of salted and and promises. They simply do not Soviet nrapa:ine Nevy Mir. 
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EDITORIALIOPINION 

Losing Fight to Save the Earth 
By LESTER F. BROWN 

With Earth Day 19 approach-
ing, the good news Isthat the envi-
rmmental movement issi . 
When first celebrated in 1970, 
Earth Day was largely a U.S. 
event, one in which millions of 
Americans participatd By con-
trast, more than 130countries have 
events and activities planned for Il'pothetical. Both Africa and Latin 
Earth Day 1990. America ended the IMOS with low-

This spread in environmental or food consumption and more bun-, 
concern notwithstaDing, the gaper than they had at the beginningbetwentore-global wat w ar doig
between what we are doing to re-
verse the d.gradationof the pnetand what needs to be done has 
widened dramatically since 1270.1iO 
No comparable two-decade period 

umnhistory
suchwholesaedestrctionof the ' .' 

suchin has witnessedal , 

natural iystems and resources on 
whic 

On Earth Day 19, the sun will 
rise on a planet far more crowded, 
degraded and polluted than itwas 
when the first Earth Day was cele-
brsted in 1970. Every major indica-
tor shows that the planet's physical 
condition has declined markedly. 
We are losing the battle to save the 

Sne 1970, the earth's popula 
Since 1970, the earth's popula-


ionhas int by 1.6billion in,I brought you aome clean wat."area 
Meanwhile, ithas lost
an area of 

tree cover roughly equal to the
United States east of the MLtisi If the world does not act quickly, 
pi,and an estimated 480 billionthisdecline will continue andtons of topsoil, more than the sprad to otherwi during the 
ton o topsoi,.moreptan h 
amount on all US. cropland. 

Levels of the chief greenhouse 
gas, carbon dioxide, have risen 9%, 
while the protective ozone layer 
has eroded by more than 2%world-
wide. Air and water pollution, ha-
ardous wastes, and species loss 
have reached unprecedented levels. 
More than a billion people live in 
areas where air pollution has 
reached health-threatening levels. 

At the same time, these factors 
have helped to push one-fifth of 
humanity into povcriy so desperate 
that their livcz are at risk. The 

growing food scarcity In develop-
Ing countries - affected by all the 
principal changes In the earth's 
physical COiediton - Is An early 
waming sign tt ecological de-
cline isudenrmiaf the future for 
more and more of the world's peo-

e. 
Tin deterioration Is Do longer 

ciiliatio deend .. -~-~ 
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No country in the world has an 
eaviroomentally sustainable econo-
my, one that satisfies its needs 
without jeopardixin6 the prospects
for future generations More tin-
portantly, no country can achieve 
ssstalnability on its own. 

In an environmentally sustain-
ab' global economy, tree cutting
and tree planting, soil erosion and 
soil formation, carbon emissions 
and carbon fixation, human births 
and human deaths are in balance. 

A six-point p-ogr-am is needed to 

acheve astlnabllity: stabilizing 
population size, Increasing erg 
efficiency, shifting to renewable 
energy sources, reusing and recy-
cling materials. hasing out ozone-
destroying chemicals, and halting 
agricultural practices that erode 
the land, reducing its productivity. 

Ta achieve that balance is not a 
matter ol fine-tuning, a minor ad-
Justment here and there. It depends 
on a massive shift in reproductive 
behavior and a fundamental re-

s ." 
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rtmtring of the global economic 
system. 


Needless to say, such a restruc-
turing involves overcoming mas-
sive social inertia and powerful
vested interests. Any of the six 
steps outlined above would chal-
kage any generation, but ours is 
facing all of them simultaneously, 

Difficult though the goals are, 
some countries have already 
achieved some of them. For exam-
pie, 14countries, all in Europe, now 
have zero population grwth. The 
United States has reduced its laes 
from soil erosion by one-third since 
IN5 and is expected to reduce It 

another third by 1995 with pro
grams already in place.
 

Although the ranks of environ.
 
mental activists have swelled dra

aUtJcally since 1970, their number
 
is not yet nearly Large enough to
 
turn the tide.
 

There is little precedent for the 
scale of activity needed during this 
decade. Reversing the deteriora
tionof the planet depends on the 
wholesale reorderi'g of pnorities, 
a fundamental resLicturing of theeconomy, and a quantum 
jump in international cooperation
such as that which occurred afterWorld War'.I.
 

As the Cold War wanes, human
ty As the oppornity to redefine
 
security, to convert a global econo
my now using 6'7 of its resources
 

means of destruction into one
 
to the reconstruction of the
 

planet This will permit a reorder
ng of fiscal prionties. shifting re.
 

s e o i si
 sources from building missiles,bombs and tanks to planting trees, 
Planning families hnd developing
solar energy resources
 

Relecionon he oliica
fCl..i the past year restoreschanges over 

one's faith in miracles But the po
litical changes in Eastern Europe 
may signal something more funda
mental, the cutting edge of a global 
shilft in thinking on basic issues. 
Societies appear to be crossingthresholds of awareness beyond
which change can occur on a scale 
that once seemed impossible. 

Earth Day 1990 promises to be 
the largest worldwide public dem
onstration of concern over any is
sue ever seen, Including tens of 
millions of people Momentum in 
the battle to save the planet may
be shifting If enough of us become 
actively involved, we can reverse 
the degradation of the planet. 

Lester R Brown is president of the 
Worldwateb lnsti:ute, Washipon.
This is adapted from an article in 
Worldwatchi Magazine, 
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The 'Lungs of the Planet' Are imperiled
 
a Environment: Bush's desire to 

open new oil drilling off 
Southern California is 
dangerous. Alternative energy 

sources are available and should 
be tappe. 

By ROBERT H. SULNICK 

At the beginning of the Indu trialFRev 
n s
lution, weu wereersediiced by oil. The thick, 

P~rcblack substance powr'ted our inventions. 1' 
en
We had no ideamade our economy qvo. ta

l poiscn that 
that oil was an enoi'onm
 

would one day VolUute our air and threaten
 
to spoil our "cea&' 


In the I ,Z0s. '.ve learned that ctrnain 
properies of oil are uncontrollable: No 

amount of prepasration and care can pre-

vent a well blow.out. califorria's Supren 
orCourt enshrir,,i that fFct by declanng 

drilling on lW~d and on sea an ultra-hazu'
dous activity 

In the l9 '.s,we behan to see and feel 'ie 

effects of ..i oil-based economy. Smog 
lu;ige' attention. At thebegan to g,.our 

end of the lq&Oii we 'iere shiocked , 
saddened by the waves of dead .narine life 

ty the Sinta Barbara oil upill.caused 
Nevertheless, the poli's of oil moved out 

to sea in the 1980aPreident Ronald 
Reagan, for thr first time in history, 

offshore oilpolicy that envisions oilanopened the entie coastline of America to 
fields in Southern California waters. The

the oil industry, epl ne .milesThg oo e t miar helu announcement is expected shortly. Hisare the lungs of the planet,TI',e ocean.I 

the main source of our oxygen. They play a 
crucial role in shaping our climate-. It is in 
the coastal zones where the life force of the 
ocean germinates and breeds. Spilling oil, a 

toxin, into them is anJlogous to injecting 

poison into aperson's veins, 
coastalis no need to put ourThere 

are alternativesat risk. There 
that are tchnologicrlly feasible and readi-resources 

AU that's needed is politically available.will. 

S .R"! 
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Rif, 

wedded toBut President Bush remains 

perseverance in promotiig a 19th-Century 
energy source isdangerous and envi'on-
mentally reckless,

At the current rate of consumption, the 

world's oil supplies will be exhausted in 

about 100 years. Why cling to this dwin-

dling energy source that poisons our habi-

tat? California's and the country's contLnu-
not mean

ing energy need does that 

offshore oil development is nece-'. 
The 21st Century will be fueled by 

by renewableconservation and cilean, 
conls.eronltion wtearnewble 

fuels. The only question iswhether we wil 

d 
sentence our grandchidi en to a frantic, 
develop a rene.wable-fuels/con.3ervationpolluted world that is desperately try'ng to 

economy or begin prepaing noz to shift 
away from fossil fuels. 

Today, the city and county of I, 
Angeles use methanol to power their fleeti 
of cars. Southern Caliornia Edon ues 
electricity to keep its vri going. The 

natural .gas. We can_-andSouthern California Gas Co. runs trucks oncompressed
souldreenalo l e a n e 
should-develop veicles that runonetha-

nol (made from corn). The sun, after all, 
could supply much of the world's energy. 
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We a hae the technology to conserve 
nWof bare th olos to cove 

billions of barrels of omlas we move t a 
tenewable-fuels n eeconomy.ar Weodtocan amakeper gallon;m

automobiles that are capable of get 107etng 

50 m.p.g. Yet President Bush, as did ges 
predecessor,continues to embrace the 1 5 

of2po.5m.p.g. t
fleet standard 

fleet average o
if we rased that 


40 m.p.geby the year 2000, we could save
 
that s
 

four 
the naton's households installed
times the amount of ol 


costi.coasts.
 

storm vindows and insulation during the
 
next decade, we could save twice the ol
 

offshore.

The battle to drill for oil in the ocean
 

must end, for a healthy, living ocean is
 
essential to the planet's well-being. If an
off Southern Califor
oil field is developed 

nia, the probability of a major oil spill 
is94%. It is certain,.occurring in the area 

too, that we would have many more oil
 
tankers in Southern California's waters
 
because the the Coastal commission, the
 

Lands Commission and the affected
 
m iates aotgssin to apfec
 
pipelines to move the oil
 

cueState 


piines ae toil 
Californians do not want to go to the 

beach and see an oil field. What we do 
want is an energy policy that protects our 
coastal resources. We can have both ener

gy and an unpolluted environment. It is 
the ci',time for the government and 

the environmentalindustry to join with 
community in developing a renewable

energy policy thatfuels/conservation 
guarantees both the integrity of the oceap 

and the well-being of the Eart.h's environ

ment. 

Robert H,SvIlnick u executive director or 

American Oceans Campaign, based in Sant 

Monica. 

http:conls.er
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ALSTON CHASERa-forest depletion is the 
suff that tu are made 
of Covering less than 2 
$Kpercenlof the Eirth, these 

lesify places are habitat to nearly
halfofaU living things They contman 
70 percent of plants identified as 
having anti-cancer properties, they 
are home to many important humar 
cultures, they add moisture to the 
atmosphere. assuring that tropical 
regions receive adequate rainfall. 
and Lhey absorb prodigious amounts 
of the greenhouse gas. carbon diox-
ide Yet 40 percent of these places 
have disappeared already, and a re-
cent report suggests they ar being 
gobbled up faster than even the most 
pessimistic had predicted 

According tu the World Resources 
Institute - a Wsshington.based 
tnk tank - rain forests are being 
logged, burned, dozed, blacktopped 
or plowed under at the rate of be-
tween 40 million and 50 million acres 
a year This means that during the 
time it takes you to read this column 
another 300 acres will be gone 

These denuded forests reveal a 
naked truth that growit economic 
disparities between rich and poor 
nations threaten the Earths ecologi-
Cal stability 

The principal culprits of nun. 
forest decimation are wasteful con. 
sumption by industrialized soci-
eties povery and injustice in the 
Third World. and human population 
growth In Indonesia, loggers for the 
United States France. German) 
Italy and Japan cut tropical hard. 
woods such as mahogany. teak. rose 
wood and ebony for evrything from 
chopsticks to decorative furniture 
In Brzil. the governmentmunwilling 
to promote real land reform, has de-. 
liberatel. encouraged the poor to 

And throughout th, underdeveloped 

Alston Chose is a natinally syn. 
dicatedcolumnist specLalzmi in en. 
vironmental issues 

amk huge payments to underdevel
opedountes to encourage themR ew u g wmpoUute 

But U.S re oset such sugges
ti...has been lukewam In Ma),onsj Lf President Bush opposed a plan of.tha nAd by European governments to 

forests 
world, ns and cites with explod- 
W populaions are spreading onto 
neighboring pastuland, pushing 
fw'iers still farther out into the 
woods 

Tbese forces produce a cycle of 
poverty. Industrialized societies are 
taking wealth - in the form of nat. 
uraJ resources - from the less de-
veloped This creates larger onttn-
gents of rural poor. who rytmescape 
poverty using ax or match And the 
more that nch nations take. the less 
poorcountries have for solvungenvi. 
ronmnental problems that threaten 
all of us 

Keeping the planet green, there-
fore requires both reforming our-
selves and helping the TMrd World 

st Ap-il. Vuglo Barco. then pres-
aent of Colombia - a country that 

already has set aside SO million 
acres of rain forest - urged indus-
tri countnes to create 'mecha-
nisms of compensanon" for coun-
tries that preserved these places 
Likei se, the D-hlateral Cominussion 
recently recommended that weathy 
nations rause taxes to reduce con. 
sumption of natural resources and to 

give developing nations SIO million 
to find safe alternatives to ozone
dcpleing CFCs And both the pres. 
ident and Congress have been con

irtently unwilling to take up the 
cudgel against gallopingpopulation 
growth The world population, now 
5.3 bilhn, is increasing at the rate 
of 84 million people a year Accord

lg to U.N projecnons, it could 
reach 14billion bytheyeamr 2120 The 
number ould be oIabilized at 9.3 bl. 
bon by the end of the next century 
- if the world's governments wil 
spend $10.5 bllon a year on family 
planing between now and then 
That would .equire, says the United 
Nation, a contribution of $1.2 bi. 
bonannially fromtheUnitedStates 
But America, lways squeamish 
about family planning, is giving just 
VS million 

Bynot helpigthesecouintries. we 
are hurting ourselves The ffrowng 
pp in wealth between Fist and 
Third Worlds is the greatest eco
nomic and ecological threat this 
country faces Ram forests are not 
the only vrictms All environmenta 
protueon, from clean air to re
source preservation, costs money 
that undeveloped nations, saddled 
with huge debts, cannot afford 

In his "Sftdy 1 History" - an 
examination of the rise and fall of 21 
civdzatons - Arnold Tlboibee ob
served that one of the signs of de
cline of great empires was the 
growth of an "external proleariat-. 
pernenly alenated people liing 
beyond the borders Eventually the
powerful societies succumbed to 

these growing external forces 
The Third World is, in relation to 

our society, an external proletariat, 
and so long as we remain indifferent 
to its plight, its problems increas. 
ingly will be ours as well As dispar-
Ines in wealth grow imnugration 
from the Third World to the First 
World will accelerate Suffering abrain dr~in, developing ountries 
will be less able to cope Flooded 

with new immigrants, industrial na. 
-ons wi experience more ethnic 
strife And global environmentad 
problems - from ar pollunon to re
source depletion - w worsen 

It time wswe put our money where
ournmths are In Mayt[helmnerpar. 

dpmetaryConference an the GlohaJ Environment - repressing 
legiltures from 42 countres 

uged creabon of a "global Marshall 
Plan" to help poor countes cope 
with environmental problems That 
is urgently needed Otherse as 
the Cold War between Fast and West 
comes to an end, a new struggle over 
the health of the planet, between
north and mouth, will begin 
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The Best Earth Day Present: Freedom
 
By LALL-NCLESOMIN 


Sice the first Earth Day in 1970,there 

Las been nlot of good news on the environ, 
merit. The deserts of the Sabel may not be 
spreadig after all. And Lake Erie is no 
longer &ad; its waters now team with tens 
o 1Iab of walkyr. ut tle best envi. 
romentaJ ns of all Isthe peln igof the 
Berlin Wall uid the decnocrattzation of 
Latin Amenca. 

A very large proportion of the globe's 
envronmental problems are caused by pol 
Icies that cannot stand the scrutiny of e. 
ther the marketplace or the voting booth. 
Sweeping world trends-polucal. eco-
nomic. L a'd cioical-pre fundamen 
tally chngn the globe's environmental 
ground rules for the better. 

Take Eastern Europe, the dirtiest, o-tost 
degraded region on Earth. Eighty percent 
of East Germany's rivers are contam 
nated. and some of Its cItizens breathe air 
polluted 50 twoes above sa.e limits: two-
thirds of Poland's trees c'e damaged, two-
thirds of its rivers too dirty even for indlus-
try; W1sof Bulgaria's famland Is threat. 
ened by erosion. 75 , of Its animal and 
plant species are threatened. Througbcut 
the Eastern Bloc life expectancy has been 
dropping. with millions Puffering from en-
vironmentally induced Jisease Some East. 
em Europeans can expect to live adccade 
less han Wester Europeans 

Now all this is being swept away by 
democrac and economic rationality, One 
of the first steps taken by the transitiona 
government in post-communist Czechoso-

den, ucmgnucearvala-wereIx~ervaena-where posters denouncing nuclear 
power vied for power with those denounc 
Ing communist rule-was the cancellation 
of a reactor under construction. In East 
Germany the notoriously unsafe nuclear 
reactor at Gnetswald on the Baltic coast 
has been shuedown and. wth Wst Ger. 
haben hu a'sG an, wit nestige-

250 milpon inadvanced coalburning tech. 
nloglies and in mcnerators for the dis. 
posal o chemical wastes Poland s chean 
Ing up the Vistula Rer by building Isa 
large water purificaton plants to treat mu 

nicipal sewage and industrial wastes and 
200smaller plants for highly toxic chemi-
cal wastes. 
Replace Juntas 

In Latin America. too, the winds of 
change have toppled one junta after an-

- other, replacing them with popularly 
elected leaders who offer hope of meaning 
ful reform-environmental as well as eco-
nomic. The slashing of the Brazilian rain., 
forests-50.000 square kilometers were be-
Ing cleared in 1989-was the consequence 
of economic approaches remarkably sim. 
liar to those of Eastern Europe. Central 
planning authorities were recklessly pro-
moting indusiril expansion, regardJess of 
profitability. while property rights, always 
a bulwark against unfettered entral plan 
ning. were undermined 

The first elected president to rule Brazil 
In25 years. Fernando Collor de Mello. has 
promised to drop many of the policies that 
have simultaneously polluted his country 
and mired it i debt. He is proposing a 
moratorium on new Inceauvwsubdk:es 
and credits to bjsinessuI'tal cause a 
ative environmental impact In any r-lVon. 
and taxes on polluters and users of natural 

resources. Electricity rates have been 
raised nearer to market levels and agricul. 
tural sprawl-blamed for forest clear. 
ings-Is being curbed by the elimination of 
the tax breaks that helped to cause it in 
the first place. As important, Mr. Collor is 
attempting to settle property disputes with 
Brazil's native people: at the request of 
Yanimaml Indias, he Is using force to 
evict fron. the Indians' rainforest land 
some 45,O00prosiectors. 
. Entrenched Interests In both Eastern 
Eurbpe and Latin America-powerful bu. 
reaucracles in the former, military and 
landowning aristocracy in the latter-are 

The sashing o the 

Brazilian ralinforeSts Was 

conseqlence Of economtc 
appr.aches renwrkably 

sirndarto those of Eastern 
Europe. Central planning
authorities recklessly pro-
"loed expansion, regard. 

ofpfofablify. 

likely to delay and perhaps halt the tempo 
of reform. But technological change is on 
the side of ecological progress 

Ten years ago, a Third World commu-
fry faced with the flooding of its farmland 
moraJ of Its forests for subsidized pulp pro-by astate hydroelectric project or the re
monois frs for ssGenerpl poo
dction was all but helpless Generally it 
was given no say In the decision, let alone 
compensation for the loss of its propert. 
and Westerners would learn of the project 
too late to intervene, even though the proj 
ect was typically built by Western engi 
neers using Western tax dollars. 

Today, that community is as likely as 
not to have a fax machine or to be able to 
reach local environmentalists who-via 
fax. phone or electronic mail- can reach a 

global network of environmental, human 
rights and native rights acti'ists. Within 
days. the projects developers can be Iden-
tifitd, environmentalists in the country in 
volved can be enlisted and an international 
campaign mounted. Though most projects 
nevertheless proceed to completion, 
through this process literally dozens of ill 
conceived projects are being stopped, and 
hundreds more slowed or improved. As the 
ease of communication rises and as Infor. 
mation flows improve through increased 
trade and travel, the rejection rate for bad 
projects can oaly increase, 

The good news isn't universal: In re-
gions such as Africa, where political and 
econonic reforms have been slow to mate. 
nalize, and where communication tfchnol. 
ogies tend to be strictly controlled 'Ken. 
yans. for example. need government per. 
mission to use a compuler modem . envi. 
ronmeitalists must often work in secret, 
and suffer debilitating intimidation much 
@4their counterparts in Lattin America did 
aider military rule. 

"But to Chile abd Arentlna onoe'-muz-
znegenvlronimsmt critics of government1 
policy now find themselves topositions of 
power. In Brazil, Jose Lutzembergpr, one 

of the world's most outspoken defenders of 
the rainforest and the founder of the first 
environmental group to challenge the gen 
erals. Agapan. now finds himself secretary 
of the environment. With information he 
get5 from daily satellite surveys, he claims 
that "no destruction of the environment 
can happen in this county, even pollution 
... that can be hidden - He ishopeful that 
this access to information will further "a 
capitalist perestroika." that revamps the 
tax system, eliminating destructive subsi 
dies, removing power from big landowners 
and protecting the rights of the inhabitants 
of the last wilderness. 

Nor is capitalist perestroika confined to 
the Third World The drying up of state 
subsidies to the petroleum industry has rid 
North Americo of most new tar sands, oil 
shale, frontier and other environmentally 
harmful and economically wasteful energy 
megaprojects. In Britain, privatization 
pulled the plug on nuclear power expan. 
sion by forcing investors to see nuclear 
power and all its latent liabilities from an 
owners point of view. 

The U.S -Canada Free Trade Agree
ment is likely to hasten the adoption of 
higher U.S. environmental standards in 
Canada, just as the European Community 
has leaned on member states to raise their 
water standards up to the levels of the 
cleaner members. Strong freedom-of-infor. 
mation laws-the one reform environmen
taists around the world agree on-hinder 
cover-ups, and provide the public with 
knovledge and resolve. 
Mirage Emergency 

World-wide, power has shifted away 
from the remote elites of the national and 
tnternational bureaucracies, whose under. 
standing of local economies and environ. 
ments is necessarily limited The Sahel ex. 
emplifies that limited understanding: At 
an international conference in 1977,the 
Nairobi-based United Nations Environment 
Program pronounced-on the scantiest of 
information-that the Saharan desert was 
advancing an average of six kilometers a 
year, and pointed fingers at peasant prac. 
tices that supposedly degraded the land. 
As satellite studies and ground surveys 
from the World Conservation Union now 
show, the emergency that the UN and 
other outsiders saw was a mirage 

The costly emergency measures they 
championed-chiefly agreen Maginot Une 
to defend against desert creep-were un
warranted and sometimes counterproduc. 
tlve. Despite droughts and rapid population 
growth, the land of the Sahel has become 
increasingly bountiful over the years. The 
people are coping admirably, despite per 
verse government policies that. for in 
stance. discouraged tree planting b.expro. 
priating local lands 

Not surprisingly, the methods that have 
helped the peasants of the Sahel and their 
environment survive these past few thou 
sand years continue to have merit. If per,. 
pie throughout the globe are to do better 
for themselves and their environment. as 
is usually their desire, the answer will be 
Inmore. not le&, freedom for their commu. 
til ts. 

Mr Solomon is exreuti'e director qf 
Enroxisnit Probr. in Toronlo. 
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The Challenge 

Facing the Developing vvorld 
by Mohan Munasinghe 

Developing countries share the 
Lworldwide concerns about 
environmental degradation; some have 
already started to brint, management of 
their natural resources in line with the 
goal of sustaining their economic 
development. However, these countries 
also face urgent issues like poverty, 
hunger, and disease, as well as rapid 
population growth and high 
expectations. 

The paucity of resou;'ces available to 
address all these problems reduces the 
ability of developing countries to 
contribute to the protection of the global 
commons. The crucial dilemma is how 
to reconcile development and the 
elimination of poverty-which require
increased us feeg n aduse of energy and raw 

materials-with stewardship of the 

environment. The per-capita GNP of 

low-income countries, which incude
low-damage 
half the world population, averaged 

$290 in 1987, or less than one sixtieth 

the U.S. per-capita GNP of $18,530. In 

the two largest developing countries, 

India and China, per-capita GNP was 

$300 and $290. respectively, 

Correspondingly, the U.S. per-capita 

energy consumption of 7,265 

kilograms-of-oil-equivalent in 1987 was 

35 and 15 times greater, respectively, 

than the same statistic in India and 

China. 


Economic growth has already placed a 
heavy burden on humankind's natural 
resource base; fossil fuel carbon-dioxide 
(CO2 ) accumulation in the atmosphere is 
a good example. Developed countries 
accounted for more than 80 percent of 

(Munasingheis Chief of The World 
Bank's Environmental Policy and 
Research Division. Until recently, he 
also served as Senior Advisor to the 
Presidentof Sri Lanka.) 

this accumulation in the period 1950 to 
1986. On a per-capita basis, they 
emitted more than 11 times the 
cumulative CO2 as developing countries 
The latter's share would be even smaller 
if emissions prior to 1950 were 
included. Clearly, any growth scenario 
for developing nations that followed the 
same material-intensive path as the 
industrialized world would result in 
unacceptably high levels of 
Greenhouse-gas accumulation as well as 
a general depletion of natural resources. 

In the area of policy reform, 
especially pricing,developing
counties are sa acountry'sonf~soeshowing 

greater willingness to use 

market forces more 

effectively. 

, _efficiency 

Scientific analysis has provided only 
broad and rather uncertain predictions 

about the degree and timing of global 

warming. However, it is generally 

accepted that mankind would be 

prudent to buy an "insurance policy" in 

the form of mitigatory actions to reduce 

Greenhouse-gas emissions. 


Ironically, environmental degradation 
might affect developing countries more 
severely since they depend more on 
natural resources while at the same time 
they lack the economic strength to 
prevent or respond quickly to such 
problems as flooding, drought, and soil 
erosion. From their viewpoint, an 
attractive insurance premium would be 
a set of inexpensive measures that 
would address a range of national and 
global environmental issues without 
hampering development efforts. 
However, the adoption of mitigatory 
measures to reduce Greenhouse 
warming that went beyond their own 
immediate economic interests would 
constitute crossing a definite "pain 
threshold." 

EPA Journal 

In the area of policy reform, 
especially pricing, developing countries 
are showing a greater willingness to use 
market forces more effectively. 
Typically, by raising the subsidized 
price of a scarce resource like energy to 
reflect real economic costs, it is possible 
to signal to consumers that this resource 
is valuable and should be conserved. 
Further, governments could take steps 
to protect the environment in cases 
where market forces have not worked. 
One example is the overuse of a 
common resource, such as the excessive 
discharge of noxious gases into the air. 
Here, restructuring the market to make 
the polluter pay or limit the discharges 
is essential. 

Improved natural-resource 
management also requires laws that go 
beyond the short-term concerns of 
political leaders. Implementation of 
environmental regulations is a serious 
problem, too, requiring cooperation 
among public and private organizations 
with multi-disciplinary teams. Finally, 
enlightening the public is necessary if 
citizens are to participate actively in 
making and implementing 
environmentally sound decisions. 

Economic efficiency is critical in 
obtaining the maximum value from the 
scarce resources of a developingeconomy. When market
 
cutyseooy hnmre
 
incentives are brought to bear, and the
 
costs of growth-related environmental
arenconsideredheconomic
 
damage are considered, economic
 

can help to protect the
 
environment as well. Energy issues are
especially illustrative, because energy isa primary cause of the current global 
ecological crisis, and in most 
developing countries, energy use is 
growing rapidly. In many, energy is
 
wasted. For example, mure than one
 
third of electricity generated is often
 
lost before reaching consumers; an
 
acceptable norm might be less than one
 
tenth. Devices ranging from
 
sophisticated industrial boilers to 
simple woodstoves consume fuel 
inefficiently. Energy policies aimed at 
improving methods of suppl, managing 
demand, and encouraging end-use 
conservation could lead to simultaneous 
gains in efficiency, conservation, and 
environmental protection. 

Particularly in rural areas, which in 
developing countries contain more than 
70 percent of the population, per-capita 
energy consumption is low, and 
potentially profitable energy uses are 
constrained by lack of supply. In such 
cases, it may be necessary to promote 
energy consumption in order to raise 
output and incomes. Other social goals 
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complicate the decision-making process 
even further. For example, most 
countries want to satisfy the basic needs 
of their citizens, especially the 
low-income populations. In the energy 
sector, this may have to be achieved by 
providing a minimum of energy to all 
families at a price that is well below its 
economic cost. 

Several proposals have been made for 
setting up a global environmental fund 
to help developing countries, and some 
industrialized countries have indicated 
their willingness to contribute, 
Currently, discussions are under way to 
define criteria and mechanisms for both 
generating and disbursing funds from 
such a fund. While agreement will not 
be easy to reach, global financing might 

be approached in terms of several 
criteria: affordability or "pain threshold" 
considerations, fairness or "equity," and 
economic efficiency. 

Developing countries cannot afford to 
finance their existing energy-supply 
needs. Assuming 4.5 percent annual 
economic growth and a continuation of 
techno-economic trends, the power 
sector capital requirements alone could 
average $100 billion annually in the 
1990s, compared to the $50 to 60 billion 
being spent currently, of which less 
than $10 billion is official foreign aid. 
Even though better management could 
reduce this burden significantly, some 
growth in energy use is inevitable. The 
adoption of pollution-abatement policies 
that further increase energy 

However, as agricultureNon-mechanized farming in Sri Lanka uses little fuel 
modernizes here and in other developing countries, energy use and pollution will 
increase 

M" 

.. . * 
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costs--thereby crossing the "pain 
threshold"-will not be feasible without 
external funding. Further, such 
assistance should be additional to 
existing conventional aid received by 
developing countries. 

In terms of the global commons, the 
fairness criterion recognizes that 
historically, growth in the industrialized 
countries emphasized needs rather than 
resource limitations. Development of 
these societies exhausted a 
disproportionately high share of global 
resources, including physical resources 
consumed in productive activity, as 
well as the waste-absorbing capability of 
the global ecosystem. Indeed, this 
resource-intensive historical growth 
pattern suggests that developed 
countries owe an "environmental debt" 
to the larger global community. 
Applying this criterion could help 
determine how remaining global 
resources might be shared equitably and 
used sustainably. 

The final consideration is economic 
To the extent that global

environmental costs of human activity 
can be quantified, the "polluter pays" 
principle may be applied to generate 
revenues. Iftotal emission limits are 
established under a permit system, then 
emission permit trading among nations 
and other market mechanisms could 

.'efficiency. 

- "help increase efficiency. 
-' Pressures to address environmental 

issues, especially global ones, place a 
.-- , 	 seve;'e burden on developing countries. 

Even with additional external 
assistance, the near-term response 

, cannot extend much beyond sound 
.-!0 economic management of natural 
,. resources that is consistent with both 

,, developmental and environmental goals. 
- ,, Thus, the energy policies of these 

countries in the 1990s are likely to 
focus mainly on conventional supply 
efficiency improvements, pricing, 
demand management, and end-use 

- conservation. 
The developed countries, particularly 

the United States, can facilitate ths 
process by providing financial and 
technical assistance based on the 
principles described above. They can 
also show leadership by trading some 
growth for improved environmental 
quality and pioneering the use of 
advanced technologies that will usher in 
the less material-intensive economieS of 
the future. The example set by 
industrialized countries would help 
convince the developing countries to 

undertake more costly abatement 
": ." measures and cross this "pain 

& threshold" early in the 21st century. 0 

World Bank ,Ohoto 
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India 
by Dilip R. Ahuja 

problem is that negative 

climatic feedbacks may hold
warming trends to negligible 
levels. Much of the literature 

Thus, for India and other 
developing countries, the key
is to determine what 
initiatives will help 

potentidA to reduce fuelwood 
consumption in areas where 
wood is the dominant fuel. 
Some other actions that 

that raises questions about development and reduce represent environmentally 
global-warming projections emissions of Greenhouse positive steps include using 
comes from organizations gases and then to pursue natural gas for electricity 
that regard developing these initiatives aggressively, production, curbing energy 
countries as potential allies Realistically, given India's losses during the 
in resisting chronic shortages of transmission of electricity, 
emissions-reduction efforts. electiicity and unmet and phasing out coal-driven 

Others cite pragmatic demands for energy services, locomotives. These policies 
arguments against policy it is unlikely that can help hold back India's 
initiatives to mitigate the Greenhouse-gas emissions Greenhouse-gas emissions 
Greenhouse Effect-namely, from the energy sector will while they also make sense 
the hypothesis that a be reduced in the near future. for other rcasons. 
global-warming trend may Most credible projections In international 
benefit India. For example, it indicate that these emissions negotiations on climate 
is widely believed that will grow at an average change, India is in favor of 

Ahuja 
increased temperatures will 
increase the total amount of 

annual rate of nearly 4 
percent, quadrupling over the 

equitable agreements that, so 
far as possible, take into 

I ndia's current contribution 
rainfall over the 
subcontinent: More -ainfall, 

next 40 years. However, with 
effective conservation and 

account each country's 
population, its recent 

to emissions of Greenhouse coupled with higher CO, energy-efficiency policies, the cumulative contribution to 
gases from non-natural concentrations in the rate of increase in emissions all known Greenhouse-gas 
sources has been estimated to atmosphere, might work to could be halved while still emissions, and its need to 
be 4 percent. Given that 16 enhance agricultural meeting the basic needs of an seek a reasonable standard of 
percent of the world's )roduction. However, this expanding living for its citizens. Clearly, 
population lives in India, this hypothesis discounts other, population-currently it will not be easy to reach 
contribution, per person, undesirable effects that growing at an annual rate of consensus on this kind of 
represents one-fourth of the could complicate the 2 percent. agreement, but it is important 
glubal average and just scenario. Such effects might The Indian government is to press forward with the 
one-eighteenth ot the include regional shifts in taking steps to promote negotiations. 
contribution of an average rainfall patterns, increased awareness of the Greenhouse One final point: Last year, 
American. run-off and soil erosion, and issue. The government is also India proposed that an 

In India, Greenhouse-gas life-threatening floods and sponsoring research on the international 
emissions consist droughts in unexpected potemial effects of climate planet-protection fund be 
predominantly of carbon places. change in India, especially in established to help finance 
dioxide (C0 2) (47 percent) The third and perhaps coastal areas that would be the development and transfer 
and methane (38 percent). most compelling reason why vulnerable to a rise in sea of technology where it is 
Coal-burning and rice India does not at this time level. The possibility of mos' needed to mitigate 
cultivation are the primary have more pro-active policies flooding in densely cli~nate change. Norway, 
sources of these emissions, for mitigating the Greenhouse populated coastal zones Sweden, and the Netherlands 

Policies to respond to the Effect is the competition for warrants special concern have made proposals along 
threat of climate change are limited resources by more because it could cause very similar lines. If appropriate 
still evolving in India. One pressing needs. This situation serious resettlement institutional mechanisms for 
school of thought favors a applies not only in India, but problems. In addition, such a fund can be worked 
wait-and-see approach, also in other developing researchers are participating out in international 
influenced by conflicting countries. For this reason, the in internationall,, negotiations, this would be a 
opinions in the literature International Conference on coordinaied studies on the small step forward in dealing 
about the potential Global Warming and Climate potential effects of climate with the global-warming 
seriousness of the Change held at New Delhi in change on sea level and problem. c 
global-warming problem. For February 1989 made the agriculture. (Dr. Ahuja is a Fellow of the 
instance, one of the following recommendation: India is currently (Aa E sry Fearch 
arguments against global The developing promoting the development Tata Energy Research 
warming as a significant countries' contribution of renewable energy sources Institute in New Delhi, 

in response to the such as biomass, small-scale current y on a sabbatical 
Greenhouse challenge hydroelectric power, and with the Bruce Compan, a 
should be carried out in a way that enhances,rather than diminishes, 

solar and wind energy. Thegovernment has also initiated
several reforestation projects 

contractor to EPA's ClimateChange Division.) 

development prospects. 
Where these are in 

that will increase 
C0 2-absorbing tree cover in 

conflict, priority should the country. In addition, it is 

be given to 
development .... 

subsidizing higher-efficiency 
cookstoves that have the 
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FINANCING AFRICAN DEVELOPENT 

It would be presumptuous of me, coming after the expert speakers we 

have heard this morning, to offer a diagnosis of the ills of Africa. But I 

would like first to make three quick points in that connection as background 

to what I want to say about financing African development. 

First, on the world economic environmnt. 'Ads has not been kindly in 

the 1980s but it is the same environment as other developing countries have 

had to live in. Leaving out oil-exporting countries, there was no great 

change in Africa's terms of trade during the 1980s, the main deterioration 

having been in the 1970s. On the other hard African countries are 

particularly vulnerable to weakness in terms of trade, because raw materials 

accomt for so much of their exports, and because their exports account for a 

high percentage of GDP. Of course African countries have suffered from the 

generally higher level of interest rates in the 1980s, but this also applied 

to other developing countries. Exports from Sub-Saharan African countries 

have grown very 3lowly in recent years and so the ability to service debt has 

been less, but this was due as much to domestic conditions as external 

factors. Generally, one cannot conclude that adverse economic conditions in 

the world have been the sole or main reason for Africa's troubles in the last 

decade. 
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Secondly, it is now more widely acknowledged that these problems stem 

to a considerable extent from weaknesses in goverrment and adminstration in 

Africa. This administrative weakness is less easy to document but a familiar 

fact to those who work in Africa. And it is just as well that the prcblem of 

corruption is no longer an unmentionable subject. Of course it is by no means 

unique to that continent, I think it takes more extreme and damaging forms in 

some African countries than elsewhere. 

Thirdly, there is a general consensus that the African problem has 

been due to a considerable extent to mistaken economic policies, especially 

the failure to allow market forces to operate. Agriculture has been a 

particular victim of this kind of policy, the tendency to hold down prices of 

food in the interest of townspeople, thereby giving farmers little incentive 

to produce. The prevalence of state ownership and management of industrial 

enterprises, many of which have been extremely inefficient, and the 

discouragement of the private sector by all manner of controls have been 

damaging. Of course these problems have also been compounded by factors which 

are beyond the control of African governments (at least in the short term) 

including the small size of national markets. 

Vhatever the combination of reasons, the record of Africa in the past 

15-20 years must give us all cause to think very carefully about the 

effectiveness of aid; and much serious thinking on that subject has taken 

place - for example Robert Cassen's 1986 study and an excellent note on The 

Developmental Effectiveness of Aid to Africa by Tony Killick prepared for a 
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World Bank symosium in February. Mr. Killick concludes that generally on aid 

effectiveness "the main evidence favours a moderately positive but still 

rather tentative verdict", a very judicious conclusion, justified I am sure by 

a close look at the evidence. But if we stand back and look at the scene, it 

is impossible to avoid some glaring constrasts. 

Africa has been increasingly on the conscience of the world and this 

has been reflected in many special aid efforts and initiatives - the 

Structural Adjustment Facility, the ESAF, the Special Facility for Africa, the 

Special Program of Assistance and so on. As a result the African share of 

worldwide official development assistance has nearly doubled in the past 15 

years and now stands at 30% although only about 12% of the population of the 

developing world lives in Sub-Saharan Africa. Between 1980 and 1988 a total 

of about $83 billion was provided in official development assistance to 

Sub-Saharan Africa. The flow of official developtnnt assistance from the 

World Bank, the Eurcpean Ccmnity, other international agencies and bilateral 

donors has recently been running at about $12 or 13 billion a year, 

representing about 8 1/2 percent of tlye GNP of the region, or about $28 per 

head of the population per year. 

There is no parallel in history for such a flow of funds through 

gouvernmrnta and official channels to any region, funds provided in goodwill 

and for the purpose of econcmic development. But despite this, the overall 

result of all the efforts by African governments and their overseas helpers 

during the years 1980-88 was that standard of living in Sub-Saharan Africa 
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fell on average by 1.2% a year (excluding Nigeria where there was a larger 

fall reflecting the decline in the oil price). unatever may be concluded from 

examining the data projec- by project and loan by loan, the overall record can 

only be characterized as one of failure. Genuine progress of various Irinds 

can be found in some cratistics such as infant mortality rates and school 

attendance rates and I do not belittle this at all. But the overall pirpose 

of the prodigious flow of aid funds was, surely, to strerqtben the econTmies 

of the African countries, to enable then to grow and generate rescurces which 

oould be used, in whatever way, to alleviate poverty and inprove sccial 

conditions. The main masure of the success must be in the grwth of GNP and 

GNP per capita, and by this test the record has hardly been one of success. 

Moreover, while the flow of funds did not raise standards of living, 

it did result in the continent becoming heavily indebted, adding a new and 

serious dimnsion to its problem. he region's debt is now about 100% of its 

GNP and more than 350 percent of its export earnings; and about 70%of this 

debt is at market rates. 

One might be temted to draw from these facts the conclusion that 

international development aid is a misguided and hopeless effort; that money 

provided by govenmexts to governments for development purposes is inevitably 

misused and that the only way for genuine development to take place is to 

allow the forces of the market to operate. I do not take that view but we 

should consider whether there isn't just a grain of truth in it. The misuse 

of resources (and surely no one can deny that there has been misuse on a large 
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scale) may have sonething to do with the fact that almost all of them have 

been transferred by methods which avoid the disciplines of the market. Let me 

return to that point in a moment. 

We mist ask ourselves a large and simple question: assuming, as I 

expect everyone in the rom does, that we have an obligation as human beings 

to help Africa to rise out of its problems, how can we do this and avoid the 

failures of the past? How is dev-.lrment to be achieved and financed in the 

1990s and beyond?
 

I can offer no complete answer to this question, but let me make three 

points: the need to deal with the burden of debt; the need for a continuing 

flow of official aid which will be used more effectively than in the past; and 

above all the need for a massive increase in private investzTent. 

The first point is that whoever is to blame, it must be obvious that 

the most serious immdiate impediment to development, ard one which it is 

within the power of the international cammunity to deal with, is the burden of 

debt. In contrast to the debt of Latin America, Ufrican debt is predominantly 

to governmInts and official agencies. Of course a certain amount has been 

done, arising partly frcm the discussion of the subject at the summit meetings 

in Venice in 1987 and Toronto in 1988, but I believe this question needs to be 

tackled much more energetically by the major donors. More government should 

be prepared to consider outright forgiveness of debt, as the British 

government has done in a number of cases, and the effort needs to be extended 
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not only to low incom countries but also to sane lower middle income 

countries which have acute debt problems. 

Secondly, we have to recognize that for a good many years to cone 

there is going to be a continuing and growing need for amounts of aid so large 

that they can cam only from official sources, governments rnd irternational 

agencies. The World Bank estimates the need for official development 

assistance at about $15 billion in 1990 rising to $22 billion in 2000, without 

allowing for inflation. These are daunting sums which would call for a 

further major effoA1± by the donor countries, who ultimately provide the money 

whether it comes bilaterally or through the international agencies. I find 

myself wondering whether this is a statistical game or whether we are talking 

about realistic possibilities. One or two more points in this connection.
 

Whatever the size of the effort, there must be a renewed determination 

by donors to make sure that the money is used better than in the past. 

Probably everyone would agree that aid must be closely linked to policy 

reform. Some progress has been made on the subject in recent years. About 30 

African countries are now engaged in programs of structural reform, some more 

serious than others, and here and there we are beginning to see results. In
 

the last years of the decade of the 1980s, there were signs of GDP growth 

turning up slightly. In certain countries such as Ghana and to some extent in 

Madagascar this has been very visible. (I was in Ghana recently arid was very 

struck by the change in the econamic climate of that country over the last 

five or six years.) Most African countries have more realistic exchange rates 
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after a period in the early 1980s when many currencies ware oveavalued. 

Fiscal positions and monetary policies have been improved. Some privatization 

is taking place, although there is a long way to go in this respect. 

Most people also recognise the iqportance oi improving coordination 

between the various donors. Here too there has been progress. It is not only 

a matter of avoiding conflicting advice but of reducing the inpossi'1.e demands 

that are scar-times made on the staffs of African gavernments through the 

multiplicity of donors, donor agencies and prtjects. While we are no doubt 

right to blame Africa, goverrents for their institutional failures, th 

institutional failure of the donor ccmmunity to get its rct togethei must have 

contributed to tLa relative ineffectiveness of the development effort in 

Africa. 

And of course it is tremendously important that the new flow of 

resources should, so far as possible, avoid creating more debt. It is an 

obvious point that loans on market terms should be made only to poor countries 

when it is clear that the money will be used in such a way as to create the 

resources to service future debt but this has seldom happened. The fact is 

that much of the public investment needed in African econcuies, though very 

important, will not produce a short term pay-oft in the form of enhanced 

capacity to service debt and so highly concessionil funds are iveded. It is 

vitally important that, in our efforts to help Africa we should avoid 

aggravating the debt problem. 



So it seems that large amounts of official aid on grant or near-grant 

terms will be essential for scme time if Africa is to avoid collapse and make 

smie progress. But the prospect of official develcpment aid rising year after 

yea:, nearly doubling in real terms by the end of the decade to $22 billion a 

year, as the World Bank's projections would have it, is not a reassurLng but a 

depressing. All experience shcus that aid provided to goverrmnts, especially 

in Africa is frequently not well ,ised. Both we and Africa should be fully 

aware of the dangers of a long continuation of this process - the danger of 

dependence on charity and all the corrosive inefficiency and demoralization 

that comes with it. And we should be alert to another danger too: that one 

effect of the supply of funds on a large scale to governments, for whatever 

well-intentioned purpose, will be to strengthen the role of the state in the 

recipient country, and thus urdermine the trend towards a market economy and a 

healthy private sector which we all want to see. 

The objective must be to break out of this pattern as soon as 

possible. In the long run the key to African development has got to be a 

quite different form of financing - I mean private investment - something 

about which all too little is said or heard in the African context at 

present. Africa will not achieve rapid growth, even moderately rapid growth, 

without an energetic private sector and a much higher level of private 

investment. Only such a private se.tor can produce the diversification of 

exports which will break Afric 's dependence on primary products. If we are 

serious about development in Africa we must be thinking about how Africa is 

going to make the transition from dependence on official aid to private 

investment. 

7\ 
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One reason for the dismal economic record of most of Sub-Saharan 

Africa in the 1980s was that private investment fell away. It has recently 

been mning at a level equivalent to about 5%of GDP in Sub-Saharan Africa, a 

total of $7-8 billion per year. Within this total, foreign investment has 

been an almost negligible amoumt, equivalent to no more than one-half of one 

percent of GDP for the region as a whole, about less than $1 billion a year 

and/or a mexe $2 per capita. 

In its Long Term Perspective Study for the next 30 years, published in 

1989, the World Bank estimated that to achieve a rate of growth consistent 

with per capita incomes rising only marginally each year, total investment in 

Sub-Saharan Africa, public and private, would have to reach about 25% of GDP 

by the year 2000, ccnpared to 15% today. But it is not enough just to 

increase the magnitude of investment: it also mist be productive. In most 

countries the eridence shows that capital employed in the private sector is 

more productive than in the public: a major increase in private investment, 

dcmstic and foreign, in Sub-Saharan Africa would greatly improve the chances 

that the needed gains in productivity will be forthccming. Africa is the only 

region in the developing world where public investment still vastly exceeds 

private investment. What is really needed, at a minimum, is a tripling of 

private investment from 5% of GDP to 15%. Productivity gains might also be 

achieved by accelerating the privatization of public enterprises and by 

subjecting the remaining public enterprises to market foroes and cametition. 

'V.O
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How is this to be achieved? Well, the first requirement is obviously 

that the governments should get the policy environment right for the private 

sector, and create stable conditions in which businesmen will invest with 

comfidence. Most African governments still have a long way to go in doing 

that and in fact there has been coisiderable capital flight, especially of 

course where currencies are overvalued: a sad paradox in very poor countries. 

On the other hand there are some countries which have been doing the right 

things for quite a number of years - I am thinking again of Ghana - but have 

been disapointed to find that the "supply response" fran the private sector 

has been slow in coming. Do we sinply have to wait until entrepreneurs appear 

and start to drive the economy forward, or is there anything that can be done 

to encourage and accelerate the "supply response"? 

This is a key inportant question. Up to now the international 

development effort has been very much an affair of governmnts, official aid 

and the public sector. It was the product of a period when belief in the 

ability of governnents to create economic growth was at its height. Nowadays 

we are everywhere much more skeptical about that; but we have not thought 

enough about how to bring our techniques for helping developing countries into 

line with our modern belief in market econamies. 

I believe there is a new kind of development role to be played, a role 

of helping markets to meet the needs of development, helping the private 

sector to manage the risks of investment. It has to be a role of support for 

and partnership with the private sector, not one of control and direction. It 
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is a different role frcum the govermnt-centred one which has held the stage 

for most of the last three or four decades. It is a role which is being 

played, still on a relatively small scale, by a number of institutions - the 

International Finance Corporation within the World Bank Group and a growing 

number of bilateral agencies, such as the Commnwealth Develcpment Corporation 

in the U.K. This type of development role is highly relevant in the 

circunstances of today when buildir up private investment to finance 

development is so crucial. I wculd like to say a little more about how this 

can best be done. 

First, let us start with the financial sector. We now recognize much 

more clearly than we did some years ago that a healthy financial sector, a 

sound banking system and efficient capital market, are absolutely essential to 

sound econcmic development. The World Bank and the IFC work together in 

advising governents on the development and regulation of such markets. But 

it is also vital to have institutions, financial ccmpanies, which can function 

in them and do the job of accuumlating savings and allocatixj them to 

productive use. Over the years, IFC has participated in the creation of more 

than 130 financial campanies in the developing world. Not nearly enough of 

these have been in Africa, where the difficulties are greater, but we now 

recognize this as a priority and are devoting more staff time to it. 

Above all, what we need are institutions which will be able to nurture 

small, develcping businesses, institutions of a venture capital type. 

Unfortunately Africa is plagued with s gerw-ally dismal record of official 
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developrent banks many of which have been highly politicized, and not 

businesslike. The essential thing is to create institutions which will 

operate on a market basis, free fran political interference. 

This question of helping small and emerging businesses needs special 

attention. This is recognized as iportant in most Western countries where 

governments have established advisory and support mechanis for small 

businesses. It is much more important in Africa, where in many cases there is 

very little private sector and the future deperds on businesses which are now 

small or do not yet exist. We have to find effective ways of supporting these 

businesses. 

In IFC we are trying to do this in a number of ways. We created, with 

the help of the UNDP, the Africa Project Develcpment Facility or APDF to 

provide entrepreneurs with advice and help in planning invstments. For the 

last four years it has been operating from two centres, Abidjan and Nairobi. 

The demand for its services has been overwhelming - more than 1600 

applications, even though there are only these two offices on the continent 

which 'ells us something interesting. A number of donor governmts, 

including the UK, have contributed to this effort and we are now enlarging it 

and establishing three new offices, but even this will not meet the demand. 

This mechanism provides advice, but not finance for investment, and we 

come back to the lack of financial institutions which can provide flunds and 

good supervision. To fill the gap, we decided recently in IFC to create our 
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own Fund for this purpose, the Africa Enterprise Fund which makes much smaller 

investments than IFC usually does, but we aim to maintain the same exacting 

standards. We are puttinq a lot more of our own people into field offices 

with delegated authority to make decisions on quite small investments. Here 

too we are finding a big demand and response, confirming that the 

entrepreneurs are there and the need is to find ways of helping them. 

More needs to be done. We muist find ways of meeting the need for 

equity funding for smaller businesses. It is rot that there is a shortage of 

money because many aid agencies would be ready to provide it - again the real 

problem is not shortage of money but of ways of using it well. There are some 

who will suggest dealing with this problem by providing what they call "soft 

equity", equity on which a return is not expected, a concept which originates 

I think in Scandinavia and which seems to me to be a sure recipe for starting 

uns-ound businesses. We have to find better ways. 

But besides developing the financial sector and nurturing small 

businesses, we have to look for ways of encouraging and helping larger scale 

private investment. This is IFC's central role. All too little private 

investment is going on in Africa at present, but if the structural adjustment 

policies now being followed in many countries are maintained, we can hope to 

see a revival of interest in private investment in the course of the 1990s. 

It is treoendOusly important that these investments, when they cme, should be 

successful. The role of the IFC and similar institutions is to act as a 

catalyst - to provide same financing (but always a minority share, avoiding 
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control); to provide technical and financial advice based on long experience 

in investments in develcping countries; and to help mobilize funds from other 

sources. The essence of this role is that, although the overriding aim is 

developrent, the method is to act like a business. We must be a full 

risk-sharing partner of the private investors with whom we work, not 

sheltering behind government guarantees or protetirn ourselves in ways that 

are not available to our private partners, seeking profit because that is the 

test of success and efficiency in business. 

The scale of IFC's activities in Africa in supporting private 

investment in Africa may seem quite modest. We are now iresting a little 

under $200 million a year in about 25 cxmpanies a year in Sub-Saharan Africa; 

but we estimate that the investments in which we have participated have 

recently accounted for a::ut 12-15%of total private investment (domestic and 

foreign) in the region a very substantial share. 

But if Africa is to achieve the levels of primate investment needed to 

produce rising standards of living and reduce the dependence on foreign aid, 

foreign investment will have to play a vital part. As I said earlier, 

Sub-Saharan Africa has recently been getting an almost negligible amount of 

foreign investment, less than $1 billion a year and a large proportion of that 

has been going to one country, namely Nigeria. Foreign private investment has 

been playing virtually no part in the development of Africa in the 1980s. 
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obviously this is not going to be changed quickly. Investing in 

Africa was always a rather specialized business, but there used to be certain 

coipanies in this country and France, particularly, which made it an iportant 

part of their business to do so, the Unilevers, Mitchell Cotts, Bookers and 

others. A very few, such as Innrho, are still there, but in most of Africa 

that kind of investment has virtually ome to a halt. The new foreign 

investments we are seeing at present in Sub-Saharan Africa are in a few large 

mineral resource projects - for example gold in Ghana and oil in Nigeria, 

Gabon and the like. Investment in manufacturing in black African countries by 

foreign companies is almnst at a standstill. 

I believe African governments need to pay much more deliberate 

attention to the question of attracting foreign investment. Of course basic 

policies, uiacroecoxmic stability and political conditions are of furndamental 

importance, but there are often other discouragements, for example 

restrictions on percentage ownership of .arunies and on the remittance of 

profit, and excessive taxation, sometimes discriminatory taxation. While 

small countries in Europe and individual States within the USA run 

international campaigns to try to attract foreign investment, many African 

governmnts adopt an anivalent attitude; and of course the history of 

nationalizations in many countries is a discouragement. 

Pestoring a significant flow of foreign investment to Sub-Saharan 

Africa will take time, but I believe it can be done, if only because there was 

a flc7d in the 1960s ard it can happen again. Here too we can help. First of 
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all, we can provide advice on policies for foreign investment. Together with 

MIGA we run the Foreign Investment Advisory Service or FIAS which has advised 

a number of African goverrments. MIGA itself, the Multilateral Investment 

Guarantee Agency, offers insurance to investors against non-ccamercial risks. 

IFC can be an investment partner, playing the same kind of role for foreign 

investors as we do for domestic cmpanies, that is to say providing finance, 

providing technical advice and mobilizing funds from other soUrces. In the 

case of foreign investment our role very often is to help in negotiations with 

local partners or goverrnents about new invesnts and simply by our presence 

as a risk-taking partner to provide a reassurance to the foreign investor. 

As confidence develops and the eonomies of Sub-Saharan Africa revive, 

it should be increasingly unnecessary for an agency like ours to play this 

role, but I think those happy days are some time away. The job of 

facilitating and assisting investment in Sub-Saharan Africa, dcmestic and 

foreign, will be crucially important in the next couple of decades. Unless we 

can achieve a strong growth of private investment in Sub-Saharan Africa, the 

outlook for that region of the world will be grim indeed. 

7z,"
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Thirty years ago, Sub-Saharan Africa was the Eastern Europe of the 
times. Although poor and underdeveloped, the world's second largest
continent was undergoing change more rapidly than any other part of the 
globe. 

Today, however, the promise that surrounded the collapse of colonial 
rule and the birth of over forty new nations in Africa remains unfulfilled. 
Economic stagnation, political instability, and superpower rivalry followed 
in the footsteps of imperial retreat, with ethnic, racial, class, and religious
conflicts rending the political fabric of the continent. Current, economic 
prospects are grim, a crisis of political legitimacy is coming to a head, and 
the end of the Cold War may further marginalize Africa. Nevertheless, 
there are some hopeful signs of change: a consensus is growing about the 
causes of Africa's deterioration. a new pragmatism born of necessity is 
emerging among African elites, and one-party states and military rulers 
are coming under increasing pressures for democratization. Over the next 
several years, Africa's role in the world order will change. and America's 
interest in the continent, while currently at an ebb, may be revived. 
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Unfulfilled Expectations 

Beginning with Ghana in 1957 and continuing through the 1970s, 
dozens of African states achieved independence, forming a bloc that 
repre3ented roughly one third of the membership of the United Nations. 
Just as the cluster of territories ranging from Hungary to Lithuania is 
now rejecting the authoritarian rule of the Soviet Union, an area 
approximately eight times as large (from the Sahara to the Kalahari 
Deserts), with about twice the population, was then throwing off the 
colonial domination of Western Europe. 

Events leading up to African independence were obviously quite 
different from those which have led to Eastern Europe's freedom. Among 
other things, Africa suffered from centuries of conquest and exploitation 
by adventurers, propagandists, opportunists, and ,'mpirebuilders seeking 
commercial gain, military expansion, political status, and international 
prestige. The continent was drained by slavery and carved up by 
colonialism. Its national boundaries ware not defined by physical barriers, 
socio-cultural patterns, or indigenous political forces. Rather, the modern 
map of Africa was drawn by foreign powers at the 1884 Conference of 
Berlin. Consequently, contemporary African conflicts stem largely from 
competition among diverse peoples thrown together more than a hundred 
years ago by Great Britain, France, Germany, Italy, Portugal, Spain and 
the King of Belgium. 

At the time of independence, Africa's experience was seen to have 
universal relevance. The "winds of change" blowing across the continent 
added new perspectives to prevailing concepts of global change. Econo
mists wrote about the stages of economic growth which new nations would 
go through in order to "take off'-that is, to achieve industrialization, few 
doubting that this was either a desirable or realizable near-term goal. 
Political scientists predicted radical transitions from traditional societies 
based on "primordial" loyalties to modern political systems based on 
"ascriptive" criteria. Students of comparative politics wrestled with 
loosely defined notions, such as "nation-building" and "political culture." 
And a lively debate arose about whether Africa would, or should, follow 
Marxist, neo-colonial, or capitalist lines of development. 

Most observers were optimistic about Africa's future. As development 
analyst Goran Hyden noted: "Independent Africa was born into a world 
characterized by its faith in progress. Captivated by scientific and 
technological success, the postwar generation in both the East and the 
West had lost their sense of proportion, thrown cautions to the wind, and 
dismissed as unfounded pessimism all realistic reference to man's natural 
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limits."' This sense of "Prometheus 'nbound," as Hyden termed it, not 
only convinced the European powers that it was no longer necessary to 
keep their overseas colonies in bondage, but raised exaggerated expecta
tions among Africans themselves. "With independence, Prometheus moved 
to Africa-more unbound than ever-in search of new victories," 
concluded Hyden.2 

African leaders readily accepted the labels bestowed on them by a 
world fascinated with the continent's emancipation. Upon birth, Nigeria, 
Africa's most populous state, was termed a "showcase of democracy." 
Uganda was "the pearl of Africa;" its hilly capital, Kampala, was "Africa's 
Rome." Sudan, the largest land mass in Africa, was envisioned as "the 
breadbasket of the rr'rion." And the Ivory Coast, which remained 
intimately tied to France, was dubbed an "economic miracle." 

Ghana's Kwame Nkrumah preached a pan-Africanist ideology, calling 
for a supranational confederation transcending ethnic identities and 
national frontiers. The idea of an all-Africa army was touted for a while. 
Senegal's Leopold Senghor, a poet as well as a politician, switched from 
advocating a Eurafrican entity led by France to a philosophy of negritude, 
that asserted a unique African cultural nationalism based on humanistic 
values. 

Major foreign powers tended to vie%% these events in geopolitical 
terms. France and Great Britain were keer to preserve their commercial 
and military footholds, even as they retreated politically. China saw 
Africa as being "ripe for revolution." The Soviet Union regarded the 
region as a seedbed for the spread of Marxism-Leninism. And the United 
States, preoccupied with containing communism, saw Africa, first, as an 
ideological battlefield of the Cold War and, second, as a sphere of 
European influence. 

Thirty years later, few of the original expectations that surrounded 
Africa's entry into the community of nations have been fulfilled. Nigeria 
is now making its third bid for democracy. Uganda is recovering from the 
ruthless dictatorships of Idi Amin and Milton Obote. The Sudan is facing 
starvation as a result of a grueling civil war. And the Ivory Coast's 
economic miracle has turned into an economic mirage. 

Africa as a whole has turned inward. Rather than forming a unified 
voice or collectively playing a global role, the fifty-one states that comprise 
Sub-Saharan Africa are consumed with overwhelming internal political 

1.Goran Hyden, "Urban Growth and Rural Development," in Gwendolen M.Carter 
and Patrick O'Meara, eds., African Independence: The First Twenty.Five Years 
(Bloomington: Indiana University Press, 1986), 189. 

2. Ibid., 190. 
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and economic problems. Many are still linked tightly to their former 
colonial rulers, as trade and travel patterns show. Indeed, some African 
nations still behave in ways that reflect the views or influence of their 
former European rulers. "French power in Africa," political analyst John 
Chipman has noted, "can still be wielded largely because the African 

' elites have collaborated in its maintenance.' 
Although some inroads were made by non-European powers, neither 

Chinese revolution, Soviet-style Marxism-Leninism, nor American free 
enterprise have really taken root. Except for a handful of projects, Beijing 
has virtually withdrawn from Africa. And Moscow is in the process of 
cutting its losses, gradually scaling down its military and economic 
assistance programs, although the latter were never generous to begin 
with. Furthermore, according to press reports, Moscow has warned its 
allies on the continent (Ethiopia and Angola) that they must now pay for 
their weapons with hard currency.4 

For its part, the United States has yet to come fully to terms with the 
implications of these trends. It clings to lingering Cold War interests, 
preferring the Soviet Union to leave the continent first; and it is reluctant to 
challenge European pre-eminence, principally out of deference to NATO unity. 
On balance, Washington seems more removed than ever from the real 
concerns of the continent, responding on a case-by-case basis to issues such as 
famine, Libyan aggression, and South Africa--the only issue in Sub-Saharan 
Africa that has stimulated sustained interest among the American public. 

The Fearof Being Forgotten 

As the decade of the 1990s opens, African decolonization and the Cold 
War are, coincidentally, both coming to an end. Namibia, Africa's last 
colony, achieved independence in March 1990, the result of an agreement 
concluded fifteen months earlier with Soviet-American cooperation. 
Remnants of the Cold War linger in Angola, where Moscow and Washing
ton continue to arm rival forces, and, to a lesser extent, in Ethiopia, 
where the Soviet-backed regime has its back to the wall from insurgencies 
that are gaining ground. Notwithstanding these quagmires, however, 
superpower rivalry as an overarching theme in African international 
relations is clearly withering away. 

Most African states decried the bipolar split as it played out on their 
territory, but the rivalry between Moscow and Washington partially 
served their ends. As an editorial in the Liberian press observed: 

3. John Chipman, FrenchPower in Africa (Oxford: Basil Blackwell, 1989), 3. 
4. The Independent (London), January 3, 1990, 9. 
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It was, to an extent, a great advantage to Third World countries to balance 
in a world divided between two camps. In light of such division, the camp 
of one superpower served as a protector against any encroachment upon a 
small country by another auperpower or its surrogate. In this way the 
world was able to maintain a balance of power without engaging in major 
global conflagrations ....With the West rushing to the economic rescue of 
Eastern Europe, we in the Third World should begin to rethink our 
situation ....[We must get] our political and economic houses in order, or 
we might be left out in the cold.6 

The new world order taking shape has sparked deep concerns in 
Africa. One commentary observed that "despite the wild jubilation in the 
Western media and government about what is happening in Eastern 
Europe, no African can view recent events with equanimity.'6 General 
Denis Sassou-Nguesso, president of the Congo, warned that the combina
tion of the end of the Cold War and the economic unification of Western 
Europe in 1992 could "estrange Africa."7 And Bernard Chidzero, Zim
babwe's respected finance minister, has noted that "we may become 
Cinderella partners in this whole game."' 

Africa's anxieties about the changing international environment are 
similar to those of other Third World areas. But because the continent 
has traditionally been a low priority in global politics, Africans feel they 
have a special cause for concern. There is a palpable fear of impending 
abandonment or benign neglect 9s the global competition for aid, trade, 
and investment intensifies. Indeed, the flow of resources to emerging 
democracies in Eastern Europe, Central America, and Asia may drive 
Africa further into the rearguard of history at a time when many of its 
leaders have committed themselves to economic reform. 

Bleak Prospects 

Few would disagree that, on economic grounds, Africa is more in need 
than any other part of the globe. The continent's food production, while 
having increased slightly over the last few years, in part due to the 
adoption of structural adjustment programs since the mid-1980s, has not 

5. Daily Observer (Monrovia, Liberia), November 10, 1989, as quoted in Foreign 
BroadcastingInformation Service (FBIS), Africa, January 5, 1990, 13. 

6. The Herald (Harare, Zimbabwe), December 1, 1989, as quoted in FBIS,Africa, 
January 23, 1990, 10. 

7. Paris, Agence France-Presse, January 9, 1990, as quoted in FBIS, Africa, 
January 10, 1990, 2. 

8. Quoted in the World Development Forum, vol. 8, no. 4 (February 28, 1990): 1. 
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kept pace with its 3.3 percent annual rate of population growth, the 
highest in the world. Africa's population is, in fact, projected to double 
over the next twenty years, rising to one billion people by the year 2010. 
Economic development, however, has gone into reverse, particularly over 
the last decade. Austerity programs have diverted funds from social 
services and infrastructure, deepening poverty and sharpening social 
inequalities. Common diseases, such as malaria and dysentery, are as 
widespread as ever. Two out of every three Africans still lack safe 
drinking water. And one quarter of the population-over 100 million 
people-faces chronic food insecurity and hunger. 

To make matters worse, a new killer stalks the continent: AIDS. 
Having already reached epidemic proportions, the HIV virus is estimated 
to have claimed the lives of 300,000 Africans and infected another 2.5 
million. The figures represent, according to Africa Report, a "frightening 
trend that is still in its initial stages ... the disease is ready to explode 
across the continent and grab the terrible distinction of being Africa's 
most pressing problem."9 

Current prospects are bleak by any measure. According to the World 
Bank, "Africa's long-term debt has risen nineteen-fold since 1970 and is now 
equal to its gross national product (GNP), making the region the most 
heavily indebted of all. (Latin America's debt amounts to only around 60 
percent of GNP). More than one hundred debt reschedulings have been 
negotiated, and still arrears accumulate."" Altogether, Sub-Saharan 
Africa, with roughly 450 million people, has a total gross domestic product 
(GDP) that is roughly the size of Belgium's, which has a population of 10 
million. 

With the exception of internaticnal financial institutions deeply 
involved in Africa, the main responses of the outside world have ranged 
somewhere between cynicism and discouragement--or what one develop
ment expert has aptly described as "compassion fatigue."" Typical of 
the American attitude is the sentiment contained in a letter to the editor 
of the Washington Post that replied to an op-ed article calling for action. 
"Instead of asking, 'Why Not More Aid to Africa?"' the skeptic wrote, "[it 
should be asked] . . . 'Why Indeed More Aid to Africa?"" ' 2 

9. Africa Report (November-December): 6. 
10. Sub.Saharan Africa: From Crisis to Sustainable Growth (Washington, D.C.: The 

World Bank, 1S89), 2. 
11. John Hammock, executive director of OXFAM, in the WashingtonPost,January 

17, 1990, G1. 
12. Marco A. Caceres, letter to the editor, Washington Post, February 9, 1990, in 

response to Leonard i. Robinson, Jr., "But Why Not More Help for Africa?" 
Washington Post, February 1, 1990, 21. 
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Though it seems harsh, this sentiment probably reflects the view of 
the general public in the United States, with whom foreign aid has never 
been popular. The dismal results of development assistance in Africa only 
reinforce this lack of enthusiasm. Africa has received more official foreign 
assistance and debt relief relative to its GNP than any other region in the 
world. 3 An average of $13 billion per year in foreign assistance flowed 
to Africa from 1980 to 1987, but per capita income Ibll by 10 percent. 
Even the World Bank now admits that half of its completed African rural 
development projects have failed. 4 

There are, as always, exceptions to the record of deterioration. 
Botswana has had a consistent 8 percent economic growth rate for the last 
twenty-six years and a sustained democratic system. Zimbabwe has 
-_ubEtantially increased agricultural production, with smallholders tripling 
their output ofmaize, peanuts, and cotton since independence in 1980. The 
World Bank has spotlighted selected projects with a good track record, 
showing that progress is possible. And the Inte,,.national Monetary Fund 
(IMF) cites Ghana as a star pupil of its structural adjustment program. 
Ghana has achieved an annual economic growth rate of 6 percent over the 
last six years and a 60 percent increase in exports since 1983.15 

But these are exceptions that prove the rule. Botswana has rich 
reserves of diamonds, a small population, and strong economic ties to 
South Africa. Although Zimbabwe has made remarkable strides in 
agriculture, it has failed to attract sufficient foreign private investment 
for manufacturing because of its rhetorical adherence to Marxism and its 
drift toward a one-party state. In genev'al, international donors have been 
unable to claim success in project aid on a scale large enough to reverse 
Africa's declining economic trends. Ghana's accomplishments, while 
impressive, were made possible only by massive assistance. And with 
international aid to the cotmtry doubling over the last four years to a total 
of $850 million in 1990, Ghana serves as a dubious model for the rest of 
Africa. 

With economics becoming an important determinant of world politics, 
Africa is in danger of being marginalized entirely. "For the most part," 
reports the World Bank, "Africa is simply not competitive in an increas
ingly competitive world." 6 Fifty percent of the continent's export 
earnings goes to service its debt, making the world's poorest continent a 
net exporter of capital. Africa's share of the world market has halved 

13. ChristianScience Monitor, December 28, 1989, 8. 
14. The Economist, November 25, 1989, 47. 
15. The Economist, March 10, 1990, 50-5 1. 
16. From Crisis to SustainahleGry.'th, op. cit., 3. 
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since 1960, to a minuscule 1.5 percent. 7 And returns on investment, 
which were around 30 percent in the 1960s, are now less than 3 
percent.18 

Moving From Blame To Cooperation 

For years the debate over Africa's decline has been mired in 
unproductive accusations and counter-accusations about who or what was 
at fault. In general, African leaders have blamed external factors over 
which they have had no control: the legacies of colonialism, poor terms of 
trade, misguided advice from development experts, and fluctuating 
commodity prices. Foreign observers have blamed internal factors, such 
as bad management, irresponsible leadership, pervasive corruption, and 
state domination of the economy.'" 

Now there seems to be a consensus emerging that apportions 
responsibility to both sides. Donors are becoming more sensitive to the 
African predicament, having learned the hard way that the bulk of their 
aid may have been misspent. And African nations are displaying more 
economic realism, admitting that they have made fundamental 
mistakes. 

While painful lessons have been learned, this emerging consensus 
unfortunately will not garner additional international resources for the 
future or make Africa more competitive on the world stage. Putting aside 
the IMF, which is restructuring the economies of some thirty-five African 
nations, and the World Bank, the leading development voice in the Third 
World, all the major donors, with the exception of Japan, appear to be 
shifting their attention elsewhere. 

The United States is leading the pack. American assistance to Sub-
Saharan Africa has declined for the past five years, dropping from slightly 
over $2 billion in 1985 to a proposed level of about $1 billion-roughly the 
cost of two B-2 "Stealth" bombers--for 1990. And about half of that 
amount is food aid. As one observer has noted, "[T]he most dramatic 
indication of the comparative inequity [between aid to Africa and other 
regions] is the per capita aid amounts between all of Africa and Israel. 
Africa averages about $1 per person in aid from the United States while 

17. ChristianScience Monitor, December 28, 1990, 8. 
18. The Times (London), November 23, 1989, as reported in Afria Research 

Bulletin, vol. 26, no. 11 (December 31, 1989): 9757. 
19. For succinct summaries of this debate, see Carol Lancaster, "Economic Reform 

in Africa: Is It Working?." The Washington Quarterly (Winter 1990): 115-128; and 
Africa News, vol. 32, nos. 9 and 10 (December 25, 1989). 
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Israel gets $1,000 per person." ' This year the Bush administration has 
already reprogrammed $32 million in aid designated for Africa and given 
it to Panama, promising to reimburse the account later on.2' 

Even if the aid picture were turned around, Africa's crisis would 
remain a daunting challenge. Long-term recovery must go beyond 
economic restructuring and external assistance to deal with some of the 
more profound problems holding Africa back: suaiing birthrate. w'.ch will 
double the number of mouths to feed in the next twenty years; devastat
ing civil wars in which hundreds of thousands of civilians, particularly 
children, are dying; repressive political systems that stifle democratic 
expression and thwart economic initiative; and widespread official 
corruption which eats at the moral fabric of society and erodes confidence 
in the state. 

Africa's economic crisis is now fully as much a political and social 
problem as it is a developmental one. For that reason, the main point of 
departure must come from Africa itself. Eastern Europe was made free 
not by outside intervention, but by the actions of its own people. Unless 
and until there is popular demand in Africa for change on that order, 
economic aid, private investment, and even political attention will 
probably be limited in scope and narrow in effect. 

The PotentialForPoliticalInstability 

As Africa's economic problems continue to swell, a crisis of political 
legitimacy is bound to occur. Post-independence leaders and their 
successors are finding it increasingly difficult to live off charisma, 
coercion, and cooptation-their traditional means of staying in power. The 
most dramatic change likely to occu: is the dissolution of the one-party 
state, a political system that is discredited worldwide. Its days are 
numbered in Africa. 

Justified on the grounds of trying to achieve unity-an understand
able preoccupation of young, fragile, and ethnically diverse states in the 
post-independence years-one-party rule and its armed eqiiivalent, the 
military junta, have been Africa's most prevalent forms of government in 
the post-colonial era. But they have not solved the continent's most 
pressing problems, including ethnic fragmentation. The voices of dissent 
are multiplying. Within the first three months of 1990, anti-government 

20. Steve McDonald, Washington Report on Africa, vol. 8,no. 1(January 16, 1990): 
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21. Washington Post, February 18, 1990, 50. 
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disturbances occurred in Gabon, Niger, Benin, Ivory Coast, Kenya, 
Zimbabwe, Liberia, and Lesotho. "Perhaps not since the time of indepen
dence thirty years ago," reports the Now York Times, "have so many 
African nations been swept up in protests, strikes and political activi
ty."22 Mozambique has begun to shift from one-party rule to democratic 
pluralism, and Tanzania's former president Julius Nyerere, a key apostle 
of the one-party state, has conceded that its utility may need to be re
examined. This piecemeal process of democratization may be fostered by 
world events. As the Cold War draws down, the superpowers will be less 
inclined to continue their unconditional support of certain repressive 
African regimes. 

To the extent that it was ever seriously adopted in Africa, socialism 
is also in retreat. In the words of The Independent, there have been "few 
devout socialists among Africa's leaders. Ideology has often been an end 
rather than a means."" The only remaining country on the continent 
likely to engage the debate over socialism with conviction is South Africa, 
where capitalism has long been closely identified with apartheid. When 
fu!!-scale negotiations to create a non-racial democracy take place, state 
ownership and management of the economy may well become the most 
difficult and contentious issue on the table. 

In the past, political instability in Africa usually took the form of 
military coups d'dtat. While that threat remains, there are likely to be 
more incidents of popular unrest among frustrated urban workers 
desperately seeking jobs, disillusioned students whose futures are in 
jeopardy because of scant employment prospects, embittered civil servants 
laid off by austerity programs, and the displaced inteligentsia and 
professional classes who cannot make a living. Discontent could reach 
into rural Africa as well, although at a slower pace. 

Cumulatively, these trends may stimulate . resurgence of African 
nationalism far deeper than that which occurred in the post-independence 
period. At that time, Africa experienced a change of flags and a rotation 
of elite. After the euphoria wore off, life for the average person went on 
as before. Over time, it even got worse. Essentially, post-independence 
African leaders did not create new political systems; they to9k over the 
institutions of the colonial state and the mechanisms of the colonial 
economy, which was structured by the metropoles to supply Europe with 
raw materials. Bureaucratization was a common feature of colonial and 
post-colonial African states, and Marxist and non-Marxist regimes alike. 
Some, of course, were more democratic than others. Nigeria, for example, 

22. New York Times, March 3, 1990. 
23. The Indepenudent (London), January 3, 1990, 9. 



AFRICA IN THE NEW WORLD ORDER 149 

had a vibrant press and a highly politicized electorate; and Kenya boasted 
a respected judiciary. Overall, however, the makings of a civil society are 
only now beginning to take shape in most African countries. 

Not only does Africa have to adjust to a rapidly changing world order, 
it must also confront new internal problems. Religious conflict is 
increasing, partly due to the expansion of Islam, a religion that is highly 
adaptable to African cultural traditions and offers a spiritual home for 
people in pov'erty. Terrorism could also spread in Africa, as was demon
strated when a French DC-10 airliner was blown up over Chad on 
September 19, 1989. Investigations revealed that a bomb was placed 
aboard by pro-Iranian Shiites, who reportedly have established a network 
of operatives in West Africa.2" The drug trade has also come to Africa. 
Smugglers now use the continent as a transit route, ferrying heroin from 
Asia, cocaine from Latin America, and locally-grown cannabis to European 
and American markets. 

Finally, there are major environmental problems that have been 
ignored. Principally because of the need for cheap firewood for cooking, 
Africa's forests are disappearing at a rate of over 27 million acres a 
year.25 Savannah fires used by farmers to clear land are polluting the 
air. Toxic wastes and wildlife management in Africa are issues that have 
long been neglected by development experts. But environmental deteriora
tion in a continent of Africa's size and resources will affect the world at 
large. In Madagascar, for example, slash-and-burn agriculture is 
threatening a medicinal flower known as the rosy periwinkle, a key 
ingredient in the treatment of childhood leukemia and Hodgkin's disease. 

Prospects for Change 

Not everyone is gloomy about Africa's prospects. Noted Africa expert 
Colin Legum, for example, predicts a "second period of liberation," with 
democratization, economic liberalization, and human rights progress on 
the horizon. 6 And Mwizenge Tembo, a research fellow at the University 
of Zambia, points out that despite statistical economic decline, African 
countries have made great strides in education. Thousands of graduates 

24. Los Angeles Times, November 27, 1989, 1; Washington Times, November 28, 
1989; New York Times, December 15, 1989. 

25. Stephanie Agresta, Washington Report on Africa, vol. VIII, no. 4 (March 2, 
1990j: 13. 

26. See Colin Legum, "The Coming of Africa's Second Independence," The 
Washington Quarterly, vol. 13, no. I (Winter 1990): 129-140; also Theresa K. Smith, 
"In Africa, Glasnost...", ChristianScience Monitor, February 22, 1990, 19. 
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are available to implement the new economic programs that African 
nations are adopting.27 There are others, however, such as David Newsom, 
the former assistant secretary of state for African affairs, who maintain 
that "it is too soon to proclaim victory for the West, capitalism, or 

' democracy in Africa." Richard Joseph, an African specialist at the 
Carter Center, takes somewhat of a middle position. He contends that 
while Africa has adopted its own form ofperestroika (or economic restruc
turing), it has failed thus far to adopt glasnost (or political reform).29 

A conference sponsored by the Stanley Foundation and convened in 
October 1989 summed up the feeling of most experts on Africa. It 
concluded that "a consensus appears to be forming that Africans must 
face up to the fact that most of their problems are home-grown and that, 
as the superpowers and others pull back in a world reshaped by the end 
of the Cold War, ways must be found to address those problems which do 
not depend on large inflows of foreign assistance. 3 ° Africa's future, these 
experts concluded, depends on two factors: first, "the emergence of a 
stable middle class capable of providing continuity of managerial and 
entrepreneurial leadership," and second, "the establishment of representa

1
tive, responsive and enduring governmental structures. 3

Perhaps over the next thirty years, Africa may recapture some of the 
attention and excitement it attracted when it was the Eastern Europe of 
the world. If so, then it will present the world with the development 
challenge of the twenty-first century. In the interim, other international 
actors a,-. taking up the slack created by superpower withdrawal. Japan, 
for one, is attempting to extend its influence on the world stage through 
aid; its assistance to Africa has multiplied tenfold since the late 1970s, 
reaching $900 million in 1988. Japan's aid consists of innovative, non
project grants that are not tied to the purchase of Japanese goods, require 
quick disbursement within a year, and are focused on buying urgently 
needed spare parts or raw materials. 2 Middle powers such as Israel, 
Brazil, India, Canada, and the Scandinavian countries may also fill the 
vacuum. Smaller European nations see in Afica an opportunity to counter

27. Mwizenge S. Tembo, "... And Perestroika," Christian Science Monitor, 
February 22, 1990, 19. 

28. David D.Newsom, "After the C,;ld War, U.S. Interesta in Sub-Saharan Africa," 
The Washington Quarterly, vol. 13, no. 1(Winter 1990): 99-114. 

29. Richard Joseph, "Glasnost for Africa," New York Times, December 28, 1989, 21. 
30. Michael Clough, "Africa in the 1990a," CSIS Africa Notes, no. 107 (January 29, 

1990): 5. 
31. Ibid. 
32. The Economist, November 25, 1989. 

http:reform).29
http:adopting.27


AFRICA IN THE NEW WORLD ORDER 151 

balance the growing strength of Eastern European nations and larger West 
European members of the Common Market. Thus, while France is "starting

' to tire of the continent," Portugal has made relations with its five former 
colonies "one of the pmaqy focuses of Portuguese diplomacy. '' 

Provided internal stability is achieved, significant political shifts 
might take place within t.he continent. Regionally powerful states, like 
Nigeria, seeni destined to reassert themselves sooner or later. In fact, a 
democratic Nigedia and a non-racial South Africa could be the two giants 
leading Afi-ica'G recovery by the next century. Indeed, after apartheid is 
dismantled, the South African business community, which is an indige
nous entrepreneurial class, could be a vital source of local investment and 
technical input for all of Sub-Saharan Africa, its natural frontier. 

Regional economic groupings should solidify despite a record of 
ineffectiveness. Africa must intersify inter-regional trade to keep pace 
with global trends. As things now stand, intra-African trade is estimated 
by the IMF to represent merely 5 percent of the continent's current 
imports and exports. Some tentative steps toward economic integration 
have a'ready been taken by ECOWAS (the Economic Community of West 
African States), the PTA (the Preferential Trade Association in East and 
Central Africa), and SADCC (the Southern African Development Coordina
tion Conference), but the pace has been painfully slow. 

The American Role in Africa 

Of all the major outside powers, American interests in Africa seem 
moE *likely, eventually, to be rekindled. Preoccupied with internal matters, 
neither the Soviet Union nor China is likely to substantially revive its 
involvement in Africa over the next several years. In this regard, the age 
of ideology-including U.S.-Soviet and Sino-Soviet rivalries-is drawing to 
a close. A revealing article in a Soviet journal reviewing economic relations 
between Moscow and Africa was entitled bluntly: "What Shall We Buy in 
Africa?" It complained, anong other things, that "countries of the region 
have yet to sta't supplying us with goods we need." 

Two factors may drive American interest in Africa. First, as the 
United States becomes more involved in global issues, redefined from a 

33. The Economist, April 22, 1990, 39. 
34. Expresso (Lisbon), October 14, 1989, 18; as reported in FBIS,Africa, November 

15, 1989, 1. 
35. Grigori Polyanov, "What Shall We Buy in Africa?" International Affairs 

(October 1989): 69. 
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geo-social rather than a geo-strategic perspective, Africa may assume 
larger importance. Especially with the development challenge, public 
health concerns, environmental issues, and the desire to spread democra
cy replacing traditional geopolitical conceris. Second, a resurgence of 
ethnic and racial identification worldwide could trigger a stronger 
domestic interest in Africa in the United States. 

Approximately 12 percent of the American population trace their 
ancestry to Africa. As their influence grows, so may the domestic 
constituency for Africa. When Nelson Mandela was released from prison, 
for example, Roger Wilkins, a noted civil rights leader, wrote that he 
made "an immediate identification with him and other South African 
blacks because their problem is the same as ours." Understandably, 
African-Americans felt "asurge of pride" in this historic event.3" 

American interest in the continent is not confined to African-Amer
icans alone, however. Few realize that the United States has the largest 
reservoir of expertise on Africa in the world. Although late to African 
studies compared to Europe, the United States has, according to the 
authoritative journal West Africa, clearly become the dominant Africanist 
force. America's African Studies Association, with a membership of 
approximately 2,000, "is five times as large as that of the UK," notes the 
journal.37 In fact, "though Africanists bemoan ...shortage of funds, the 
US provides more funds for African study centers, Africanist staff,visiting 
professorships, and research than all of Europe combined."38 

The evolving American perspective on Africa will, consequently, 
become less Soviet-oriented and Eurocentric, shifting to policies that 
reflect domestic interests and national values. In this regard, the decision 
of the U.S. Congress in 1986 to enact sanctions against South Africa, 
overriding the veto of President Ronald Reagan, may foreshadow national 
trends in the years ahead. 

While there is a real danger that Africa could become "ghettoized" as 
the larger sweep of world politics rivets attention on Europe, the Soviet 
Union, and other dynamic parts of the globe, the wheel of history may 
turn full circle. The initial excitement of the post-independence era 
probably will never be re-created. But a sober reassessment of global self
interest could redirect America's attention back to the continent which is, 
after all, the cradle of humanity. 

36. Roger Wilkins, "Mrmndela: Our Cousin, AKing," New York Times, February 22, 
1990. 

37. West Africa, October 23, 1989, 1761. 
38. Ibid. 
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Soviet Assistance to Africa: 
The New Realities 

by Sergei 1. Shatalov 

An epoch of Sovet assistance to Africa is drawing to a close. Moscow now 
faces mounting economic difficulties at home and is in reduced strategic 
competition with the West. The traditional priorities that shaped Soviet foreign 
aid policy throughout most of the postwar era are dissolving and new ones 
have not yet been established. Thus, it seem appropriate to assess past results 
in this area and to outline options for the future. 

Soviet analysts speak of a "pause" in Soviet-African relations. Some even 
use the term "crisis of confidence" and explain Soviet Foreign Minister Eduard 
Shevardnadze's visit to seven African states in March 1990 in terms of the 
need to overcome this crisis. These opinions are justified, but only for the 
short run. With old links weakening, new ones are being forged to replace 
them. Some of these new African links will arise from the opening up of the 
Soviet economy. Aid will inevitably follow trade. 

A Dispiriting Record 
Soviet-African economic cooperation, even with Moscow's closest allies on the 
continent, has always been marked by rather modest volumes of aid and 
trade. Soviet-African trade turnover has never exceeded 2 percent of total 
volume for either side. Both the share and the absolute volumes of trade 
declined in the 1980s, the latter by over one-third. 

Another important feature of Soviet-African relations has been the priority 
given to political and strategic goals over commercial goals. Aid has suffered 
the most from the Cold War zero-sum-game mentality. For decades, decisions 
on aid have been made in reaction to the policies of the ideological adversary, 
i.e., the Western donors. 

Military assistance has dominated the overall aid picture. Reliable estimates 
suggest that assistance to the civilian sector has never exceeded one-third of all 
Soviet aid flows to Africa. For some key countries such as Angola and Ethiopia 
that have been directly involved in regional and domestic conflicts, the share 
of civilian aid has been even lower. 

r The predominance of ideological motives has been reflected in the 
concentration of aid flows. The leading borrowers have changed over time, 
but the "top five" have always accounted for over three-fourths of the total. 
Ethiopia, Algeria, Angola, Egypt, and Libya (ranked here in decreasing size of 
debt owed to Moscow) accounted for over 80 percent of total Soviet loans 
outstanding on the continent in 1989. (See "Soviet Lending to African 
Countries," page 3.) But even for these countries Soviet aid flows have never 
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rivaled those of the West, and for most African nations 
Soviet aid has constituted under 5 percent of the total. 

The predominance of strategic and ideological motives 
explains the slow pace of change in this sphere. Only in 
late 1989, and only under the pressure of the Supreme 
Soviet, did aid policies become subject to extensive critical 
reappraisal. 

The Institutional Tangle 
In the 1980s, the aid management system exhibited the 
structural pattern now often referred to as "bureaucratic 
socialism." Aid was administered by the State Committee 
for Economic Cooperation (GKES). GKES combined 
three distinct roles: it was an agency for soft lending, an 
export credit agency operating on harder terms, and an 
agency for military assistance. In practice, GKES executed 
only individual projects. Lending was controlled by the 
Ministry of Finance and channeled through the Bank for 
Foreign Trade of the USSR (VTB). The ultimate authority 
over aid strategy was held by the top political leadership; 
the Ministry of Foreign Affairs had the weightiest vote in 
determining the overall priorities of the aid program. 

At first glance, this highly centralized system made 
sense. It permitted flexible adjustment of tho te-ms and 
structure of lending as priorities changed. In reality, 
however, the system was chaotic. Most major programs 
were devised on the occasion of state visits, not unlike th 
petrodollar aid of the Persian Gulf monarchs. There 
existed a chasm between mechanisms of aid allocation and 
debt repayment. GKES was responsible only for the 
former. Tracking the profitability of projects was not its 
task. Specific repayment arrangements added to the 
confusion. In principle, most credits could be repaid in 
kind, but GKES lacked the authority to make such 
agreements with debtors, because the Ministry for Foreign 
Trade held a monopoly on external trade transactions. 
The ministry preferred to operate through international 
commodities exchanges, even if the same commodity 
could be supplied at a discount as part of the debt 
repayment agreement. 

The Promotion of Inefficiency, 
As was the case elsewhere in the Soviet economy, volume 

criteria dominated GKES activities. There was a built-in 
bias to produce grandiose projects, often poorly integrated 
into the recipient's economic structure. These projects 
involved significant outlays in local currency and distorted 
national credit markets. The projects were not always 
thoroughly prepared, forecasts of future trends were rare, 
and this led to miscalculations. Tentative official estimates 
suggest that some 30 percent of all Soviet projects 
executed in Africa have been unprofitable. Unofficial 
figures are even bleaker. 

Aid strategy suffered from the "imitation syndrome." 
Being the novice in the aid business, the Soviet Union 
followed the "fashions" predominant among the (non-
Communist industrial) member countries of the 
Development Assistance Committee (DAC) of the 
Organization for Economic Cooperation and Development 

(OECD), but with a 5 to 10 year lag. The Soviet Union 
continued to build huge infrastructure projects well into 
the 1970s, when it was already Quite obvious that such 
projects did nothing but put African nations deeper in 
debt. In 1989, a large-scale rural development scheme 
was canceled on the grounds of its potentially devastating 
ecological consequences--again, more than a decade 
after major Western donors had accepted that such 
schemes were nonstarters in Africa. The same is true with 
the debt issue: the Soviet Union was one of the last (along 
with the United States) to move on it. 

The African states that received the most Soviet 
assistance became the least successful in economic terms. 
This assistance was originally intended to help countries 
that had recently achieved political independence to 
become economically independent as well. The former 
colonies were regarded as the natural allies of world 
socialism and their economic independence was seen as a 
means of weakening capitalism, but efficiency and 
common sense were casualties of the process. The African 
protdges established economically dubious import
substitution industries, while the competitiveness of their 
exports was declining. in sum, Moscow exported to the 
developing world the worst principles of its administrative 
economic system. 

Military Assistance 
Military assistance has been the slowest aid sector to yield 
to the pressures of glasnost. One rather cynical 
explanation recently offered is that arms are among the 
few competitive Soviet exports. This argument does not 
hold. Sales are financed by huge and in most instances 
excessively soft loans, and the repayment record is as bad 
as for nonmilitary loans. Even comparatively creditworthy 
countries (e.g., Libya) are in arrears. Some of the major 
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customers are in particularly bad shape in this regard. The 
ratio of arrears to total claims is 29 percent for Ethiopia Soviet Lending to African Countries 
and 38 percent for Angola. as of November 1, 1989 

The opinion is gaining strength that military assistance (in millions of rublesa unless otherwise indicated) 
has been inefficient even in geopolitical terms. It 
aggravated regional conflicts and dragged the Soviet Written Rescheduled Debt Share 
Union into the dangerous spiral of superpower Country Debt Off (1986-1989) (%) 
competition in Africa. For years, political options for T ,p Five African Borrowers 
resolving conflicts ,'ften were not even explored. Ethiopia 2,860.5 51.7 854.9 21.2 

A unilateral freeze on arms sales would not solve the Algeria 2,519.3 0.0 560.0 18.7 
problem. Such countries as France, Sweden, Brazil, and Alga 2,519 0.0 560.0 18.7 
Israel would be ready to fill the gap. Arms sales are a clear Angola 2028.9 0.0 768.0 15.0 
case for international negotiations. Even so, unilateral Egypt 1,711.3 0.0 8.2 12.7 
reductions could enhance the Soviet Union's diplomatic Libya 1,707.3 0.0 360.1 12.7 
prestige and help dampen some African conflicts. Subtotal 10,827.3 51.7 2,551.2 80.3 

The Impact of Perestroika Rest of Africa 
The first stage of Soviet economic reform (1987-1989) Benin 31.6 0.0 12.1 
emphasized decentralization of decision making. Two 
laws adopted in 1987 (on state enterprise and on external Burkina 4.3 0.0 0.0 
economic activity) broke up the state monopoly on foreign Burundi 14.8 0.0 0.0 
trade and established the right of individual economic Cameroon 0.6 0.0 0.0 
entities, including cooperatives, to deal with foreign Cape Verde 7.2 0.0 0.0 
partners. Over 14,000 such entities existed as of the end Central African 
of the first quarter of 1990. The latest round of market- Repb!ir 1.0 0.0 0.0 
oriented reforms further extends these riqhts. Chad 2.2 0.0 0.0 

This has brought about a profound transfon-nation in 
the nature of the Soviet economic relationship with sub- Congo 199.5 0.0 83.7 
Sahran Africa. The ultimate decision-making power now Equatorial 
rests in the hands of the legislature; in July 1989 the Guinea 1.5 0.0 0.2 

Supreme Soviet assumed supreme control over aid Ghana 9.6 0.0 0.0 

appropriations. It votes both the total amount of aid for Guinea 258.3 0.0 0.0 
the coming budget period as well as the appropriations for Guinea-Bissau 66.0 0.0 12.7 
individual countries. This is viewed as a guarantee against Madagascar 100.6 0.0 36.0 
excess politicization of aid in the future. This mechanism Mali 285.0 1.2 88.4 
has some similarity to the U.S. aid process. 

This change will not necessarily be comfortable for the Morocco 2.2 0.0 0.0 
recipients. In Moscow, as in Washington, the aid budget Mozambique 808.6 0.0 363.0 
has become a target of the deficit-cutting effort. Many Nigeria 26.7 0.0 0.0 
parliamentarians echo the growing "aid fatigue" of their Sio Tom 
constituencies. It is hard to defend an aid budget which is & Principe 4.8 0.0 1.8 
20 times as large as the health budget at a time when the Senegal 1.6 0.0 0.1 
Soviet infant mortality rate is among the highest in Europe Seychelles 0.2 0.0 0.0 
and rising. The aid program's lackluster record is another Somalia 260.8 3.5 0.0 
factor that makes cuts seem easy to justify. 

Institutional aspects of aid reform have not been Sudan 3.8 0.0 0.0 
flawless. The Ministry for Foreign Trade and GKES have Tanzania 310.3 0.0 88.6 
been merged into the Ministry for External Economic Tunisia 17.7 0.0 0.0 
Relations (MVES). This move was aimed at overcoming Uganda 36.4 3.0 0.8 
the rift between lending and debt collection functions. A Zambia 206.0 0.0 23.3 
growing number of experts now argue that creation of an 
independent aid agency is the only way to overcome the Subtotal 2,661.3 7.7 710.7 
present impasse. 

This new aid institution would be clearly different from Total 13,488.6 59.4 3,261.9 
GKES. Its job would be strictly limited to providing soft 
loans and executing projects. Simultaneously, a "normal" 
banking system will be introduced, with independent a. As of April 25, 1990. the official conversion rate for the ruble 
commercial banks as the main players. The traditional was 0.607 rubles per dollar. 
blurring of borders between different forms of lending will 
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end. The state will not assume direct responsibility for 
commercial lending, although a scheme of official 
guarantees for private export credits is planned. Only 
development assistance will be financed directly from the 
budget. Bank lending will be undertaken by individual 
commercial banks fully on their own responsibility. 
Vnesheconombank (the renamed VTB) will also operate 
strictly on commercial banking principles. Enterprises with 
access to the foreign markets will have the right to extend 
export c edits on their own. 

Reaching Out to the Private Sector 
Official development assistance will constitute only the hub 
of the emerging cooperation network. It could stimulate 
various forms of commercial links, regulated but not run by 
the state. 

Most of the Soviet enterprises eager to enter the world 
markets are so unsophisticated that even the markets of 
the newly industrialized countries may prove too 
demanding for many. For these enterprises, African 
markets offer some opportunities fcr export expansion. 
And for the shortage-plagued Soviet consumer, the 
prospect of an influx of imports from Africa could become 
the weightiest argument against "aid fatigue." 

It is time to extend the circle of aid recipients beyond 
the state sectoc. African entrepreneurs could be invited to 
participate in joint ventures on African as well as Soviet 
soil. Links with various African nongovernmental 
institutions could be established, since they are often more 
efficient than official channels in distributing humanitarian 
aid. 

Sectoral priorities could be reshaped too, as the Soviet 
Union moves from ideologically driven economic 
isolationism to a quest for reintegration into the world 
economy. Special attention could be given, for example, 
to assisting the reconstruction of the African mining 
industry, so that costly domestic production could be 
supplemented with imports from Africa. Another obvious 
candidate isexport-oriented agriculture, which can absorb 
both soft loans to enhance basic infrastructure and direct 
investment by the emerging Soviet private entrepreneurs. 

The Information Dearth 
The statistical coverage of Soviet aid flows is in urgent 
need of improvement. Under the terms of the agreements 
reached at the 1988 Vienna Conterence on European 
Security, the Soviet Union committed itself to disclosure of 
all financial, monetary, and macroeconomic data. Still, 
information is often inconsistent or lacking. Detailed data 
on Soviet official development assistance (not to mention 
military aid) are unavailable. Some figures have been 
published, but this has generally been done only under 
pressure from the Supreme Soviet. This gap between 
words and deeds harms Soviet prestige. An annual report 
is needed, containing statistical series detailed and long 
enough (going back at least as far as the 1970s) to permit 
sensible analysis. Military aid should not be left out of the 
picture. According to Chairman V. Kirichenko of the State 
Statistical Committee (Goskomstat), this work is under 

way. Yet the results are long overdue. 
The Soviet statistical organizations could benefit greatly 

from cooperation with the corresponding units of the 
DAC, the World Bank, and the International Monetary 
Fund. This fits logically into the context of glasnost. 

The Debt Knot 
As financial pressures on African nations have mounted, 
governments have sometimes failed to repay their debts to 
the USSR. The hitherto largely political-ideological 
motivation for Soviet aid has led African countries to 
perceive the Soviet Union as a malleable creditor. The 
Africans are further emboldened by the fact that the USSR 
does not participate in the activities of international bodies 
involved in debt rescheduling. African debtors usually 
negotiate first with the Paris Club and the iMF and only 
then approach the Soviet lending organizations, seeking 
(and expecting) treatment on terms comparable to those 
provided by the Paris Club. Thus, Moscow is sometimes 
forced to accept decisions it did not negotiate. Official 
sources put the volume of this "involuntary rescheduling" 
in 1986-1989 at over 24 percent of total African debt to 
the Soviet Union. Unofficial estimates suggest that 50 
percent might be a more realistic figure. 

As we move into the 19903, the debt crisis continues to 
unravel: arrears mount, Soviet-African trade declines, and 
Soviet public opinion turns more and more against foreign 
assistance. The only recent move of practicai significance 
has been a write-off of a part of the debt owed by the 
poorest African countries, from wnich Ethiopia has 
benefited the most. 

Writing off even the whole official development 
assistance (ODA) debt of the poorest African nations 
would entail small losses to any creditor. Apart from the 
"big five" debtors, the remainder of Africa's debt to the 
Soviet Union is around 2 billion rubles, less than 20 
percent of the total amount owed by the continent to 
Moscow. Most of this debt is rated on the secondary 
market at less than 20 percent of its face value and seems 
unlikely ever to be repai- in any case. 

For the better-off African debtors, versions of debt 
swaps hold promise. Admittedly, both debt-to-equity arid 
debt-to-bonds swaps have inflationary consequences, and 
their effectiveness in restoring flows of foreign direct 
investment to debtor nations is likely to be limited. 
Nevertheless, such swaps can be at least part of the 
solution. Debt conversions can be channeled through 
trilateral joint ventures (involving the Soviet Union, debtor 
governments, and Western European banks and 
investment companies), with the Soviet side absorbing 
some local exports as debt service payments. Another 
innovative scheme tried recently is debt-to-commodity 
swaps combined with buy-backs. The option to repay 
uncollectible debts with otherwise unsalable export goods, 
which will then either be used to satisfy Soviet domestic 
demand or resold at a discount on Western markets i!, one 
of the few that can work. 

Some of the outstanding debt claims could be used to 
obtain various goods and services (e.g., partially offsetting 
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the costs of repairs to Soviet vessels, purchasing fishing Widening the Circle 
rights, leasing land). Unfortunately, Sovfintrade, the The burden of adjustment remains excessive for the 
Soviet investment body entitled to engage in debt-to- poorest nations, but the crisis of the 1980s has shown that 
equity and debt-to-commodity swaps, considers such they have no alternative but to address the distortions in 
activities to be of secondary importance. Recently, several their economies. 
Western companies (Swedish, West German, and French) If adjustment programs are to work, they must not be 
have explored this type of trilateral deal. perceived by the African leadership as just serving the 

Soviet and Western credit institutions have some interests of Western creditors. (See "How the IMF and the 
interests in common when it comes to the optimization of World Bank Affect African Decision Making" by Carol 
their LDC portfolios. Soviet overseas banks (especially the Lancaster, CSIS Africa Notes no. 97, April 20, 1989.) 
Paris-based Eurobanque) have recently begun to swap Such perceptions are still strong and provide debtor 
some of their LDC claims on the secondary market. The governments with ready arguments to evade unpopular 
claims have been bought by leading French banks and painful measures. 
interested in acquiring claims on francophone African An obvious way to enhance the integrity of the
 
nations at deep discounts. The Soviet banks' behavior adjustment process isto widen the range of institutions
 
was not unlike that of some big West German banks which advising the debtor government on the details of
 
have all but eliminated their African portfolio, swapping it restructuring policies. The vast experience of specialized
 
mostly for claims on Eastern Europe. In the Soviet case, UN agencies is of particular relevance here. Such
 
though, the sums have been minimal, cooperation is in line with the Soviet aim (shared by the 

present U.S. administration) to strengthen the prestige of
 
Coordination Among Donors the UN.
 
Due to acute budget concerns in most OECD and Eastern Cooperation between the Soviet Union and
 
European nations, feelings of "aid fatigue" are already international financial institutions would strengthen the 
being translated into action. The amount allocated to aid case for less painful adjustment. Most components of 
in the 1990 Soviet budget is 30 percent below t*he 1989 adjustment apply to the present Soviet situation. Two-way
figure. Yet Africa needs more aid, not less. One of the sharing of this experience would benefit all concerned. 
few options available to reverse the decline in aid flows is The decline in East-West tensions is viewed by some in 
to enhance coordination among donors. Afiica as the possible prelude to the forging of a united 

The reorganized Soviet aid strategy places an emphasis stance by the North against the debtor nations. Such fears 
on agricultural and especially food production projects. It stem from the obvious fact that Africa still has a very

has also undertaken a shift from megaprojects to smaller limited say in decision making within the international
 
ones, which can more easily be absorbed by the recipient monetary system. The poorest nations of Africa are
 
economy. These priorities provide a common ground for reaching the point where the outside world has little 
multidonor coordination and joint financing of interest in doing business 1,ith ihem. Their economic 
development projects. marginalization threatens to become irreversible. Widening 

This can either be realized on a bilateral basis, or, the consensus basis for decision making is the way to do 
better, involve the World Bank and regional development away with such fears. 
banks. The first step was taken in May 1989, when the 
Soviet Union participated in the UNDP/World Bank 
roundtable for Guinea-Bissau. The follow-up to this Dr. Sergei I.Shatalov is a research fellow at the 
meeting, however, has yet to materialize. Institute for African Studies of the Soviet Academy of 

Another logical move would be for the Soviet Union to Sciences in Moscow. His published works (most of 
join the Paris Club. This could go beyond helping tha them in Russian) include Debt and Development: 
USSR itself. Both Western creditors and some developing The African Dilemma and chapters in various other 
countries have suggested that Soviet participation could books. Recent English-language publications 
help generate viable solutions for the debt crisis, include "A Joint Approach to African Debt" (Africa 

The government is also studying the possibility of Report, June 1989, coauthored with Carol 
joining the African Development Bank. Membership could Lancaster) and "Obstacles to African Development: 
provide Moscow with useful experience in dealing with The Need for a Long-Term Approach" in Problems of 
larger institutions such as the IMF aiJ Ulk World Bank. Contemporary Africa (Istituto Italo-Africano, 1988). 
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Who's Where in the Debate 
on "Nationalization" in South Africa 

by Witney W. Schneidman 

Ghana's Kwame Nkrumah, an architect of the African independence 
movement of the early 1960s, counseled in his writings that an oppressed 
people had to seize control of the political kingdom in order to gain control of 
their economic destiny. Events in South Africa since Nelson Mandela was 
released from prison in February 1990 have stood this maxrm on its head. 
The public debate at this moment does not revolve around the new political 
order being addressed in prenegotiations "talks about talks" between the 
government and the ANC. Instead, the most contentious issues relating to 
South Africa's future now argued in public are economic-economic justice, 
redistribution, and restructuring. The buzz-word around which the debate 
focuses is "nationalization." 

Because neither the ANC, the trade unions, the government, nor any other 
political grouping in South Africa was prepared or positioned for this turn of 
events, exchanges on the country's economic future have been largely on a 
level of emotive slogans rather than defined blueprints. That "nationalization" 
is at the center of this debate is not surprising. Nearly 60 percent of South 
Africa's fixed capital is owned by the public sector. South Africa's four largest 
corporate conglomerates control more than 80 percent of the capitalization of 
the Johannesburg stock exchange. Black economic interests control less than 
2 percent of the country's formal sector. Nationalization has emerged as the 
strategy of choice for many of the black-led organizations determined to rectify 
this inequity. 

Although it is impossible to itemize all of the complexities and nuances of 
this issue (much less give fair representation to all perspectives), it is possible to 
convey a sense of how the debate on nationalization is unfolding, who is 
driving it, and the direction in which it is headed. In the course of the many 
gatherings of activists, businessmen, academics, and government officials that 
have occurred in the four months since Mandela was released from prison, a 
notable flux can be charted in the positions taken on the country's economic 
future by some of the major protagonists. The ANC has relaxed its strict, 
formalistic adherence to natioialization. The government has made some 
well-publicized adjustments in its economic policies in an effort to respond to 
some of the black demands. 

This fluidity has several implications. Foremost is the implicit recognition 
among all parties that the economic status quo isuntenable. It also suggests 
that the positions of the various actors are likely to evolve as they become 
more familiar with the complexities of South Africa's economy and accept the 
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reality that no one party will be able to dictate the terms 
for restructuring. The intensifying debate further 
underscores the need fc, detailed sector-by-sector 
negotiations among the government, white-controlled 
business, and the major black-led organizations as a 
prerequisite for successful transition from an apaAheid 
economy to one that is both growth-oriented and capable 
of rapidly creating new socioeconomic opportunities for 
the black majority. 

Mandela's Ambiguity 
Shortly before Mandela was released from prison on 
February 11, he was visited at his residence at the Victor 
Verster Prison by Richard Maponya, a prominent black 
businessman and longtime friend. Following the visit, 
Maponya told journalists that Mandela "did not believe in 
nationalization" and that the ANC leader felt that a free-
market economy was the only way to provide 
employment for a rapidly growing population. The 
firestorm that Maponya's comments sparked among 
blacks compelled Mandela to undertake quick damage 
limitation in the form of a written statement affirming that 
"nationalisation of the mines, banks and monopoly 
industries is the policy of the ANC, and a change or 
modification of our views inconceivable." 

This contradiction reflects the challenges facing 
Mandela as the objective of achieving a redistributive, 
growth-oriented, postapartheid economy is pursued. On 
the one hand, the ANC leader is expressing a deeply held 
belief of his constituency when he says that blacks must 
have "a share in the control of wealth of the country." It is 
not enough to create a welfare state; black South Africans 
must have the opportunity to fill key roles in the 
ownership of companies and in the decision-making 
process of the national economy. From Mandela's 
perspective, reciting the 1955 Freedom Charter (which 
states that "The mineral wealth beneath the soil, the banks 
and the monopoly industry shall be transferred to the 
people as a whole," and that "all other industry and trade 
shall be controlled to assist the well-being of the people") 
is the bluntest way to get this message across to white 
South Africans. Moreover, as he has pointed out, 
nationalization is "part of the history" of South Africa, a 
pointed reference to the fact that successive National Party 
governments have used state-controlled industry as an 
essential part of a strategy to boost the standard of living 
of many Afrikaners and establish political hegemony. 

At the same time, however, Mandela wants to win the 
support of white businessmen for this restructuring. 
Indeed, speaking to the press after a February meeting 
with Gavin Relly, chairman of the Anglo American 
Corporation, Mandela said that the "entire economy, 
insofar as we are concerned, will remain intact. . . and 
will continue to b? based on private enterprise." Taking a 
middle-ground position in an effort to keep the door open 
to future negotiations on this issue, Mandela said on April 
25 that thorough research would be undertaken before the 
ANC adopts a firm stance on nationalization. Most 
recently, in his first formal address to business leaders on 

May 23, Mandela voiced the ANC's commitment to rapid 
economic growth as well as its desire to win the 
confidence of national and international private investors. 
This was a message that many of the several hundred 
South African businessmen present had been waiting to 
hear. But he maintained his policy of deliberate ambiguity 
by adding that, while the ANC was not wedded to 
nationalization, it was not rethinking its position on the 
issLe. 

The Lost Years 
Confusion over the ANC's strategy for restructuring isdue 
in part to the low priority placed on developing an 
economic policy during the 30 years it was banned and its 
leaders were in prison or exile. As the party's leaders 
acknowledge, waging an armed struggle to win political 
power does not prepare cadres to run economies. The 
decentralized nature of the ANC's Economic and Planning 
Department (EPD) has also complicated the development 
of an economic policy. Based in Lusaka and headed by 
Max Sisulu (son of Walter Sisulu, now chief of the ANC's 
internal wing), the EPD has been primarily concerned with 
administration and coordination among its consultants in 
London and Maputo rather than original economic 
research. The various meetings between the exiled ANC 
leadership and South African businessmen over the last 
several years have focused mainly on how to pressure the 
government into negotiations, contrasting scenarios of a 
postapartheid economic order, and simply coming to 
know each others' concerns. 

In an effort to enhance its research on economic 
matters, the ANC gave its tacit support to the 
establishment in 1987 of the Center for Development 
Studies at the University of the Western Cape. Managed 
primarily by social-democratic white academics, the 
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Center was also envisaged as a way to involve black civic political party within South Africa. The April 1990 
organizations in the planning process. Two of the Center's meeting in Harare between leaders of the SACP and of 
10 commissions (the economic and land reform the Congress of South African Trade Unions (COSATU), 
commissions) were structured to focus on economic issues, South Africa's largest labor federation, (a meeting in which 
but they have been slow to jell into cohesive units, in part the ANC was also represented) is indicative of the SACP's 
because of a lack of full-time staff, a shortage of funds, inclination to rely on the trade unions to provide 
and a vague research agenda. It appears unlikely that the organizing muscle. The SACP will be able to draw on a 
EPD or the Center for Development Studies will overcome reservoir of goodwill from many black South Africans-
their bureaucratic and institutional weaknesses in time to particularly workers and youthful militants--who see 
provide the ANC leadership with the research needed in capitalism and apartheid as inextricably linked and 
formulating a coherent policy regarding a postapartheid socialism as a strategy yet to be tested in South Africa. 
economy. While Slovo is holding out for a phased democratic 

transition to socialism, Walter Sisulu, who is overseeing 
The Several Voices of the ANC the ANC's transition to an internal political organization, 
The nationalization debate has been further muddied by told more than 500 businessmen and bankers at a meeting 
the fact that the ANC has a variety of positions on the in Johannesburg on March 10 that the state should take 
issue. Joe Slovo, general secretary of the South African the leading role in restructuring the postapartheid 
Communist Party and a member of the 11-person ANC economy. In his address, Sisulu described ANC policy as 
delegation that met with President F.W. de Kierk and eight favoring a mixed economy, and cited "creative" 
other senior officials of the South African government in nationalization as the most effective means for promoting 
early May, is an influential voice in the debate over a new growth and correcting past injustices. State intervention, 
economic policy. Slovo shares with Mandela a according to Sisulu, should be the prominent characteristic 
recognition of the need to ensure continued economic of a postapartheid economy. The state should play a 
growth, retain white skills, and attract foreign investment central role in directing the flow of investment, 
in order to bring about a greater economic egalitarianism, determining the distribution of income, and setting the 
On the matter of striking a balance between a market and general direction of economic policy. Where necessary, 
a planned economy, however, the SACP leader takes the legislation should be used to curb monopoly power as well 
position that "pride of place must go to the latter." as bring about the "dismembering" of some large 

Although Slovo remains committed in principle to the conglomerates. In instances where it was not 
creation of a genuinely socialist South Africa, there has economically feasible to break up a monopoly, the state 
been some updating of this commitment. Formerly the should assume ownership. 
ANC's staunchest defender of pre-Gorbachev, Soviet-style In addition to laying out his agenda for restructuring, 
central planning, the 63-year-old white lawyer has Sisulu affirmed the black community's profound distrust of 
responded to events in Eastern Europe by thoroughly existing government economic policies. He characterized 
revising the SACP's strategy for South Africa. In Slovo's the government's promotion of free enterprise as a ploy to 
view, socialism failed in the Soviet Union and Eastern enflame white opposition to the ANC's proposed 
Europe because of the inability of these governments to go restructuring of the economy. "Trickle down" policies, 
beyond "mere state planning." As a result, there was a such as President de Kierk's recently announced Trust 
"perversion" of socialism's goals, specifically a "lack of Fund, were cited as part of an effort to keep the country's 
democratic participation by producers at all levels." wealth in white hands. In closing, Sisulu told the 

For these reasons, he has concluded that "public businessmen that they must be prepared to make 
control" must be the guiding principle to the restructuring sacrifices-including lower profits and incomes-in order 
of the economy of South Africa. "Public control" must be to compensate for the "history of grotesque 
exerted over South Africa's largest industrial, mining, and irresponsibility" on the part of white-controlled business. 
financial institutions to ensure that the interests of the As with Slovo's strategy for restructuring, Sisulu's 
people-as opposed to the "interests of profit"-are remarks on a future South African economy failed to 
paramount in the economic decision-making process. convince the business community that the ANC is as yet 
Although still quite vague, Slovo's definition of public serious about engaging business in discussions on a 
control appears to imply that a future economy would be postapartheid economy--even though Sisulu made an 
directed by a multitude of democratically selected earnest appeal for such a dialogue at the end of his 
committees that would distill the concerns of the majority speech. In fact, instead of easing the fears of the business 
of black workers as well as bureaucrats and managers into community, as Sisulu said was his objective, his address 
a coherent economic policy. heightened concern about the future of the economy. 

Slovo's views on nationalization are important not only A more measured approach to economic restructuring 
because he is a senior member of the ANC's National has been suggested by Thabo Mbeki, the ANC's director 
Executive Committee but also because the South African for international relations. While acknowledging 
Communist Party is perhaps the only Communist party in nationalization as a legitimate means for addressing the 
the world that is gaining adherents. In fact, the SACP has control and distribution of wealth, he-like Mandela
stated its intention to transform itself into a mass-based emphasizes that nationalization is only one option that has 
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to be considered in the context of a host of other issues, 
including tax and fiscal policy, regulation of the markets, 
and international economic relations. For Mbeki, who 
has a master's degree in economics from Sussex 
University, one of the most important aspects of shaping 
the future economy is that all sectors of South African 
society--including the trade unions, black businessmen, 
the white private sector, and economic specialists at 
univeisities ano think tanks-discuss together specific 
measures under consideration. 

In sum, the ANC does not now have a policy on 
nationalization, but several. It seems unlikely that the 
various threads will be brought together before the 
December 16, 1990 party congress, which will be held in 
South Africa for the first time since 1959. Even then, the 
leadership will be faced with a difficult task in trying to 
synthesize the divergent views on nationalization, 
Prospects for a consensus will depend in part on 
completion of the analytical research needed for devising 
a coherent economic policy that could guide the transition 
to a postapartheid society. 

COSAI"U Looks Inward 
COSATU is in a position similar to that of the ANC in that 
it has not yet developed a thoroughly researched and 
coherent blueprint for a postapartheid economy. A 
second parallel is that the labor federation shares the 
ANC's instinctive distrust of capitalism and white-
controlled big business. As Cyril Ramaphosa commented 
at an April 1990 Aspen Institute conference in Bermuda,
"a society cannot be democratic if it is ruled by profit 
motives." 

A major difference betwEen COSATU and the ANC is 
the belief of some in COSATU that a postapartheid South 
Africa will not attract significant amounts of new foreign 
capital. Therefore, it isargued, industrial wages should be 
raised by 30 to 40 percent virtually overnight in order to 
bring about a dramatic expansion of black spending 
power. This would, they say, provide a vital stimulant for 
shifting South Africa's manufacturing sector from its 
current emphasis on the production of capital-intensive 
luxury goods to the manufacture of more labor-intensive 
basic consumer goods; redistribute income; increase black 
consumer power; and draw blacks more fully into the 
economic mainstream of South African life. 

To achieve this restructuring, COSATU officials 
maintain that the state will have to control investment 
decisions through the establishm2nt of a state market 
bank, and possibly the nationalization of banks. 
COSATU also envisages the possible creation of a 
national board comprising labor, business, and the state 
to oversee a restructuring of the economy and mediate 
labor conflic,. 

Thus, although COSATU continues to advocate a high 
degree of state intervention in the economy, wholesale 
nationalization is not the centerpiece of its economic 
strategy. In fact, at the previously cited meeting in Harare 
between COSATU and the SACP, the two organizations 
reportedly moved toward a policy that would rely on 

antitrust legislation to break up the conglomerates in an 
effort, inter alia, to reduce corporate influence in the 
country's economic decision-making process. 

The intellectual underpinnings of this strategy were 
developed by the Economic Trends Group. Formed in 
1988 as a COSATU affiliate, the Economic Trends Group 
(consisting of 21 members-19 whites and 2 Asians) 
reportedly has completed a structural analysis of South 
Africa's economy to be published later this year, and has 
begun work on specific policy options for COSATU. 
Although supportive of nationalization, the thrust of the 
group's current thinking seems to advocate a policy of 
"democratic state planning." This would include a high 
degree of state involvement in the economy through tax 
and fiscal policy, regulation, public ownership of some 
enterprises, and state planning. Events in Eastern Europe, 
however, are said to have impelled many of the Group's 
members to move away from an economic model based 
on nationalization and central planning. 

A prominent member of the Economic Trends Group is 
Alec Erwin, the education officer of the National Union of 
Metalworkers of South Africa, a COSATU affiliate. 
Erwin's view of a postapartheid economy, as expressed in 
a paper he presented at a December 1989 conference in
 
Paris, is in many respects one of the most nuanced to
 
emerge from the antiapartheid movement. He reflects
 
COSATU's concern for "management accountability," a
 
dramatic improvement in black living and working
 
conditions, and a genuine multiparty democracy as the
 
means for entrenching mass participation in the 
formulation of economic policy. And like some others in 
the ANC and the Mass Democratic Movement, he 
envisages a postapartheid economy with a range of 
ownership forms, including nationalization, private 
enterprise, parastatals, and cooperatives. 

Erwin's comments suggest that COSATU is not wedded 
to nationalization as the answer to South Africa's 
economic and societal ills. The fundamental question he 
poses is not one of state versus private ownership, but 
how to restructure the economy so as to minimize 
unemployment and poverty and maximize the supply of 
social consumption infrastructure. 

In examining the role of state intervention, he points to 
the intervention by the South Korean government in the 
development of that country's manufacturing sector as 
instructive for South Africa. While acknowledging the 
suppression of trade union rights in South Korea, L.e notes 
on the positive side that the state has directly influenced 
the rate and direction of investment-and provided active 
support for research, development, and training-in order 
to develop an internationally competitive manufacturing 
sector. In South Africa, in contrast, manufacturing grew 
behind a protective wall of tariffs and caters to a racially 
divided and materially unequal market. As a result, Erwin 
maintains, South Africa's manufacturing sector is 
structurally incapable of providing for the needs of the 
mass market, compe'ing internationally, or serving as an 
engine of economic growth. 

Erwin characterizes South Africa's economy as a high

°.1"
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cost and low-wage manufacturing economy. The debating the specifics of its position on restruc:'ring. 
challenge, he says, is how to increase productivity in order Chief Mangosuthu Buthelezi's Inkatha is the strongest 
to restructure the economy along low-cost and high-wage advocate of free enterprise among black political 
lines. Such a turnaround would require coherent strategic organizations. Buthelezi's experience as head of the 
planning in a number of key areas, including investment KwaZulu "homeland" in Natal province has led him to the 
policies, research and development, manpower training, conclusion that private investment and a free-market 
and ecological awareness. economy are vital in providing jobs. He is therefore 

Aside from a careful consideration of-and debate opposed to nationalization in the absence of convincing 
over-the likely consequences of its proposals for evidence of its effectiveness in achieving economic 
restructuring, labor also needs to determine its role in redistribution. At the same time, he is critical of the 
negotiating a new political and economic order. Sorting government's policy for redistribution and insists that 
this out could become a source of friction between greater resources have to be transferred to the black 
COSATU and the ANC, given the desire of each to majority. Like the other organizations, however, Inkatha 
maximize its influence in tl,e negotiation process. In fact, has not yet developed a detailed strategy for 
COSATU's growing aggressiveness may be one reason redistribution. 
that Cyril Ramaphosa, who is general secretary of The United Democratic Front (UDF), the amalgam of 
COSATU's largest affiliate, the National Union of several hundred organizations that from its formation in 
Mineworkers, was reportedly dropped from the ANC 1983 in protest against a proposed new constitution 
delegation to the May 1990 prenegotiations meeting with (which was eventually approved in a whites-only 
President de Kierk and other senior officials. Perhaps most referendum) until the unbanning of the ANC was at the 
important, COSATU also has to reconcile its calls for an forefront of the antiapartheid struggle, has not been 
economy dominated by state intervention with its acively involved in the nationalization debate. This is due 
determination to maintain the hard-fought and highly in large part to the fact that the decentralized structure of 
prized independence of South African trade unions. the UDF does not lend itself to the production of detailed 

analyses of complex economic issues. The recent decision 
Other Voices by Archbishop Desmond Tutu, a patron of the UDF, to 
Although the ANC and the loose coalition known as the step back from the political limelight and leave center 
Mass Democratic Movement (in which COSATU is a stage to Mandela and others suggests a period of 
senior partner, particularly on economic issues) have reappraisal. Most UDF supporters broadly subscribe to 
dominated the debate on nationalization, there are other the ANC's position on restructuring. 
positions on this issue in the black community. (For a Of all the parties involved in the debate over South 
fuller characterization of the MDM as well as the United Africa's economic future, perhaps least has been heard 
Democ,atic Front, see "The ANC in Transition: From from the black business community. At a conference in 
Symbol to Politca! Party" by Marina Ottaway, CSIS Africa early May sponsored by the National African Federated 
Notes no. 113, June 20, 1990.) Chambers of Commerce (NAFCOC) it was evident that 

The charter of the Black Consciousness movement, South Africa's oldest and largest black business 
adopted in 1975, commits the movement to both as'- ;dLion has not yet formulated a position on 
collectivization and large-scale nationalization. Some restrurturing the country's economy. In fact, NAFCOC, 
Black Consciousness adherents, such as those in AZAPO, which represents about 15,000 blacks in the commercial 
are still sympathetic to this type of strategy for sector, only recently announced that it would conduct a 
restructuring, but other Black Consciousness supporters joint study with the ANC of future economic options. In a 
have adopted a different approach. Aggrey Klaaste, a statement akin to the ANC's position on nationalization, 
Black Consciousness partisan and editor of the influential NAFCOC President Sam Motsuenyane recently said that 
Sowetan, has a prescription for restructuring that is rooted nationalization will not solve the country's socioeconomic 
in the notions of "self-reliance" and "nation-building." and political dilemmas but "it can undoubtedly serve as a 
The essence of this strategy would compel black South vehicle providing an answer to some of the problems." 
Africans to become more active in the economy's formal In sum, the divergent positions found in the Black 
sector through a range of township-based enterprises that Consciousness movement, the PAC, Inkatha, and among 
would include cooperatives and private businesses, black businessmen indicate that support for 

Although the Pan-Africanist Congress (PAC) shares the nationalization in the black community is widespread but 
ANC's attraction to socialism, it criticizes Mandela and his not monolithic. As these organizations refine their 
followers for glossing over the land issue and argues that positions and enter the negotiating process, 
the "return" of the land to black South Africans is the key nationalization's appeal seems likely to be diluted
to a new political and economic order. According to one certainly challenged-by competing strategies for 
PAC spokesman, the organization also believes that redistribution. 
public, or community-based, ownership--as opposed to 
ANC-COSATU calls for state intervention-is a more De Klerk's Position 
appropriate strategy for restructuring. Beyond these President de Klerk repeatedly has told visitors to his 
rudimentary distinctions, however, the PAC is still Tuynhuys office that he is more concerned about the 



6 / CSIS AFRICA NOTES 

future of South Africa's economy than he is about 
negotiating a new political system. Indeed, Mandela 
reportedly came away from his early talks with 
government officials grumbling that they only seemed to 
be interested in discussing economic issues. 

De Klerk's concern over a postapartheid economy-
specifically the threat of nationalization as a means of 
redistribution-was evident in February when the 
government unveiled its 1990-1991 budget proposals in 
Parliament. In a significant departure from the past, 
Minister of Finance Barend du Plessis said that the new 
budget would aim "to help the less privileged by making
the greatest possible provision on the expenditure side of 
the account." To that end, defense spending was cut 
sharply in real terms, generating a saving of over I billion 
rand (1 rand = $0.38 as of May 23, 1990), three-fourths 
of which was reallocated to black education. As a result, 
authorized expenditures in this area increased by 17.6 
percent, twice the rate of increase for white education. 

A more substantial gesture in response to black 
economic grievances was made in March when de Klerk 
announced the creation of a 2 billion rand trust fund for 
,ciiai speding to improve black living conditions, 
especially in the areas of education, health care, and 
housing. The new trust, which will be under the 
independent control of the Urban Foundation's honorary 
chairman, Jan Steyn, has several objectives (in addition 
to its utility in influencing the debate over nationalization), 
It is the government's hope that the ANC and other black 
groups will participate in deciding how the funds are to be 
spent. The trust fund is also intended to demonstrate to 
blacks that fiscal policy can be used to redistribute the 
nation's wealth more effectively than nationalization. The 
government reportedly plans to use the 1990-1991 
budget and the trust-which is to be augmented by 
another I billion rand derived from the privatization 
program-as part of its negotiating strategy in the 
deliberations over a new constitution. 

De Klerk's strategy for influencing the nationalization 
debate is unlikely to have much success, at least initially, 
The 3 billion rand allocated for black social empowerment 
is at best a modest attempt to narrow the gal _.etween 
spending on blacks and on whites. According to 
University of Stellenbosch economist Sampie 
Terreblanche, social spending accounts for nearly 28 
billion rand or 40 percent of the 1990 budget, which 
represents about 10.4 percent of GDP. If an effort were 
made to achieve parity in social spending at present white 
benefit levels (which in per capita terms is three times 
higher than the average spending on the entire 
population), total spending on social services and 
programs would have to increase to 84 billion rand or 31 
percent of GDP. 

The government clearly has no intention of 
undertaking this type of radical restructuring, in part 
because of concern that it would fuel further inflation 
(currently running at about 15 percent) and undermine 
Pretoria's ability to meet its foreign debt obligations. To 
complicate the situation, the economy is not expected to 

grow more than 1 percent in 1990. Nevertheless, de Klerk 
appears prepared to adopt further measures in an effort to 
expand black property ownership, overcome the backlog 
in black housing, and increase opportunities for 
employment and training. For example, the government 
indicated in May 1990 that it would allow black townships 
to share in the tax revenues generated by the white cities. 
De Werk has also made it very clear, however, that he is 
not prepared to compromise South Africa's free enterprise 
system. 

Business Angst 
South Africa's business community has been caught off 
guard not only by the speed with which de Klerk has 
altered the country's political landscape but also by the 
intensity of the debate over nationalization and the shape 
of a postaparheid economy. Vague as the ANC's 
economic blueprint may be, it is more developed than any 
program for restructuring that has been put forward by 
South African businessmen. 

As Ronnie Bethlehem, group economics consultant for 
Johannesburg Consolidated Investment Company, Ltd., 
recently observed, most of the business community is 
"flapping all over the place" at the thought that the ANC 
might form the next government. He also points out that 
the scale of South Africa's economic inequality is still 
"beyond the thinking of most business people .... They 
haven't had to bother." The FinancialMail agrees with 
this assessment. In a recent editorial, the influential 
Johannesburg weekly commented that "many of the 
business sector's policies smack more of charity than of 
contributing to an environment in which black incomes 
and wealth can move ahead strongly." 

More troubling to many businessmen--and to 
antiapartheid activists-was the recent decision by De 
Beers, the South African-based diamond conglomerate 
controlled by the giant Anglo American Corporation, to 
transfer its foreign assets into De Beers Centenary AG, a 
new Swiss-based company. Not only did this position the 
firm to protect most of the conglomerate's assets in the 
event of nationalization by a future black government: it 
was also perceived as a stark vote of no confidence in 
South Africa's economic future. Angered activists 
condemned the conglomerate for splitting its foreign and 
local assets at a time when they are needed most in South 
Africa for black advancement. 

Despite the business community's ambivalence-if not 
hostility-toward the notion of a debate over 
nationalization, efforts are being made to sensitize white 
businessmen to black economic demands. Organizations 
such as the Consultative Business Movement and the 
Institute for a Democratic Alternative for South Africa 
(IDASA) have sponsored various workshops that include 
trade unionists, ANC leaders, and representative 
businessmen. The discussions in most of these meetings, 
however, have thus far centered more on developing a 
precise undersianding of South Africa's socioeconomic 
problems than on generating-much less agreeing 
about-specific policy recommendations. 

" ."),V 
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The Battle Over Privatization program to undermine progress in negotiating a new 
Although much of the debate on nationalization isstill constitution. 
highly rhetorical, the issue of privatization has become a 
battleground where the fight over certain aspects of South Bridging the Divide 
Africa's postapartheid economic future is already under Several recent developments suggest that some type of 
way. accommodation between the ANC, trade unions, and 

The government's privatization program was launched white business may be reached on the issue of 
in February 1988 when former President P.W. Botha nationalization and redistribution. The measured progress 
announced plans to privatize parts or all of the state- made to date in the "talks about talks" between the ANC 
owned electric supply company (ESKOM), the national and government has contributed to an atmosphere of 
transportat;on system (then SATS, now Transnet), the dialogue and flexibility. Equally noteworthy is the relative 
Phosphate Development Corporation (FOSKOR), the Iron success that the trade unions, corporate management, and 
and Steel Corporation (ISCOR), and Posts and more recently government officials have had over the last 
Telecommunications. The program was part of a several years in resolving some of their most bitter 
sweeping economic reform package aimed at generating grievances through negotition. Movement at the local 
new sources of investment capital and alleviating the level is also evident. For example, the white-controlled 
country's general financial difficulties (precipitated in large and well-endowed Sandton City Council and the 
part by the 1985 refusal of foreign banks to roll over the Alexandra (township) Civic Association have begun 
country's debt). discu.sions on developing joint administrative structures. 

The ANC, trade unions, and other antiapartheid groups All major parties, black and white, have come to recognize 
are implacably opposed to privatization, which they that the country's economic future, along with a new 
believe will complicate redistribution of the country's constitution, must be the subject of intensive negotiations. 
wealth. In their view, privatization is little more than a As many in South Africa across the political spectrum 
strategy for shifting state-controlled wealth into private point out, the debate over nationalization-which only 
white hands, just as the black majority is moving toward a began in earnest with Mandela's release from prison-is a 
central role in government. Therefore, it is argued, much healthy corrective to the 42 years during which the 
of the privatization pr -cess will have to be "reversed" once National Party suppressed all consideration of alternative 
majority rule is achieved. Trade unionists also oppose the economic scenarios. But there is concern that the era of 
government's privatization program on the grounds that intellectual drought is in danger of being supplanted by a 
the actions to date have already resulted in a loss of jobs new period of sloganeering and platitudes. The only way 
and an erosion of affordable transport, postal services, and out is for an acceleration of debate, discussion, and 
health care. analysis among all sectors of the population on 

In the face of highly vocal opposition from the ANC and appropriate policies for overcoming South Africa's 
MDM (and a series of protest marches in Johannesburg, economic and human resource inequities. 
Pretoria, and Cape Town by thousands of members of 
COSATU-affiliated public-sector unions), the government 
has recently adopted a more conciliatory tone on the 
privatization issue. Minister of Mineral and Energy Affairs Witney W. Schneidman is a senior analyst in the 
and of Public Enterprises Dawie de Villiers, who is charged South Africa Review Service of the Investor 
with overseeing privatization, took note of labor's Responsibility Research Center Inc., Washington, 
opposition by saying that "many of the state enterprises D.C. Prior to joining IRRC in January 1990, he 
currently acting as monopolies may not be privatized at served for three years as South Africa analyst in the 
all"-an apparent reference to ESKOM, the national State Department's Bureau of Intelligence arid 
power supply parastatal. Government officials have Research. His extensive travels throughout Africa 
indicated that they are likely to be more sensitive to the have included a year in Tanzania, where he 
views of organized labor than they were when ISCOR was received a master's degree in political science at the 
privatized in 1989. At that time, the unions were merely University of Dar es Salaam. His Ph.D. is from the 
presented with privatization as a fait accompli. School of International Relations at the University of 

A government slowdown on privatization is more Southern California, where he wrote his dissertation 
symbolic than real, given the fact that there are few short- on U.S. foreign policy toward Portugal, Angola, and 
term candidates for sale. The government's intentions will Mozambique inthe period from 1961 to 1976. He 
become clearer over the next several months when it received his B.A. cum laude (inhistory) from Temple 
decides whether to privatize FOSKOR. For the time being, University inPennsylvania. 
de Kierk appears disinclined to allow the privatization 
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Summary:
 

Iliya Hark discussed the problematic role that the public sector
 
plays in Egypt's economy. Egypt was one of the first developing
 
countries to begin liberalizing its economy in the early 1970s.
 
However, reforms and progress have come slowly, and the present
 
indicators point to a distressed economy: growth of GNP and GDP
 
is stagnant, almost negative; the current account deficit is
 
high; inflation is at 30%; moreover, Egypt is one of the most
 
heavily indebted countries in the world.
 

According to Harik, much of the lack of progress is due to a
 
large public sector which has resisted any attempts at reform.
 
Although reform opened up the economy for a considerable amount
 
of private investment, the public sector, which has a large,
 
well-organi:<ed constituency, was not considered subject to
 
privatization, and continues to be a heavy drain on Egypt's
 
national economy.
 

William Quandt explained that the most crucial problem facing
 
Egypt is its $50 billion total external debt. $12 billion is
 
owed to the U.S. government and $6 billion of this amount was
 
incurred under the U.S. Foreign Military Sales (FMS) program.
 
In order to deal wivh the growing debt crisis, Quandt urged that
 
reduction of US aid to Egypt must go "hand in hand" with debt
 
reduction. According to Quandt, the U.S. should consider
 
offering the Egyptians the following trade-off: all or part of
 
the FMS debt would be written off in return for an Egyptian
 
agreement to a reduction of 2MS grants. A similar option would
 
be freezing the debt level at $6 billion and paying off the debt
 
from a portion of future FMS grants.
 

Ann Lesch discussed the political trends taking shape across
 
Egypt. She stated that the social and political tensions in
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Egypt have been influenced largely by two factors: rapid
 
population increases and a partially open political system.
 
Lesch estimated that Egypt's population will increase from 55
 
million to 70 million by the end of this decade. The strains of
 
this rapid growth are already being felt in the decline of living
 
standards and in the labor market's inability to absorb the
 
larger, and increasingly youthful, labor force. The alienation
 
of Egyptian youths has been perpetuated by the limited
 
democratization of a partially open political system which has
 
had minimal respect for human rights. According to Lesch, the
 
alienated and poor have found solace with the increasing number
 
of Islamic fundamentalist groups that gained considerable support
 
in the 1987 parliamentary elections.
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U.S. Aid to Sub-Saharan Africa: 
Challenges, Constraints, and Choices 
by Carol Lancaster 

Unlike m.ny studies of U.S. aid to Africa, Carol Lancaster's contribution to the CSIS 
Significart Issues Series does not begin by asking what the United States should do to 
help Afri a. Rather, her guidelines for aid policy in the 1990s begin with a hard look 

at ,..Ji and other constraints on aid in general and to sub-Saharan Africa in particular
U.S. Aid t 

and then identify priorities and programs that fit within those constraints.Sub-Saharan Afrnca: 
Challenges. Constraints, Her descrip;ion of the bureaucratic complexities of the U.S. aid machinery in both the 
and Choices executive and legislative branches of government should be read by both Washington 

insiders and 1989 newcomers, by African government officials, by other donors, by 
the media, and by academic theorists sheltered from the harsh realities of the policy 
process within the Washington Beltway. 
As she concludes in her final chapter outlining "A Realistic Program for the 1990s," 

the coming decade will be "a time of. constrained resources (but also] an era of oppor
tunities and challenges for the United States in sub-Saharan Africa .. a decade that 
demands creativity as well as resources." Throughout, emphasis is placed on the 
critical importance (for Africa and for enhancing the cost-effectiveness of U.S. 
assistance) of greater cunsultation and cooperation with other aid donors, bilateral and 
multilateral. 

To order: 

U.S. Aid to Sub-Saharan Africa @ Send to: 
36.95. 
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*JESSE JACKSON 

South Africa 
MAust 'BeMade
To Move 
IIMandela ismore than doing 
his job. It's time for the West to 
ireinforce his efforts. 

uch has recently been written 
Jquestioning the leadership abilities 

of African National Congress Deputy 
President Nelson Mandela. Articles have 
described him as an elderly statesman no 
longer in touch with the times and unable 
to move his organization forward. This is 
not the Nelson Mandela that I have talked 
with and observed over the past few 
months. 

Standing inthe damp, cool spring air in 
London's Wembley Stadium last week, I 
witnessed a South African who repre-
sents more people than the president of 
South Afnca and has more credibility in 
the world than that government. Vet he 
does not have the voting rights of an 
ordinary 21-year-old white person. 

For 20 minutes this towering figure-
who through unselfish suffering has 
emerged as the preeminent moral author-
Ity of our day-held spellbound more 
then 72.000 people in the stadium and 
about I billion others viewing this tele-
vised internati,. ial tribute in 60 countries 
throughout the ,orld. 

(The U.S. net vorks did a disservice in 
deciding not to b oadcast the mega-con-
cert, deeming it tii political. A few years 
ago the American news media said they 
c¢,uld not adequately cover the situation 
in South Africa because of the imposed 
state of emergency restrictions. What 
was the excuse this time?) 

After a thunderous five-minute ova-
lion, Mandela thanked the rock artists 

d'WS.have 

'The apartheid crime against
humanity remains In place. It 

continues to killand maim, to 
oppress and exploit.' 

M
NELSON M 

- - . 

and the cultural community .... 
millions of others who, by protest and 
pressure on the government, aided his 
release from prison after 27 years. He 
then implored that economic pressure be 
maintained: "The apartheid crime against 

remains in place," Mandela 
said. "It continues to kill and maim, to 
oppress and exploiL Its bloodstained off
spring continue to rain death and destruc
tion on the peoples of Mozambique and 
Angola. Every day it produces orphans 
throughout southern Africa." 

It is unfair that Mandela should, as the 
media suggest, bear the burden of ending
apartheid. That burden clearly rests with 
the South African government and Presi
dent F. W.
de Klerk. The oppressed have
 
the burden of resisting. Millions have
 
fought and thousands have died in that
 
resistance. Thooe who instituted benefit
ed and prcfited from apartheid must end itwithout delay.
 

The day before the concert, Mandela
 
addressed supporters and journalists. He
 
gave a masterful analysis on ANC leaders'
 
positions as they prepare to meet with the
 
South African government early next
 
month. He never once 
 sounded like 
someone out of touch, but rather like a 
clear-thinking, focused individual. 

I saw in him a man who spoke about 
negotiation instead of confrontation and 
one who espouses a commitment to a new 
constitution that calls for equal protection 
for all in a non-racial, free, fair and 
democratic South Africa. He envisions a 
South Africa that will one day become an 
oasis of hope and possibility for everyone. 
But in this pep-rally environment, filled 
with taks of hopes and dreams, a silence 
fell over the room when he saida "When I 
wi sent to prison 21 years ago, I had no 
vote. Twenty-seven years thereafter, I 
have come out and Istill have no vote." 

There is a peofound challenge before 
I us. Justice delayd is justice denied. It 

is my hope that a we rkable timetable will 
eme.ge from the upcoming talks, setting 
in motion the total dismantling of apart
heid. I am optimistic, but cautious. De 
Klerk, in a recent speech, said that 
though he remains in favor of power 
sharing, black majority rule is unaccepta
ble. I am hopeful that De Klerk's regres
sive position will not deteriorate the 
emergin hope in South Africa. 

This alho is an opportuty and a 
challenge to President Bush British 
Prime Minister Margaret Thatcher and 
other Western leaderm to help forge a 
visionary agenda for Lhe entire southern 
African region. The eigion needs assist
ance, for example, in rebuilding the Beira 
corridor inMozambique and the Benguela 
railroad in Angola. with a commitment to 
assure safe passage on these routes. 

These and other major trade routes 
been destroyed by the U.S.-sup

ported Angolan guerrilla leader Jonas 
Savimbi as well as by South Africa and itsagents, thus making the region totally 

dependent on South African-controlled
trade routes. 

No one person or organization should 
have to bear the burden of bringing about 
social, political and economic change for 
South Africa. The world must heed the 
call and help. Nelson Mandela represents 
a bright ray of hope. But be should not 
have to stand alone. The peopla of South 
Africa deserve hope and healln", not 
more platitudes and promises. 
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Meg-Greenfield 

Mandela's Discipine 
Confident ofhispoliticdbeliefs & - goals, heforced us to dea! with him on his own term. 

By sheer farce of his personality 
Nelson Mandela accomplished the or-
pos:bte in Washington. No. he didn't 
get the money for the African National 
Congress and he didn't gec the con-
niitment he wished for American sanc-
tons to be sustained uruil such time as 
he and his political partners gie the 
!ign that it is okay to lift them. He di. 
something much more difflAt he took 
charge of the c~ersation. bew away 
the conventional and somewhat nasty 
devate we were et to have about him 
and m pelled political Washington to 
recive and comprehend him on his 
own terms Unheard of. 

the unholy trinity of Arafat. Castro and 
Gadhafi. and increasingly angry ques-
tioners from the fleer and next-day 
critics pushing back seemed to set it 
up. And the dispute was legitimate. 
Mandela dLsielled it by making very 
careful, fine dwinctions between the 
Arafat-CaVtro-Gadhafi support of his 
movemett and the three men's other 
activities (on which he declined to com-
ment) and sticking resolutely andu-

l to h poiti, 
He prevald By the end of the week 

his stamntw being sympathetically lik-
ened to certain American relatiohi 
d expediaey with Joceph Stalin ani, 

which he found himself. This v. ;s.i't a 
result of sycophancy or condesLension 
or opportunism on the part of those he 
encountered here. It was coming from 
him, not from his interlocutors, 

When I reflected on this after Man-
dela's departure, I decided his accom-
phlament was traceable to his much-
vaunted discipline. This wAs his secret 
weapon-it ts a very secret weapon in 
Washington, being the scarcest of all 
politics] dharacteristics. Mandela ex-
udes i and his story is a parable of 
diaciplie. Here is a man whose eie-
mies robbed him of his mature life, or 
trs 'o or, anyhow. thought they had. 

they woud never do so. became Man-
dela's negoluil g partners. 

As with the latejutice Potter Stew-
art's fanous lie about pornography, 
so, too, with discipline in thin ity. 
True, we may not have 7,uch f it 
ourselves-but "we ;uow it when we 
see it," and we fall back in deference, 
This, after all, is a virtue we write aJd 
talk and worry much about. We call it, 
with our usual weakness for psy b 
abble, "deferred gratifcation." And we 
are forever telling the fractious, 
spoiled yiung and tte rampaging con
sumers and the inactent minions of l 
the gimme-now lobbes Ct, t is a 

smiley and gracious in marer. It was 
pi-. that he clearly kd coinnitieits 
.lid belifs and plitical goals ihat were 
larger to him than his own mon ntary 
comfort and than any particular desire 
to ingratwLte himself, that were simply 
beyond compromise or nianipulatoii or 
disarming by the blandishments of oth-
ers. He had not succumbed to Afrika-
ner threats, and he was equally irPer-
vous to American charms, 

We always get uneasy in this city in 
the presence of people who seem to 

know something mystical we don't 
know, who are driven by causes we 

hostile Afrikaner country. She lived in a 
tiny inpoveished settlement on top of 
a dusty hill. under constant survel
lance. Weekly she walked the coupE of 
miles to her obligatory check-in at the 
local police station, famously refusing 
to enter through the designated door 
for blacks. Her husband, we all as
sumed, would never come off infamous 
Robben . and *here he was imprs
oed-and now o ! still wish Mar
dela would say the right words to 
reassure me on the subject of his fe 

ings about the human-rights travesties 
of Gadhafi et al. But he does proe 

The debate we wee ctMedto 
have t whetherM 'sor 
ganization was ainmunizt andlor tee-
ron, whether it would forswear 

Gd he p usu P Pbt'L Khmer Rouge. 
Thenthe isueuuAMda m ial d He 
had stated hI critics down and over-
whelimed them with he determinaion 

He was 97 years in prhond durinHrmo t 
of which , seemed certain he would 
never be rv"eased; yet he did not yield 
to either bitterness. introverion or 

quality they simply must cultivate. al-
teoumh we here in Poiaical Central live 
in a great gooey gum of indiscipline
ourselves, being masters of short-term 

can't deflect. We tend to characterize 
them as troublemakers or nuts, to 
work hard at undermining their single-
min and, when we have su-

another kind of reassurance. He iia 
man whose life instructs that peqV 
can asset control of their per.on I 
des.;ty no matter what the force of the 

armed vIe and whether it Lvuld 
settle for a statdy (Le.., foot-dragg 
pace in the acievement of its aims. 
The trne was certain to get raw. 
IurW that firt television emduage 
on Ted Koppel's program, and in its 
irnmediate afterm th, an udiece 
roingits g whee rm Mandela 
pv with his refusal to dis a 

and his coafdece in his stand 
Woman and girl I have seen an awful 

lt of big-screen foreign visitors to this 
city-exot, important, mysterious, 
celebated, odbcts of huge curiosity, 
evet polica obsession. But I have 
never see anythiM ikr- this. The man 
just took camnand o every interview 
snd every pofit c cnatace in 

despair. The .,"orcut phytical program 
of daily exercise te et himself was 
matched by an intellectual discipn of 
learning and developing his political 
thaught, staying asndormed, involved 
and sharp ashis condition alowed him 
to be. Something in him c dearly cowe 
his jailers, as i cowed his political 
enem who. despite havft sworn 

advantage for long-term-k.s politics. 
You don't think the federal budget 
deficit just happened, do you? 

In fact, I think pe,-&e in this city get 
just a little scared whei. they are con-
fronted by a person of such self-
evidently intens. disciplite as Nelon 
Mandela. I don't mean he came across 

a glittery-eyed aeaot; he wasmvery 

ceeded at least to the extent of gett.ng 
them to participate in a general com-
procmise of some kind, to compliment 
them on their maturity and, naturally, 
'moderatioo.' No sch hick with Nei-
son Mandela. 

I met his wife eight years ago, when 
she was still "anned and exiled to the 
godforsaken rural town of Brandfort in 

hardships they incur aid that they &ii 
by their own edouc overwhelm it& 
odds against them. I think everyone ,I 
this , inicxin tto who deest 
Mandel's me=ae and his politics, 
aware, by the time he left, of b n. 
been in the presence of a big guy. ;. 

oiw.1,, ." 
ItiW r .a,,a,-s,; 
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Step Up Sanctions
 
BY michwd - L T 

alone. Esen Kennedy Maxwell, Even if De Klerl, suspends thepresident of the South African state of emergent.%. it would hr.
(:Chamber of Mines, had to admit unvise to lift sanctions. Wtemustthai "those channg the mantra remember that the state ofetnt-A D\)V(ATLS of sanctiors 	
of sanctions ..have played ap'rt gency isonl) a five-year phenool.in bringing South Africa to its enon; apartheid Aa.s instituted iiagainst tiheSoulh Mrian present crossroads." 1948.ginernmtent Ivor been One form of economk sanc- Asa labor leader. I kno. sne.vindicated Li lifnut sanctitons tiots. ilte oilembargo, has been 	 thing about the relationship of1hase prodinte-l thc desired pies- particularli effective. While the power, leserage. and icg.una.suren PI'ttri.it- begin thetpro. embargo is voluntan, public dons, It wouild be stupid it acess iiim aid ntgotiat ions with thIe ilonitoring of oil tankers ship. union to stop a strike lhen(ollt-leaders of South Afrjta's 	 tiveblack ping oil to South Africa and grass bargaining negira,otis .,m.ml-irm population and the toots pressureon oil multination- before a contrati is signed. )li.elituttittit of ap.iIficd. If als like Royal Dutch/'Shell have strikeis onee of the union's Iveifieedont.losing ipoplc it) the in- put economic pressure on South topressure management ticetnational (oininutt irtJhAnt 	 sigIt I 
rAtIt(.This was confirmed re- fair agreement.this process ios (erd. we need centh b%the South African go%- Sanctions are similarhtoescLalat the('sa itoti Ptessure ernucnvis National Energ% 	

an iti
portant nonsioleni 55eapiniiil theCouuil (NEC). which blamed thenow% 	
hands of the black majorits. Sat-Thai sanction "Cl. II part. emb.og fur three fuel-oil price tions, combined with presttterespunsibi fiji lesit,le Fted. hikes Aittin thre last s-ear. "There front blacks inside Sout
erik de KIerk's draiam F-b. 2 ii.


isat present renewed pressure on are Ah% the South Aricatnunbanig of the .Arcan Na- suppliri s notto suppl% crude oil ernment has made tite 
g,,. 

tn e
tional Congress and 33 other or-	 itItoSouth Africa," tie NEC stared, has Rescinding sanction,ganizalions and the Feb 	 %henI I re- It is estmated that the oil em- Pretoria isjust beginitig the negilease of.Nelsin Mandrla has been bargo has forced South Africa to tiating proess wouldconfirmed bs both gmernment 	 dci tease.paa pienium ofupto$2 billion leserage just when itis ort-mand anti-apartheid spkesmen in a sear fIor oil. most. State power still rests itt teSuuth Aft ija hands of the white mino it %gi i%A broadcast on Ni% 9. 19h9. T HI-Eimpact of sanctions ernment; sanctions help lIt-.Ih%tire state-conIolled SA Broad-	 lieAas confirmed last Oc- pla~in- field %hile n goitatimitcasting (orpmratro stated thai . tober. Just days before the are uncer wa'.sanctionsIcan no ronger be Commmonwealth summit's consid- In the midst of thejustifiedjubrushed aside as irrelesani or 	 eration of added sanctions, Mr. bilatio: over the esents it Southeasis surmountable. . . The De Klcrk released Walter Sisulu Africa over the past months, "estarting point is to acknewledge 	 and other ANC prisoners. De must remember trialNelsonthat sancuons have had . .a seri-Klerk purposely timed the release Mandela is still no free. He risous influence on the national to help British Prime Minister have been released front in)arceleconom. " Margaret Thatcher defend her Ation, but he and his fellt cioun.
The broadcast referred to a opposition to furthe, sanctions. ,-ymen are still prisoners in theirstud% made b%one of the coun- Here. the mere threa, qwn countr), shackled under the,fsanctionsir's largest banking groups, produced asignificant action, chains of apartheid Until thaBankorp, which found that sane. Nelson Rfandela is clear wh) system is unalterabls eradicated.tons and disinsestmen have cost De Klerk is moving in the right we must remain true to our prin
South Africa 40 billion rands direction. "It is not President de 
 ciples ofliberty and justiu- fot all(about 515 billion) in foreign-ex. 	 Klerk," he w-rote in a Feb. 3 mes- and keep the pressure on. Aschange losses, sage from prison. "it is partly the Mandela put it so eloquenth:Bankorp said thar corporate international community
disinvestment has had a negatise 	

which "We have waited too long forhas forced these concessions," our freedom. We can no logerlong-term impact on the transfer Mandela has reiterated his wait. NoA its the time to intensil%of technolog-, and skills. suppri of sanctions since his re- the struggle on all frots. To relax
The US General Accounting lease. "Everything that we set out 
 our efforts now would be a mis-Office rtentLh estimated that to achiese through sanctions is take which generations to cotlieSouth Africa lost $417 millhin in 	 still the same," said Mandela. will nor be able to forgite."cxports to the L'S from trade "Nothing has changed."sanctions. According to Business "lblifi sanctions now would be N Richard L. Trumha u presidentojf

Week. South Africa has suflered 	 to run the risk of aborting the theUnited Mlinefront the capital flight of nearlh process 	 brk,,nof Amenratoward the complete ,nd co-hairrson of the NaaionlLA$25 billion in the last three years eradication ofaparheid," he said. bar B.wott Shell Committee. 
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Democracy Could Take Hold in Africa... 

I
By Donald K. e on 


WAIHIICTON 
s heir dealigs wilhAfrica. th 
U.S and ht Western donor 
commuitly for the moma pn
PAveaddressedeconomic and 
humanitarian problems and 

sthecauses sld effect of civil
andrmluary srife. Uotil rmixonly. U 
Issueof demsocracyramained onabick burnite. 

Now, howeler, we arms i n. 
democratic regimes Insplaces likeZaire, He n and Lambia reacting so 
presor s for hberalization As Ut 

Bush Admiitraion aa come 
 to
realize. the U.S ahouldaci to encour. 

agethesedevelopmenti


Sice the endof World War I, soe

conlainmentiofCommunlsmnhasbeen 
the driving force of U.S foreign pot.
cy This was astrueIn Africa as iI 
waselsewhere 

Tus, with the passing of the cold 
war, our needfor Atrica - wis gIloial
strateic sense- is diminishing This
shift, by depriving hard line African 
regimes of political leverage. 

. . . 
olirld K I'vilrrtun asT )i Amrbs+ 

Presentsuswithrareopponunty 

i on deocrtic reorms Allouraid - cxcept forhumsnitarin --
aShoUld wish a string aitached-come 

we should makeIt clear that in return
for oauiasince we expect movemen 
towarddemocracy 

In Africa. mud of shediocussion 
about democracy enters on sheone-
party stil Ita defenders argue that 
a ole-party system of goventment 

often Ut l-Iny ystem has 
P d brand 'wler lkes rtbal, 
goiuscraoClaflconiti.

Tanaiass like to say th one. 
pany stale reduced tribalism in their 
counry Buttribaliam ws not narly
as84rr4ly rooted m Tantana at in. 
dependence asit waiti Other places, 

-
C 

can be democratic and thai. becauseInArcof tribalim, a mull"party aysiem If the 

'"Jve I I , )97u o 19A.. swint plit "sfrom tI.t - same would say inurud n Ir.n 186 1. ltony Caim.rumi, tor exampli - but more 

would be a recipe for disaster I be. 
bee that these arguments are W-cu , 
. First. one-pany states are either 
Impoedby lyrats or nevllably led
i9 lyranny Whether In the Soviet 
Union. Mexico, Tanzania or l
abou lany othersate-pary sla, revo.
Iullonary idealage way to sterile 
defense of the status quo,the rulin
esiablishment becomes ossified and 
reacitonary The will of the peop-leis
itnird or suppressed and surtxrdi. 
noled 1t the will of the pariy's lead 
ers. who in lurn cling to piowerand
|lerquisltes. fearful of ch, r.g

Secind. there is hilIh, evidev that
one'party system dimlfllri*, tribal 

ism IImay have helped is do thisin 

• o . 
~ * * ~ W est uis aid 

to reform. 

_ 

Morever. siocietl chan e and ht 
forceful personality and ani-tribal 
convictions of Julius Nyerere were 
major eiemenis in the diminuiono of
tribalism in Tanania As for other
countlrics. Kenya and Somalia, for ex 
ample, tribalism is us strung asever
after years of o.e.t arly rule 

But the w parly.slite question IS a sioe issue, t some exten Whilr ih. 
structure in which pUlitiala fretdums 
sreeexrcise id immaterial, whitistn 
is of utmost importance is ihat ihe 

PeoPleire acorded democratic
 
cal rh Whether t POP
war s.panyWIl"poltticathapoSrpftferain tyhzm 

aom m eloe, Jl be up s
Andst um tocac.oplorounatyth do o ho . n d th ackls i Al

rica.
 
We i mid corouise to ccentrate
 

on oconoa reform for ow. Uul we
 
s begin to siren out hopeand

e-PCetation fordemocrati rorma 

Abin Ireom
i Africa Ann, in uio with
 
our Western alhe, we need io atorn
 
paoijhw adhnt nrdc

policy that morm etciiy and

broadly tiea "developmtal &d to
 
poltuilc reforms in Afica.
 

Even with the ladingof he cold
 
war. the U.S. has manysmod!iont in.

lerests I Africa aId Should
continue
 
to Pursue hem vgorousily, Yet we
 
need tore-evalle and appropruuiely

redefine lust what we mean by iruly

important Itierest
 

The diminuiiem of East Well ten-.
sois should enable u,. !i look aftr 
our interests mre effectively and,at 
lne same lime. alluw us to put greater
emphasis on encouraging an exert-
Sim of politil freedoms.If thlen. 
Ils applyt diplomatic sid ic -.
nomic pressures on'udemocral.c re
gitOes, sobell 13 
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FOREIGN AFFAIRS IFlora Lewis 

Tide Reaching Africa 
PARS UEit wasn't only the cold war.Thet enatbsurelittle more perniciousA than ripples, the tide of impulse 

iea that new Africant democracy in'tis spreading State. and old African cultures could
fr In oE densemoAfca 

Afiancluestudbe expected to strive for stand.
from Europe to reach Africa.In a 	 ardssense, Africa is becoming the 

of civil and Political freedomDark Coutinen 	 really came from the West. Lberalsagan, out of sight andalmost out of ken. Aslaweek attacked critics of dictators and one.maga.zine recently pointed out that with at. 	
party states an "ethnocernc raciss," and conservativeopreferred totenth fouset on Easternndthe 	 EuropeSoviet Union, deal with autocrats inpoweroCcasionalheadlines 	 Naturally, African regimes happilyfrom Latin America andChina, Africa has "disappeared 	
took up the theme, claiming the righteffort has been made to find it." 

No 	 not to be Judged by what both sidescalled "WesternThat is the fepr of niany Africans 	 values," but whatnow, after more than a generation of 
must be seen as universal values.receiving 	 One offical, from one of the nastierlively International extantcon. dictatorshipscern. 	 confided:A group gathered here by theformer Nigerian chief of state Oluse. 	 -We've been tryinggun Obasanjo to discuss "The impact 	

to gay that too,for a long time. But you didn't hearof change in Eastern Europe on t l tAf-	 uherica" took 	 and or course they called any domefor granted that wide. 	 .spread aid for the East would leave 
tic cniics 'lackeys of imperilalism.,,,

their countries all but forgotten. 
A senior European aid official ex-But there's a new tone among these 

plalned that dealingrepresentatives of ments with govern.
the African elite was unavoidable and askedwhat the Africans wanted olutsiders 

to do. He left nmentioned thecharges of interfereri.-respect and lack ofemocracy's 	 for sovereignty "hen theworst regimes were ticked off.ripples spread .. But Mr. Obasanjo had notedbeing applied for Western aid tiothe"safeEast, P0(ltcal conditionaity,, that 
wasrequiring rule of law, humanfro________riht._feeeletins 

multiparty systems and a market economy. And heexpects the same for Africa."We havefrom some 20 rations: no longer the 
squaidered almost 30reproach and indignation at being left 

years with ineffective nation-buildingefforts," he said, and "it is high timebehind 'hat used to characterize suchgatherings, There 	 to cast solid foundations for the legili.was a surprisingunanimity 	 macyofourpoliticalsysters.,on the theme of democ.racy as essential to development, no 
Canges In South Africa will help. iflonger "people's democracy" apartheid can be negotiated into the"guided or 	 dustbin, tyrants will findemocracy" 	 it harder tobut "plaindemocracy 	 divert protestwithout mysteries," 	 from their misdeedsin Meanwhile, the "Ceausescuthe words of Olaru A Otunnu, former 	 factor,"as one Partcpantsad, rem nds lead.
Forein Mmser of Uganda.
They are aware of the new Eastern rs clinging to power that those whoEuropean maxim that "the third way 

don't bend risk being broken.Ibetween Communism The men around the meeting tableand capital.ismj 'leads only to the third world," were by no means dissidents, but neither canand what they want is out of it. They 
they turn their countries
are groping around on
for ways to better de. vast 
their own. Of course, thevelop their countries. 	 problems of Africa cannot beMr..Obasanjo didn't mince words. 

solved by African Policies alone. Pav.
He spoke of the eny breeds poverty
"ridiculously large 	 by geometricprogression. "Population growth will 
number of often economically unvi.able states" that 	

slow, either because birth rates comeshould look to aWestern ELropean style of Integra. 
down or death rates go up," Lester R.Browntion to pool capacities. He urged 

wrote recently in Worldconference a 	 Watch. "Thesein Africa to take up are the only options."human rights and defense, as the Hel-
But these leaders have seen that to
sinki process did in Europe. get the help they need. their countries
"North-North 	 must put it to productive use. "Europeacedegenerate must not 	 peansinto SouLh-Soulh vio-

aren't planning to help Eurolence," he said, and he decried the 
peans first fcr ethnic reasons, but be."perennial 	 cause theydependence 	 have commonfueled by 	 values,massive external 	 said one. "Wesupport for 	 must bulid them."un-democratic regimes," largely as are-

The changes in the world are conta.gious. Much moresult of the cold war. 	 than Eastern F.u.rope is at stake. 
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ChesterCrocker 

Supporting Africa's Winners
 
For 30 years, the price tag o( African misrule 

baa grown starkly more visible. Why, until re-
cently, has there been a taboo on the aubct. and 
what are the implications of greater glanost 
about Arica's crisis o governance? 

Afria decolonization occurred during theheight of the Cold War. Departing Europeancolonial powers sought a quick and orderly trans-

power. Democratic constitutions acconp-
nied these transfers, but the driving impetus was 
stable decolonization, not demcratization. For 
their part, Africa's founding fathers were nation-

lir of 

slists
seeking freedom from alien control, not the 
freedom of checks and ba'ances. 

VIM 


abue d the i ofalece goshof leaders wh 
consist
ofpersonal power and erihmenL. 
Some c the st-ongest pressures on te auto-

cti-atscome from within Africa. In February. Tan-
Dip t of Fist and West. intenationl civilzna's founding father and former president Julius 

servants and non-governmental groups all Played 
their roles inlegitrnizing Africa's new rulers. The 
needs of the time "oodcalled forcultvating 
relations" with the emerg life prendents and 
uniformed oligarchs who came to rule too many 
African countries. Prevaiing relativist and 5era-
tionist fashions in Western academe caused Ain 
can studies to take on the aura o a aolidarity rally. 
Rationales for "oe-party emocracy" Wolerat-
ed.We Westerners acted as if it would be unfair, 
impolite or downright dangerous to expect African 
systems of governance to meet unneral norms. 

Despite Soviet Cold War adventures in Africa, 
no African state experienced the totahtarian Marx. 
ismof Stalin. Africa's avowedly Marxist leaders 
viere few, and they tended toward the Yves St. 
Laurent variety. But ministerial ownership o the 
means of production-a working definition ofmod-
em Marxism--lourished under whatever label. 
This explains part o Africa's shocking ecotomic 
decline. The widespread absence ofpolitical ac-
countab.ity, raw abuse of power, rampant nerO-
tim and corruption Aid the SpprM -Of non-
government organizations made matters worse. 

But Africa is not immune to the sudden implosion 
ofMarxist systems inEastern Europe. Autocrats as 
politically diverse as ZMre's Mobutu Sese Sekw and 
Zinibabwe's Robert Mugabe were dismayed by the 

aeof Ceausescu. Stimore unsettling has been 
the systematic dcrediting by Soviet cummentators 
d their own political tradition o(statsm. 

Today. Africa's autocrats enjoya reduced margin 
of maneuver. Officials in Laxon, Washington and 
Par are reviewing how the issue o democratiztmion 
should fit into their African policies. The World Bank, 
a vital institution in the life of most African states, 
broke new ground with a 1989 report that highlight 
ed the "governance" issue. Last month at a Washing' 
ton conference, Bank president Barber Conable went 
hurther, liking the economic cris to awide rage of 

Nyerer
snlU e ofthe leading theoretcans of Afrcan ocialism--stated publicly that the sie.parry 
system so ud not e viewed as "God's wis." 
Praures for bas xpolitical change are visl in a 
growing number ofAfrican states from pro-Soviet 
Ethiopia to pro-Western Zaire. Ore-party or one-
man rule is on the defensive inGabon, 
Ivory Kenya, Zambia and Somalia. Deo-CO, 

cratic Senegal, Gambia, Mauritius A M 
are no longer swimming against theregional tide.dered 30 years"; he tresaed that "unless Alnc,a 
The 198 Nainibia-Angota settlement led to per- takes the lead in helping itself, nobody will rush 
haps themost democratic transition to indepe- to our help." But he aLO questioned Western 
dence that Africa has seen and the writing ofa 
strong, democratr constitutim for the new nation 
of Namibia. Smth Africans, whsmay he b-ilding 
their own naon-racial democracy, coukl join form 
with ng rmorrng shtpingBotswana and Namibu in 
a new political climate, 

But the process of democratization will not be 
smooth c- quick. For every civilian autocrat or 
military arongran inpower today. there are 
scores more waiting in the wings. As the tese 
military politics of Nigeria demonstrate, the most 
immediate threat to the current military leader ia 
a rival, and not necessarily a preferable one. 
Some incumbent autocrats could be unseated if 
we outsiders concerted to do so. But is this our 
business and, if so, isit also our business to 
,noit succesaors, or ahould we let the men with 

the guns take care of this detail? Who should take 
the lead indesigning the new political couditwom 
for Western asistansce to Africa? 

Democratitation w not happen jt becauce 
se outsiders pull the pkug on the status quo. Nor 

can democracy be "unposed" by the sledgehammer 
of bilateral aid conditionality. That isespecially tre 
i Africa, where the mediating intitutionsmad plural-
istc centers of influence and powr-.oo esSentia to 
our cherishedcl soty-ar generally &bsent 

There is a vital economic reform agenda H place 
alongside the emerging political one. Some 30 

24, 1990 

Mfrnm countica hawe develope structral ad~st
ment pr as with the Bank. the IMF, and Wet
ern dm Such program are vital to the liberation 
of market forces, which. in turn. represent biading 
blocka ofa pliura democracy. It would be a simple 

timi to Create chaos and greater misery by puillingthe economic plug on political grounds.
If we scoc~t that demoicratic values matter to 

Africa. ther are things we can do to support them.
 
F
 
cated car to the varied African voices on tistopic.
 
Special be paid African demohoed A toprove 
crats ke Senegal's President Aldoj Diotuf, who 
visited
Washington last weel. Senegal's democracy 
haareds as old as ours, and its post-independence
leaders have given substance to pohtical values wechersih, l doe not urku to punish Africa's 
losen andmrusreants. ey--nd respoThat's 

b H we upp Afrcas w inersm the 
__eHfr dm cracy nd development 

Form N r b e 
Former Nigerian hI ostte Oluaegun Oh

owo recently remarked at the Africa Leadership
Forum in Paris that Africa ear "have squan

action that only compounds Africa's economic 
and politica mrginalization. On a per capita 
basis, Poles and Hungarians are projected inthe 
next few years to receive 10 times the European 
ad t.at Africans do. Central Americans under 
current proposals ore to receive 34 times the 
U.S. aid that Africans get. Israelis 700 times In 
the short-sighted triage that passes for our 
foreign affairs budget process, Africans could end 
up paying for the expanding frontiers of freedom 
everywhere elae. That would be an obscene 
response to the African crisis. 

If we wish to support Africa's democratization. 
let's control the imperial impulse to dictate and the 
moralistic impulse to punish. We 'ould discriini
nate i, favor of winners and engage ourselves as 
partners to help Africans 'cuild their own civil 
societies where free people ard institutions gain 
power. That means strengthening linkages be
twee our societie sharing experience and skills, 
and oupporting the goal of an Africa ruled by laws 
wotmen.The Cold War is earty over in Africa, 
id the Soviets are disengaging fron the region. 

'This is a time for us to make our own foreign 
poi-y and not Just copy theirs as though we,too, 
were a failed superpower. 

Ttwritero assisfaultrtay ofstafteforus 

ffrcanaffairs fmm 198I to 19.
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Support Africa's Move Toward Democracy, Too 
w d l o 

A BRSH re has started in Africa.Sburning a the desiccaied argu.1 ment thai ha~e been used iojusuf) 
one-pa t and rukbtr nile. But it would 
brdifcult to know such a prormusing,and
perilous. process had begun judging from 
theresponse of the Umted States 

W hete changes in Fastern Europl
havr been greeed woth immediate prom. 
nes of masuve direct assisance, Nasiba.
which achired independence lasi March 
&hei decadesof struggle, was granted a mere 11500.000allocauon in the US aid
budget. a sum since increased to ml. 
lion hi congressional Action About I I per.cent ufl.Sfureign aid is Allocated to sub-
Saharan Alnia Annuals. a perentage Lhat 
ha. remained steady despite pressing
nied, and fslndamenta poli, reforms be. 
tog undertaken bimans countmi 

Ai las"iiirst',auiocrares are lotenng
The rulersofBenin. C~te d'l ir,Gabn.n
Guinea, and Isalt hasr promisetd inmitate 
,orttcal renorm Ninend expec-v a lull 

ind-
r "Ipurr foim the miltan in 
milun in 199..unlessPrestdent Babarindade rees otherwise Other Afrita.,
toiuntries likr (amerin, rnia.Niger.
and Zambia are facing mounting prorests 

fom their peop., who am fed up withbeing ruled by suanales. Althog Presi-deni Mobutu announced in Apri a re.rn. 
troducuon of muiJupary po-t inZaire,
Ihu opening wasfoLlowed b)conuradscor) 
ulemenu about his future role and by
further rrson of poliucal opponenuWhile appudingte developments. we 
musi recognize h fagklet alltil a 

oauof the African continent Labes by
drepeiug consomic dififcult.- Ile 
sructunlu-ajustoeni reforms that many
countnes have conducted under the aegis
of intermoioal naw agenoes have 
forced them to balance .eir national bud.
geti atlower levels of external earns 
and public servies After the econoc corporate. and avic groups, as well asen-dlevasuon of the 196N. Al experts pre- vironmet. and developmental organ,dict more hardship and = uenttitruahedhoul densd1rnwayyadto isui AhKThe elimination of poliia monvopocliessingle parties and mih.ar)irimes, andby economic and political renews] during the1990%In his recent untvemIis commence.he resorauon ofavJ liberties, are difficult 
operauons for anv nation In the caseof
African states, where resources are few,
and where ethnic. regious, and regiona
divisions are olgoroulh reassened with the 
first blush of feedomthe challengestobe 
overcome in implenenting democrati 
transsoni are enormous 

Without strong external support, mos
of thesetransitions will fai Indeed, the)could sptral out ofcontrol resulung out
brea of violence and turmul that could 
prompt more reptm, r solutions The L'S 

govermen should na a leading role inmoblinng nauid mululateral supPo for Afrin nations moving lwtaed bb-
lealied econor and pluralsi dest, .
10es When declaraionsa- made b our 
PuaoLcal leader Aboutthe need to'help
emerging demoracrs Afrian nationsare seldom m-nuoeed Ye oer cour 

eonsom andl cuue have beneed x 
uenazoely fron the humanvand maieMsi re. 
sources llhave been draLned from the 
African cDntnnt over ceniuies 

T a no only the Bush admin..s.ration 
and Congress dt should respond

I Univertes, foundasots. religious. 

meni addrees., President Bush outlined a 
set of broad su, uvei that should be
undertaken tosrrngthen the denioceti. 
uuon of Eastrn Eurpe Afra will cer.
tsnl. requir a more senute and flexible 
approach than one based primarnl on theexport o(Amnercan poloucal and conhuitu. 
tionaJ practices 

The current negoiations to devue a 
transition to sajonri%rule in South Africa.and the recent in rduction ofpolitical re.
foemi in Algeria atd Tuniua, suggest that 
the entureconunent of Afrca could be the 

a-ae. I now vitall) Ct1ntnt 
* e ntorvicbe heard from oer orvowes in our 
governmentavic leaders. and fronma eross-ion oL.espemll in the African. 
American commuml The door to %idr,
freedoms has opened a crack in BjcL.U.
rica This crack muss be widened and a p
nod of susitned economic and political
reconstruction commenced Witih deter.. 
mined inlernl leaders ip and efii.ri andbroad external Assistance.Ahirsa can be
transformed from aconunent of uma ung 
woes to a land of great achlriementi 

RveardJovsh Lwwi poh/sva viiri,, and
 
u a frlouforAfrcan ausdwi at t, (a er,

Gr-st" ofLmoe I 'rntn 

cof exerimenacion %iib no;ceFimn of democrti gvernance. A littlenudging. along WIt appropi atne as. 
fNance foedemocratic tranusons, can go 
a long wad an conemporar ticaus 
K enyan President Daruel arap ML.uIU3s1h
diPares ctiosso olhis auiocraic ruleenee ofesuothe m eg
aiEven he sems t be pointhe medage
the deline of exierna i est e d 
peasure with corruption. represiion. and 

uraenedudicial Istiutions in Isena
Svers]l' S ru men suchahoe r

ard Wpe, S(open S lrh andHon1d 
Pyne. h3Ve urged the adoption of a US
Africa policy based on consient Suppon
f human nghts and denocraik 
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George B. N. Ayittey 

Not by Aid Alone 
Congo's head of state, C. Sassou-Nguesso, 

ek more U.S.im in Washington recently to " 
aid for his shattered economy. Other African 
Ioders will be coming to plead that they not 

be abandoned for Eastern Europe. Meanwhile, 
5 million Ethiopians face starvation, and mil-
ans more are threatened in Sudan, Somalia, 

Uganda, Mozambique, Angola and Mauritania. 
Whie every effort must be made to save 

the starving, it is even more important to find 
hug-term solutions to Africa's problems. It is 
the persistent failure to devise such solutions 
tiat causes grisly spectacles Of emaciated 
bodies to be visited upon us. 

Africans themselves abhor beseeching the 
West for alms. It deprecates thetr dignity and 
sense of pride. But the West adamantly refuses 
to listen to what African people th are 
proposing. Apparently Africans are incapable of 

dotermining what isgood for them. 


To many native Africans, more foreign aid 

l not the answer. The aid resources Africa 


"lastin solutions lie in 
U 

the cessation of senseless 
civil wars raging in at 

A
least Afri0can 

and the
countries... 

arrest ofcaitalfigoht." 
desperately needs are already there in abun-
dance. Lasting solutions lie in the cessation of 
senseless civil wars raging in at least 10 
African countries, reductions in stultifying ex-
penditures on the military and the arrest of 
capital flight. More than aid, Africa needs a 
large dose of democracy, a commodity that is 
now all too scarce on the continent. 

Total foreign aid from all sources to Africa 
now amounts to $11 billion ayear. Yet, aorwding 

Buo, director c the Unitedto Sammy Kum 
for Peace and Disarmament,Nations Center 

Africa spends about $12 billion a year on arms 
and the maintenance of the rmliutary. 

Kolo. a formerIn Ugnda, Maj. Okello 
member of the President Museveni's National 

Resistance Army, charges that "incidents of 

rape, looting, slashing of food crops, razing of 

homes and food stores, theft of livestock have 
been going on unabated at the hands of the 

The slaughter continuestroops of the NRA." 
in Angola, Benin, Liberia, Mauritania, Mo-
zambique, Somalia, Sudan and other African 
countries. 

Even the World Bank and the Economic 
Commission for Africa have added their voices 
to the chorus of calls for reductions in arms 
expenditures. Indeed, while all other regions 
of the Third World made economic progress in 

the only regionthe 1980s, black Africa was 

that retrogressed. 


Arms are not the only reason for this. Every 
year at least $15 billion in capital leaves 

Africa. Much of this capital flight is booty. 
siphoned off by vampire elites. For example, 
in April 1989, the Christian Association of 

Nigeria revealed that more than 3,000 Nigeri
and thatann operated Swiss bank accounts 

Nigerians were near the top of the list of 
Third World patrons of Swiss b-nks. 

In Zimbabwe "Swiss bank socialists" appear 
in court with monotonous regularity for dip
ping their hands into the kitty. But the epito
me of Africa's kieptocracy resides in Zaire, 
whose president, Mobutu Sese Seko, has al
legedly amassed more than $8 billion inSwiss 
banks-a personal fortune that exceeds his 
own country's foreign debt of $5 billion and 
equals the entire U.S. foreign aid package for 
fiscal 1990. 

The West has not neglected Africa. It has
 
given more than $230 billion in aid and various
 
forms of credits and financial assistance since
 
the 1960s. In fact, according to Jennifer Whi
aker, author of 'How Can Africa Survive?': 

"Even in 1965, almost 20 percent of Western 
went to

countries' development assistance 
Africa. In the 1980s, Africans, who are about 
12 percent of the developing world's popula
tion, were receiving about 22 percent of the 

per person was higher
total, and the share 
than anywhere else in the Third World." So 

much aid was poured into tiny Tanzania inthe 

early 1980s ($1.7 billion from 1980 to 1983) 

1985. almost half of governmentthat byexpenditures were sustained by foreign assis

tance. Yet its economy faltered. 
Today, financial and technical assistance is 

pouring into Mozambique at a rate of $800 
million a year. Western donors will be giving 
$900 million annually over the next five 
$9s0 mo anat olr and n ga
ry hope to get from the United States. 
yopsto e frmaeanied Ste 

Compassion is a magnanimous virtue, but 
the waste of Western aid to Africa has become 
a scandal, and Aricans themselves are now 
angrily speaking out. 

At the very least, Western development assis

tance to apty war-torn African country should be 
until a lastingwithheld and placed in escrow 

peace is achieved. It makes no sense to build 

bridges, roads and railways with Western loans 

only to have them blown up by rebels. 
More important, foreign aid should be linked to 

political reform. Since 1980, not one black Afri

can country has been democratized. Only four 

(Botswana, Gambia, Mauntius and Senegal) out 
of 45 allow their people to vote and choose their 

rest ruled by military andleaders. The are 
civilian dictators. The Brady Plan, which calls for 

debt cancellation, should be restricted to African 
a date and carry out free,countries that set 

multiparty elections. That's when real solutions 
will begin to emerge. 

The writer isa Bradley resident scholarat 

the Heritage Foundation. 
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The New Colonialism
 
Prils. eonduti ns Jopardized.

The Europeans then triedto re.pyJ HF POOR countries of Africa make Africa and Africans to their[ arc concerned that Eastern own advantage and in their own in-T Europe' is going to get mosl of age Whatever the merits of that ef.the aid money still avalfable from foi, which was based on a eonvc
the Westerm nations. They are right, 	 tlionof European superiority, butbut the reason Is not so imple as was not without altrulm and iacrlthey would prefer to think 	 ice.Itcame to an end in the 19.50eAid to Eastern Europe promises and 19609. Tic moral upheaval proto work: most aid to Africa hau not 	 duced by the two world warm, andworked. The ald-glvlng Countriles are 	 the revolutionary doctrines preached

.from Moscow and Deijing, destroyed 
both the Iruropealis' belief In their

* By William Pfaff right to ruleAfrica and the Africanswl..nanefA to be niled. 
The new African governmentsnot go much Indifferent to Africa as moMly choe state-socialIst modelsbafled and frustrated. 	 of development  the furthest pus.

:Sub-Sihn-dni Africa Is iaterrible:.ondllion. Ihe causes are complex, 	
sdile fmn their tzropeancolonlerm,model. They wpgt foras of Indus.but the result is that most ofsub-Sa- trializatIon Irrelevant to Africanharan Africa tinslost control of Its needs, and wrecked native .grlcndoowin tutitL. Its govcrnments have lure. The govcrnments tJi.vesbecome the utipendarics of the Inter- usually were one-parly affair, pronntional Monetary Fund and other feesedly "revoluIonary," actuallyInternaitloiml lending agencln. relylng on tribalism and clientlsm,Economics have all but collapsed Ps At best the result was Inemelent 

Frices have plngcd In the market, and repressive, At worst It pro¢'ueedor Africa'n connmodltlej. the depravities of Idi Amin and theOne cause or the Investment cri- Emperor Bokas., The blind Ideolig.its is black Africa's pomliti failur. talrivalry of the superpowers, andCorruption is everywhere, Nowhere the Ignoranct- and nelf-interest or allIs there a fullyfunctioning repre- too many of tie foreign advisers, dese tifve government. The hI1h ex. 	 velopmeilI lheorists, bankers, tradpectatuns of the firstyears or Afri- ereand adventurers who Intereted can Independence were lost long themtselvej In Africa's a'rs, eon
ao; now frustration reigns. The Pe- tributed to this outcome.pie who were uprooted from agricul- Today, In fact if not name, a newtural subsistence by Independence colonlalLsm exists. The World Bank,
and an uncalculatcd urbanlatlon the IMF, the French governmentare today without hope ror jobs or and the aid agencies of the other desocial progress, velopcd countriex, together with theNews from Eastem Europe, andthe spirit 	 private lending Inaitittions. eof liberation It ac loose In :rns on which Africa'n theeconomies
 

the worel, has affected Africa. pro- function, or malfunction,

idurlig popular .iallcnge to estab- The implications of this situation
1ished aulhority'In several of the are not yet clearly grasped. Javier,rancophone West African coun- Perez de Cuellar, the U.N. Secretary
tries and in Mobutu Sere Sekn's 7a- Cenera], sald recently that the major

Ir6- the United Stairs' principal countries cannot, even In their own
African client. In Western Eumpe. Inter-stA, continue to tolerate the

particularly In France  the one cruelties and misery of the backmajor European country still Seri. ward world, H. spoke ofa 'right" of

ously Interested In Africa - public International interference when
opinion now questions support for contitions arc as desperate as they
ditalorial African governments, %in- are In some countries today. In Afritil now considered bad, but better 	 ea this Interventionism Is practiced

than the visible alternatlves. but not acknowledged.
 
,"'But Africa's opposition forces are A unique opportunity exists. The
chaotic and fragmented, usually po. Cold War struggle over Africa's Ideo-Iltlially naive, without coherent pro- logical orientation Isfinished. ThegIntns, Opposition leaders often are Soviet Union Is rendy to cooperate.as mich the prisoners V.',,bolete or 	 The United Nations need%a scrioualrrelev'nt Ideologics as the people role to play In today's world. Africa's
who govern. In fact, Africa has been post.independence models of state.
stripped of Its elites. Talented and socialist development and one-party
educated people  the ones Africa rule are completely dIscredlied, Thedesperately needs - have been human needs of Africa are desperdriven Into emigration. ate. Di"ease as well as hunger and
In the past it has been convenient chaos threaten it.s people,
to blami Africa's problems on Colo- WhAt about a new, declared, inniallsm, or present-day "imperial. ternatonalized colonillsm for Afri.Ilm," Today it Is evident that It co? A disinterested Internatinnal In.makes no difference who Iq to terventionlom? What aboutblame. Colonlalm lasted Just long Inatalling-a fnnnkiy latcrnallst Inter.enough to destroy the Indigennou' national aullinrily In Africa and aeconomy and social tnicturers of the contincnt-widc develnpment ltniccontIncnt, but not long enough to ture and prgram? The idea may beput nytlling lasting In heir place. outragrous in terms or the political

The simple pastorlnl~m, ihe hunting pktles of the lxat 50 yearn, huit thoh,and gathering cconninicr- of the past., pletiru helped put Afr-a where it iswere ruined, tribal monarchics and today. What is the alternative to
alliances wrecked, a fragile human neo-colonlallsm? Africa's conditionecology existing in extreme climatic demands desperate measures. 



3 20523 000855
 
Agency fcr Inlterrmtict D -evekopmen'r* 
Library 

iV . 2!'-222 

Overseas Development Council 
1717 MxVsachtLm.tts Ave., NW. Washington, D.C. 20036 

U.S.-Third World Policy Perspectives Books 
Economic Reform in Three Giants 
U.S. Foreign Policy and the USSR, China, and India $15.95 
bv RichardE. Flcilrq, John Echcr'nrri-(;cnt,Fricdcanmn Aliillh', and contributors 
'"fscinatihqreading/jbraion. interestedin "a r'cly timely assessmentil'the socialist 
the historicdcvelopincnts under way in these economic rejornsoj our time 
countricsand their impact on thc global -Jolhn Ilurdt 
rconoin t " (Coq rsitlm l R,.scnl hSe,' , '," 

R,l'. )I hoIe 011 "at once innovative, comprehensive, and wise" 
( wId)lM~I. ,II It' : C" q Jo0 ' -- I Lirr I larding 

The 1mokie Insttltttoo 

Environment and the Poor 
Development Strategies for a Common Agenda $15.95 
In, H. Jy[i.' Lconard and contributors 
"offers usefid steps.[brpolicvnakersconcerned "clearlydemonstratesthe urgency ofsoh,int
with the criticalchallencesofintegrating the problems ofpoverty if'we are to stop present
en'ironncntand development concerns" abuses of the naturalworldand begin to 

~-jcswc ,\Iuhcc achieve sustainabledeelopnent""iecleeee ic
ll-ld l eeweec. Inutrt:: --Ji ic MaccNccil 

ln.:tturc le i1 cRcrh en PubhcJeljcn 

Pulling Together
The International Monetary Fund in a Multipolar World $15.95 
bqyCith'rint" (whii, Richard F. Fcinbcrg, and contributors 
"a thothtful and thorouqh assessment" .a vivid snapshotof the world'seconomic challenges" 

- ,,l\1eec . Illi1erl'di t' -- lira Ledch 
Ibnkcn Ir. "onqeaco U.S. louse v/tR presenrattes 

Fragile Coalitions 
The Politics of Economic Adjustment $15.95 
Iy Joan A. Nelson and contribtttors 

'focuses on one qthe fiontiertopics in the politicaleconony of 
de'elopnment: The politics ofeconomic reform" 

-Ii-o rt 1I. B ts
lth'nr,It. lenc"' efrletesol)nke" Ichtie'cnttv 



QUART[ 219
 

ASIA
 

WASHINGTON 

ECONOMIC 

W AT C 1

.4-)ig',stof 
De'elopmtentl


Poliev hiim-itiation 

,'|
Pro@'ct oi/ic 

Oversweas 

l)e'elopmeni
 
(7 oili 



P.S. Please Note:
 

Articles reprinted herein are copyrighted by their respective

publishers and are reprinted with their permission. The original
publishers retain their copyright to these articles and the 
articles may not i -: reproduced without the permission of the 
copyright holders. 



THE WHITE HOUSE
 

Office of the Press Secretary
 

For Immediate Release May 24, 1990
 

PRESS CONFERENCE
 
BY THE PRESIDENT
 

The Briefing Room
 

9:33 A.M. EDT
 

THE PRESIDENT: Today, after long and thorough
 
deliberation, I have determined that MFN trade status for China
 
should be extended for a year. MFN is not a special favor; it is not
 
a concession. It's the basis of everyday trade. And taking KFN away
 
is one thing I said I would not do -- that is, in doing that, take
 
steps that would hurt the Chinese people themselves. I do not want
 
to do that.
 

To express America's outrage at the tragedy of Tiananmen,
 
the Congress and my administration promptly enacted sanctions against
 
China. These sanctions remain basically unchanged today. And while
 
implementing those sanctions, I have repeatedly made clear that I did
 
not want to hurt the Chinese people. And this was a difficult
 
decision, weighing our impulse to lash out in outrage that we all
 
feel against a sober assessment -- weighing that against a sober
 
assessment of our nation's long-term interests.
 

I concluded that it is in our best interest and the
 
interest of the Chinese people to continue China's trade status. Not
 
to do so would hurt the United States. Trade would drop
 
dramatically, hurting exporters, consumers and investors. China buys
 
about $6 billion a year of American aircraft and wheat and chemicals,
 
lumber and other products. Lose this market and we lose American
 
jobs. Aircraft workers in the West, farmers in the Great Plains,
 
high-tech employees in the Northeast.
 

Our economic competition will not join us in denying MFN.
 
Without MFN, an average of 40 percent higher costs for Chinese
 
imports will turn into higher prices for American consumers. Hong
 
Kong weighed on my mind. Hong Kong would be an innocent victim of
 
our dispute with Beijing. Twenty-thousand jobs and $10 billion could
 
be lost in a colony that is a model oZ free enterprise spirit. The
 
United Kingdom and China's neighbors have urged me to continue MrN.
 
Korea, Japan, Thailand, Singapore -- even Taiwan made clear that MFN
 
should be retained.
 

In recent weeks, China has taken modest steps that &ppear
 
intended to show responsiveness to our concerns. Beijing lifted
 
martial law in Tibet, restored consular access there, giving us a
 
chance to judge the situation for ourselves. Two-hundred-eleven
 
detainees were recently released and then their names provided for
 
the first time.
 



--
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While we welcome these and 
earlier steps, they are 


And I am not basing my 
decision
 

far from adequate. 
 Most important of
let's face it -- far. 
on the steps that the 

Chinese have taken so 

all, as we mark the anniversary 
of Tiananmen, we must 

realize that b) 

maintaining our involvement 
with China, we will continue 

to promote 

the reforms for which the 
victims of Tiananen gave 

their lives.
 

he engine of
 

The people in China who 
trade with us are 


During the past 10 years
 

refoCm, an opening to 
the outside world. 


we've seen our engagement 
in China contribute to 

the forces for
 

MORE
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Justice and reason that were peacefully protested in Beijing. 
And
 

our responsibility to them is best met not by isolating those forces
 

from contact with us or by strengthening the hand of reaction, but by
 

keeping open the channels of commerce and communication.
 

Our Ambassador came to see me here in the Oval Office the
 

other day and told me that not only the people that he's in contact
 

with, but the students there, the intellectuals there all favor 


there in China -- favor the continuation of MFN. So this is why I've
 

made the decision I have made.
 

1.*'
 



FACT SHEET ON CONTINUATION OE MF'N bOR CHINA
 

-- China Meets the EmiQration Reauirements of Jackson-Vanik. 
Approximately 17,000 Chinese nationals received U.S. 
immigration visas to travel from the mainland in 1989. 
Chinese immigration continues to meet U.S.-imposed limits.
 
Other visa levels are about the same as the previous year's,
 
with privately sponsored students up sharply and government
 
sponsored students down.
 

-- U.S. Business Would Be Hurt. Investments of $4 billion
 
in China would be put at risk, as would U.S. exports to
 
China which to~.aled nearly $6 billion in 1989. The Chinese
 
would retaliate for loss of MFN with higher duties,
 
particularly on products where the U.S. has serious
 
competition. Major exports at stake are:
 

-- Wheat. $1.1 billion (20% of US exports) 
-- Aircraft/Aerospace Eauipment. (Current prospects of 

$1 billion per year with big contracts pending) 
-- Fertilizer. $487 million. 
-- Cotton. $259 million. 
-- Timber/paper_ $262 million (10-20% of US log 

exports)
 
-- Commuters/'-achinery. $342 million. 
-- Acids. $162 million. 

-- U.S. Consumers Would Be Hurt. China supplies about one
third of US toy consumption, 9% of footwear, 13% of imported

apparel, and a rapidly increasing volume of electronic
 
products. Non-MFN duties would raise landed costs an
 
average of 40%.
 

-- Honq Kona Would Be Hurt. Already shaken by the events in
 
China, MFN loss would damage the colony by costing as many
 
as 20,000 jobs and as much as 2.5% of GNP growth.
 

-- Denial of MFN Will Harm Reformers and Strenathen
 
Hardliners. In China, the advocates of political and
 
economic reform and of greater human rights depend on
 
outside contacts and support. Cutting them off will weaken
 
them while giving hardliners a nationalistic scapegoat for
 
their failing policies.
 

-- Sanctions Remain in Place. US pressure for reform is
 
contained in the sanctions already enacted. The
 
Administration will continue to press for progress on our
 
human rights and other concerns. MFN status is not a
 
concession; it is the basis of everyday trade. Our
 
competitors will not follow us in denyinc MEN.
 

-- Enaaaemen: Pays Off in the Lona Run. Western involvement
 
in China has helped produce the major social and economic
 
changes behind the Tiananmen demonstrations. Despite the
 
past year's repression, greater interaction will lead
 
ultimately to greater influence.
 



MOST-FAVORED-NATION (MFN) TRADE STATUS FOR CHINA
 

o 	 The Administration and Congress both share the same goals
 
in China--make clear our deeply held views on human rights
 
and encourage conciliatory policies and a reinvigoration of
 
political and economic reform.
 

o 	 The President, after careful consideration, decided to
 
extend China's most:-favored-nation (MFN) trade status for
 
another year. In reaching this determination, the
 
President weighed not only the requirements of the
 
Jackson-Vanik amendment, which obligate him to consider
 
whether MFN renewal would substantially promote freedom of
 
emigration, but also the broader question of whether MFN
 
would advr'nce the cause of human rights and reform in
 
China. On balance, the President concluded that extending
 
MFN would promot: US objectives in both these areas and
 
protect other vital US interests as well.
 

o 	 Emigration. Approximately 17,000 Chinese emigrate from the
 
mainland to the United States every year. This emigration
 
flow has continued since the military crackdown in June
 
1989. While the Chinese Government has imposed some new
 
travel restricticns on students, it has continued to permit
 
emigration travel since Tiananmen. US numerical
 
limitations, and not Chinese restrictions, limit the lumber
 
of Chinese who emigrate to the United Sates.
 

In our judgment, continuation of MFN status will help
 
to preserve the gains already achieved on freedom of
 
emigration and encourage further progress in the
 
future. Thousands of Chinese families have been
 
reunited in the United States through emigration. The
 
contacts which these immigrants maintain with friends
 
and 	relatives in China help to encourage positive
 
change there and promote friendly relations with the
 
US. Denying China FFN status removes an important
 
incentive for permitting emigration and invites
 
retaliation in the form of new travel restrinLions.
 

o 	 Broad Human Richts. The President believes that a 
continuation of mFN for China is vital to advancing the 
cause of human rights and in supporzing those Chinese who 
seek a modern, progressive China. 

o 	 Granting China MDN status, which is the tariff treatment
 
the US accords all but a small number of its trading
 
partners, was one of the key elements in a package
 



normalizing diplomatic relations in 1979-80. It signaled
 
that the US would treat China as an equal with other
 
countries and facilitated a major expansion in our economic
 
relations. But MFN's impact extended far beyond commerce
 
and trade.
 

o 	 The prospect of rapid modernization through increased trade
 
and investment with the US encouraged a broader opening to
 
the West, gave further impetus to market-oriented economic
 
reforms, created expanded opportunities for
 
people-to-pecple contacts, and justified the sending of
 
thousands of China's best and brightest students to the US
 
for higher education where they were exposed to Western
 
values and democratic ideals.
 

o 	 Denying MFN status would adversely affect our ability to
 
maintain those contacts and thereby to help sustain the
 
impetus for internal refcrm.
 

China would view MFN denial as a hostile act, and a
 
further deterioration in the relationship would
 
result.
 

In this strained atmosphere, Chinese contacts with
 
Americans across the board--business, academic and
 
scientific--would be more difficult and may be
 
severely curtailed. Those Chinese with an interest in
 
furthering China's opening to the West and seeking
 
positive change would be most affected..
 

MFN 	denial would likely bolster the position of
 
conservatives in the leadership who want to restrict
 
Western influence, give internal policies a more
 
ideolcgical orientation and maintain strict government
 
controls on society and the economy. On the other
 
hand, reformers, who could up until now point to
 
substantial benefits from good relations with the US
 
and a deepening of market-oriented policie-, would be
 
put 	on the defensive.
 

o 	 MFN denial would remove an important incentive for China to
 
take into account a broad range of US interests--on human
 
rights, missile and arms sales, fair trade practices
 
abroad, and cooperation on regional issues, such as
 
Cambodia and Korea.
 

o 	 Allied Solidaritv. The US and its G-7 allies (France,
 
Germany, UK, Japan, Canada and Italy) have thus far
 
maintained a united position on China policy. Since the
 
Paris Z'immit in July 1989, there has been a G-7 consensus
 
againsz a general resumption of World Bank lending to
 
China. Other G-7 countries have also suspended arms
 
exporzs to China and are limiting high-level contacts.
 



- [hile our allies all agree 'China should do more to
 
improve the human rights situation, they also believe
 
that MFN is important and plan to'continue this trade
 
status for China. The US would be the only Western
 
country to withdraw MFN if the President did not renew
 
the waiver. We believe a united G-7 position puts
 
more pressure on China than unilateral US actions.
 

o 	 Economic Imlications. The economic consequences of
 
removing China's MFN status would also be severe--for US
 
business, US consumers, Hong Kong and workers in export
 
industries in China.
 

o 	 Since receiving MFN status in 1980, US-China trade has
 
nearly quadrupled, reaching $18 billion in 1989. US
 
exports totalled $6 million, and China remains a
 
potentially large market for a broad range of US products.
 
Major US exports are: wheat, commercial aircraft, phosphate
 
fertilizer and high-tech equipment, such as computers and
 
scientific instrumentation. (See attached fact sheet for
 
details.)
 

o 	 The US has become China's largest market, absorbing 25 
percent of China's total exports. China's top 20 exports 
to the US by value would face average duty rates of nearly
 
60 percent if MFN status is revoked--in some cases
 
ten-times higher than with MFN privileges.
 

o 	 Retaliation is a certainty. China would apply its higher
 
non-MF1 N duty rates to imports from the US and could use a
 
variety of administrative measures to restrict market
 
access by US companies (e.g., through foreign exchange
 
allocations, import licenses, quality standards and
 
restrictions on imports competing with local production).
 

o 	 US firms that have worked hard over the last ten years to 
develop business ties and market share within China would 
lose that business--perhaps permanently--to other suppliers 
in Europe and Japan. No other Western country is planning 
to deny China MFN status. Retaliation therefore would be 
on focused US firms. 

o 	 Effect on Consumers. US consumers would also suffer. MIFN 
denial would lead to sharply higher prices on imports from 
China. Chinese manufacturers currently supply one-third of
 
American toy consumption, 10 percent of footwear
 
consumotion, close to 15 percent of imported apparel
 

consumer
cons,:mmtion and a rapidly increasing volume of 

electronic products. According to the US-China Business
 
Council, non-MFN tariffs would increase the landed cost of
 
Chinese products by 40 percent. Given the mix o_ Chinese
 
exports to the US, the impact of increased prices is likely
 
to fall disproportionately on low-income consumers.
 



-- 
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o 	 Hong Kong Imnact. Revoking MEN-status would also have
 
long-term negative effects on Hong Kong, threatening the
 
island's stability and prosperity in the run-up to 1997
 
when Beijing reassumes control.
 

Hong Kong entrepreneurs have invested in thousands of
 
Chinese enterprises, particularly in Guangdong's Pearl
 
River delta region in South China, to take advantage
 
of low-cost manufacturing. Hong Kong-invested
 
enterprises in South China employ some 2 million
 
Chinese. An additional 10,000-15,000 South China
 
enterprises do processing and assembly work for Hong
 
Kong companies.
 

Of a total of $25 billion in Chinese exports to Hong
 
Kong in 1989, $24 billion were re-exported to other
 
countries. The United States is by far the largest
 
market for Chinese reexports through Hong Kong, taking
 
more than $8.5 billion in 1989.
 

The 	dropoff in Chinese exports to the US would have a
 
direct impact on Hong Kong firms involved in
 
transshipment of goods to the US, including banking,
 
insurance, shipping, and legal services.
 

MEN withdrawal would be a serious blow to confidence
 
in Hong Kong. Net emigration from Hong Kong is now
 
running about 40,000-50,000 annually, resulting in a
 
serious shortage of ski. led labor and mid-level
 
managers. A sharp deterioration in US-China trade
 
relations would heighten concerns about Hong Kong's
 
future at a time when confidence is already weak
 
because of Beijing's heavy-handed suppression of
 
dissent on the mainland.
 

o 	 In short, the President has decided to extend China's MFN
 
status because it serves clear US interests in several
 
important areas--emigration and human rights, the need for
 
reform in China, US business, US consumers and Hong Kong's
 
stability and confidence.
 

o 	 Need for Further Human Rights Improvments. In notifying
 
Congress of his determination to renew MFN for China, the
 
President emchasi~ed that he remains seriously concerned
 
about human rights violations in China and is personally
 
disappointed that the Chinese Government has not taken more
 
decisive stens to demonstrate a commitment to
 
internationally accepted human rights, despite repeated
 
expressions of concern by the US and many other Western
 
countries. The President has also indicated that the US
 
Government intends to press vigorously during the coming
 
year for significant improvement in China's human rights
 
practices.
 



o 	 Sanctions to Continue. The extension does not signal a
 
return to business as usual with China. The President has
 
reaffirmed that he will maintain the sanctions against
 
China he authorized in June 1989 on arms exports,
 
high-level government exchanges and postponement of
 
multilateral development loans.
 

o 	 We should not let our frustration with Beijing's slow
 
response to our concerns lead us to take unilateral actions
 
which, in the end, only serve to undercut our long-term
 
objectives. Denying MFN would do just this. It would also
 
result in the United States losing the leverage it has
 
gained over the last decade to influence positively the
 
course of human rights developments in China.
 



By: The Central Intelligence Agency
 

Presented to the Subcommittee on Technology and National Security
 

of tile Joint Economic Committee 

June 28, 1990
 

The Chinese Economy in 1989 and 1990: Trying To 

Revive Growth While Maintaining Social Stability 

Summary 

Information available 
as of 25 June 1990 was 
used in this report. 

Beijing is grappling with the fallout from overly restrictive austerity policies 

implemented in late 1988, which dampened inflation in urban areas from 30-percent 

annual rates to single digits, but which also caused China's worst economic slump in 

a decade. In 1989, real GNP grew less than 4 percent, about one-third the rate posted 

a year earlier, according to Chinese statistics. Weak industrial growth hurt 

enterprise profitability and increased price and enterprise subsidies, which expanded 

the government's budget deficit by about 40 percent to a record $8 billion. 

Growing unemployment-which has reached its highest level in a decade-and 

falling urban living standards are undermining Beijing's efforts to reestablish the 

country's social stability, which remains tenuous a year following the government's 

suppression of the prodemocracy demonstrations. Consequently, Beijing has begun 

to ease austerity modestly-increasing credit to large state firms, loosening 

restrictions on capital construction, and lowering interest rates on banks loans-to 

head off labor discontent. The recent infusions of credit, however, have been slow 

to stimulate demand or revive industrial production. During the first five months 

of this year, industrial production remained sluggish, increasing at less than a 2

percent annual rate. Moreover, fundamental indicators point to continued 

weaknesses in the economy-inventories continue to accumulate, the growth rate of 

the once vibrant rural industrial sector has dropped sharply, and the production of 

large state-run enterprises remains sluggish. 

<, 
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To keep inflation from reemerging as it increases credit, Beijing is turning to 

administrative measures. Broader central controls, however, will reduce incentives 

for increased efficiency by curtailing managerial autonomy and increasing the share 

of goods sold at low, state-set prices. Increased government allocations of raw 

material and energy inputs to large state enterprises will drain resources from 

China's dynamic nonstate sector and lower its integral contribution to economic 

growth. Moreover, if Beijing's intensified support to large state enterprises fails to 

revive the economy, political pressures may force Beijing to open the credit spigot 

wider, renewing the inflationary pressures the government was originally so 

determined to squelch. 

Beijing's renewed preference for administrative controls is also visible in 

China's foreign economic relations, as the central government has reclaimed much 

of the foreign trade authority it devolved to the lower levels under reforms in the 

late 1980s. Tightened central controls over the trade sector have helped Beijing 

prevent a rapid drawdown of foreign exchange reserves. As a result, China 

narrowed its trade deficit last year by $L1 billion to $6.6 billion, according to Chinese 

customs statistics. In the first four months of this year, China posted a trade surplus 

of $13 billion. 

The leadership's focus on maintaining party control by using administrative 

measures to treat the symptoms of China's economic ills makes prospects for return 

in the near term to comprehensive, market-oriented reform dim. Economic policy 

will probably remain dominated by stopgap measures aimed at ensuring social 

stability, precluding riskier, longer-term strategies for growth and development. 

While it is unlikely that many senior officials want to return to the command 

economy and isolationist policies that dominated China before 1979, some in the 
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leadership want to place strict limits on the development of the nonstate sector and 

to increase the party's role in enterprise management. 

Failure to proceed with comprehensive market-oriented reforms will 

eventually dampen the performance of the economy by curbing productivity gains. 

The hold on market reform could slow lending by international financial 

institutions, even if Western economic sanctions are lifted. This could delay 

progress on China's long-term modernization goals as decreased access to low-cost 

financing impairs its ability to gain technological know-how through high-tech joint 

ventures or to import advanced technology. A continued decline in capital goods 

and raw material imports will also stifle the pace of China's economic development. 

Beijing's inability to proceed with reforms will also widen the economic gulf 

between China and its market-oriented East Asian neighbors. 



Crises in CommunistReform:
 
Lessonsfrom Tiananmen
 

Harry Harding 

he wave of political change that cascaded across 

Eastern Europe at the end of last year produced 
both amazement and satisfaction in the United 

States. Totalitarianism and tight central planning 
seemed to have lost their appeal, especially to those 
who had lived under them for more than four decades. 
Reform, moving in the direction of democratic politics 
and market-oriented economics, looked to be inevita-
ble. The process of change, as it spread from country 
to country, appeared to be as irreversible as it was 
unexpected. American analysts understandably dis-
cussed these developments in epochal terms, describ-
ing them variously as the "end of the Cold War," the 
"end of communism," or even the "end of history." 
The contemporary era was said to be over, and a less 
threatening age was seen dawning before us. 

The Tiananmen Incident in Peking last June should 
temper this cptimism. In China, too, economic and po-
litical reform appeared to be an irreversible process, 
tracing an upward spiral toward greater liberalization 
and pluralism throughout the 1980s. The mass demon-
strations that swept Peking between mid-April and 
early June of 1989 dramatically illustrated the extent of 
popular demands for even greater economic and polit-
ical change. And the initial reluctance of the Chinese 

Harry Harding, a senior fellow in the Brookings Foreign Policy 
Studies program, is the author of several books on Chinese domes-
tic affairs and foreign policy. He is currently at work on a book on 
Sino-Arnerican relations in the 1990s. 

government to use force against its own citizenry 

appeared to prove that the demands for a more re
sponsive government could not be resisted. 

But the tragic night of June 3-4 has shown us that 
political and economic reform is not irreversible, at 
least in the middle term. Despite brave predictions 
that the hard-line government that emerged in Peking 
would stay in office for only a few weeks or months, 
China has subsequently witnessed a sustained sup
pression of dissent, a reactivation of political educa
tion, and a tightening of administrative controls over 
the economy. Moreover, as a direct result of these de
velopments, U.S.-China relations, which appeared in 
1987-88 to have entered a period of great maturity and 
stability, are now experiencing their most serious cri
sis since the establishment of formal diplomatic ties in 
1978. In China, at least, both Leninism and central 
planning have ganed an unexpected reprieve. 

These recent developments in China bear some gen
eral lessons both for the process of reform in Commu
nist countries and for American policy toward Com
munist states. Four lessons are particularly germane: 

U Attempted reform may be inevitable, but suc
cessful reform is not. Although reform may score im
pressive achievements during an early honeymoon pe
riod, turbulence, crisis, and retrogression are all 
possible at later stages. 

N The breakdowns in the reform process may be 
dramatic - even violent - events, serving to exacer
bate the degree of retrogression at home and to magni-
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fy the irapact on the international community, 
N Breakdowns in reform present the United States 

wi~h troubling foreign policy dilemmas, particularly 
regarding the appropriateness and effectiveness of 
sanctions against hard-line leaders in retrogressive 
Communist states. 

* Finally, even if periods of retrogression and re-
pression prove temporary, successfully liberalizing 
Communist systems may continue to pose challenges 
to their neighbors, albeit in a significantly different 
way than in the past. 

The Dilemmas of Reform 

Much of the Communist world now seems to believe 
that political and economic reform is necessary. From 
Mongolia to Hungary, and from Poland to Vietnam, 
there is consensus on the need for less central plan-
ning and greater political openness. But there has been 
much less agreement on how to design the reforms: 
how fast to proceed, what sequence to adopt, and how 
far to advance. 

For much of the 1980s the Chinese experience ap-
peared promising. Under the leadership of Deng Xiao-
ping reform produced significant increases in growth 
rates, spectacular improvements in living standards, 
more intensive interaction with the international econ-
omy, and noteworthy gains in civil and political rights, 
But the balance sheet turned less favorable in the latter 
part of the decade, with increasing corruption, inflation, 
and inequality fueling sharp dissatisfaction among ur-
ban Chinese. Indeed, the Chinese case suggests that 
even after a strong start, economic and political reform 
can engender increasingly serious contradictions that 
can jeopardize the entire effort. Why is this so? 

1.Reform causes both pain and envy. Clearly, the pur-
pose of reform is to improve the performance of the 
economic and political systems by increasing their 
efficiency, productivity, and responsiveness. But these 
long-term benefits are accompanied by some sobering 
short-run costs. Eliminating subsidies and price con-
trols will create strong inflationary pressures, at least 
uritil supply catches up with demand. Subjecting en-
terprises to more intense domestic and foreign compe-
tition and imposing greater financial discipline on 
them will most likely lead to bankruptcies and unem-
ployment. Providing greater incentives for greater pro-
ductivity and allowing the emergence of private and 
collective enterprises will generate new inequalities 
that can be perceived as unjust. And dismantling or 
deactivating old mechanisms of political control can 
lead to crime, corruption, and social disorientation, 
just as increasing opportunities for political participa-
tion will encounter resentment and resistance from 
entrenched party and government elites, 

2. Agriculture is no panacea. The Chinese case has 
been frequently said to show the wisdom of starting 
economic reform in the countryside. And it is true that 

the decollectivization of Chinese agriculture in the late 
1970s and early 1980s provided a great boost to the 
overall reform effort by stimulating economic growth, 
providing more consumer goods for the cities, and 
building a firm political base in zural areas. 

But the Chinese experience also shows that such 
benefits may be relatively short-lived. The increases in 
agricultural production in the early 1980s were largely 
achieved through a series of one-shot initiatives that 
cannot be repeated: dismantling the communes, divid
ing the land, and reinstituting family farming. Sustain
ing the gains over time will require stimulating invest
ment and production by increasing the prices paid to 
farmers for their agricultural output. This, in turn, re
quires either that price increases be passed along to 
the consumer (thus exacerbating urban inflation) or 
that government subsidies be provided to either peas
ants or city dwellers (thus increasing the financial bur
den on the state treasury). Once the engine of reform, 
agriculture can soon become a brake. 

3. Stopping reforms halfway only intensifies the contra
dictions. In the 1980s Chinese leaders succumbed to the 
understandable temptation of implementing those as
pects of reform that would produce political and eco
nomic benefits while delaying those that would impose 
costs. Thus, they approached thf conundrum of price 
reform by maintaining two sets of prices for critical 
commodities: a lower planned price (as a subsidy for 
favored consumers) and a higher market price (as an 
incentive to stimulate production). But as the gap be
tween the two sets of prices widened, this halfway 
measure gave corrupt officials an irresistible invitation 
to buy cheap from the plan and sell dear on the market. 

Similarly, Chinese leaders gave factory managers 
greater autonomy over investment without making 
them responsible for the profitability of their decisions. 
At the same time, they decentralized the banking sys
tem without maintaining controls over the money sup
ply. The result: vast quantities of unprofitable projects, 
an overheated economy, and growing government sub
sidies for enterprises in the red. Once again, halfway 
measures selected in hopes of painless reform generat
ed serious economic and political contradictions. 

4. Incrementalism may prolong the agony. Chinese lead
ers approached restructuring in an experimental and 
incremental manner, trying out different strategies in 
local areas and phasing in reforms over a long period of 
time. At first, outside observers believed that such a 
cautious approach was wise, for it would impose the 
necessary pain of reform gradually and would allow a 
more accurate determination of the most effective tech
niques of reform. Increasingly, however, the risks of 
such an approach became clear. Incrementalism per
mits the contradictions inherent in halfway measures to 
grow and fester. By extending the costs of reform over 
time, such an approach may also dissipate the political 
support that reform may enjoy when it first begins. 

This is particularly true when, as in China, an incre-
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mental strategy involles distributing the gains of re-
form before imposing the costs. In such a case the pub-
lic may gain the false impression that reform will be a 
relatively easy and painless process. Alternatively, ru-
mors of impending price hikes and layoffs may create 
chronic unease and confusion. The Chinese experience 
therefore seems to support those who argue that eco-
nomic reform should be conducted quickly, during the 
honeymoon period that a new government committed 
to restructuring may temporarily enjoy. 

5. Reform requires reoructuring of both the economy 
and the political system. One of the central issues in re-
form strategy involves the sequencing of political lib-
eralization and economic restructuring. The Soviet 
Union under Mikhail Gorbachev illustrates the danger 
of undertaking political liberalization before launching 
significant economic change. In a more open political 
system, continued economic stagnation invites protest, 
and yet opponents of painful reform are simultaneous

ly given greater ability to mobilize to oppose or ob-
struct. 

China, on the other hand, exemplifies the danger of 
economic reform without adequate political change. 
The contradictions and pain inherent in economic re- 
form produced serious social grievances. At the same 
time, the partial relaxation of political control and the 
growing independence of worker's from their place of 
employment made it possible to turn those grievances 
into political action. But the political system remained 
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authoritarian, without adequate institutions for ab
sorbing and responding to the wave of new demands 
coming from urban society. 

In short, the Chinese case suggests the wisdom of 
instituting reform rapidly and comprehensively, tak
ing decisive action along several fronts simultaneously. 
Even so, the process of political and economic restruc
turing will still be painful. There is nc, guarantee that 
the economic situation will respond smoothly or quick
ly to new market forces. Nor, despite political reform, is 
there any assurance that reforming Communist regimes 
will enjoy the legitimacy they need to persuade their 
publics to accept economic sacrifice for a long period of 
time. It is very possible, therefore, that the process will 
bog down midway, as the growing costs of reform 
steadily erode its base of political support. 

Possobility of Dramatic Breakdown 

Before!Tiananmen, it appeared that breakdowns in re
form would likely occur in relatively quiet ways, sucl) 
as they did in Hungary in the early 1970s. Inflation, in
equality, and corruption might eventually compel a 
government to suspend economic reform and reim
pose administrative controls over the economy. Un
orthodox new ideas might lead to a reactivation of po
litieal education, and political dissent might spark the 
reassertion of political controls over society. But it 
seemed that this sequence of events would happen 
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gradually and with restraint. In fact, China's own tor-
tuous experience with reform - its economic austeri-
ty programs of 1980-81 and 1985-86, its campaign 
against "spiritual pollution" in 1983-84, and its sup-
pression of student demonstrations in 1986-87 - sug-
gested that periods of retrogression would be relative-
ly muted 3nd short-lived. 

Subsequent events in China showed that break-
downs in reform can also be dramatic. Indeed, what 
was unexpected about the Tiananmen Incident was 
not the severity of the dilemmas that reform had en-
countered, nor the degree of retrogression that thrse 
dilemmas provoked, but the scale of the demonFsra-
tions and the brutality with which they were sup
pressed. The Chinese experience suggests that accu-
mulated grievances - first from years of political 
repression and economic stagnation, then from the un-
realistic expectations generated by the inauguration of 
reform - can be much larger than outsiders forecast. 
Partial political relaxation, especially if the national 
leack:rship is obviously divided, can encourage the ex-
Yression of those grievances in intense and explosive 
ways. The inability of public seority forces to cope ef-
fectively with large-scale demonstrations can then re-
quire the use of inexperienced military units, possibly 
with devastating consequences. 

As dramatic as the events in China were, their inter-
national implications were further magnified by tele-
vision coverage. The presence of a large international 
press corps in major Communist countries means that 
demonstrations, particularly in the capital, will be the 
subject of immediate and extensive reportage. The 
revolution in telecommunications technology - the 
prevalence of small videocameras, the portability of 
videotape, and the availability of direct-dial interna-
tional telephone and facsimile service - makes it ex-
tremely difficult for Communist leaders to completely 
cut off news accounts to the outside world. Demon-
strations for further political and economic reform are 
thus likely to find sympathetic audiences overseas, 
and any suppression of protest by the authorities will 
be swiftly and graphically reported. 

The impact of the Tiananmen Incident on American 
perceptions and policy was also exacerbated by the 
presence of tens of thousands of Chinese students and 
scholars in the United States, a large proportion of 
whom were passionately committed to economic and 
political reform. The most active and articulate of them 
quickly learned to play a prominent role in the Ameri- 
can political process, writing op-ed essays for major 
newspapers, testifying before Congress, and appear-
ing on television news programs and radio talk shows. 
To be sure, no other Communist country has as many 
nationals in the United States as does China. But the 
impact of retrogression may still be magnified by the 
visitors who are here, as well as by the large 6migr6 
and refugee communities who settled in America in 
earlier years. 

In sum, the Chinese case suggests the possibility that 
breakdowns in Communist reform movements may be 
sudden and violent, in ways that magnify the impact 
both at home and abroad. Domestically, a dramatic 
collapse increases the possibility that the Communist 
regime, now fighting for its life, will respond with sus
tained retrogression rather than marginal adjpitment. 
Internationally, it increases the prssure on the United 
States government to respond in ways that embody 
the public's frustration at seeing its expectations for 
peaceful and constructive change so brutally dashed. 

Dilemmasfor the United States 

Much of the discussion of the reform in Communist 
states has focused on the opportunities it presents to 
the United States. How can the United States facilitate 
political and economic reform in Eastern Europe? 
How can Washington take advantage of the new possi
bilities for arms control agreements with the Soviet 
Union? How can the West encourage the remaining 
hard-line Communist states, such as North Korea and 
Cuba, to join the trend toward economic and political 
liberalization? 

These questions remain important and deserve con
tinued and careful attention. But the Tiananmen 
Incident also suggests the need to consider an addi
tional, more sobering issue: How should the United 
States respond to breakdowns - particularly violent 
ones - in the troubled process of economic and politi
cal reform? 

For major Communist powers, such as China and 
the Soviet Union, the United States must weigh its in
terest in promoting human rights against its interest in 
ending the Cold War. There is, of course, the possibili
ty that a breakdown in reform could produce a hard
line regime that initiated a more confrontational policy 
toward the United States. But what if the new leader
ship still wished to maintain a conciliatory stance 
abroad, even as it pursued a retrogressive policy at 
home? With some exceptions, this has been the foreign 
policy of the Chinese government, which insists that it 
wants to maintain normal relations with the United 
States even as it represses domestic dissent. It cc',ld 
also be the foreign policy of a conservative leadership 
in the Soviet Union, preoccupied with maintaining 
control over restive minority republics and assertive 
urban intellectuals. In such a case, it might well be 
American policy that would be responsible for a re
turn to international confrontation. As one Soviet in
tellectual recently asked incredulously, "Do you 
Americans really believe that Lithuanian indepen
dence is more important than maintaining a friendly 
relationship with the Soviet Union?" 

Even if sanctions were deemed appropriate, what 
form should they take? The Chinese case suggests the 
wisdom of limiting relationships - especially symbol
ic ones - with hard-line leaderships in post-break-
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down regimes. Restricting some kinds of contacts 
clearly signals American repugnance at the repression 
of dissent and the abandonment of political reform. 
But the Chinese experience also suggests that attenuat
ing cultural, academic, and economic relationships is 
unwise. Indeed, it is through these channels that pres
sures for change and ideas about reform can enter a 
Communist country undergoing restructuring. That 
explains why few intellectuals and reformers inside 
Chin:, are currently in favor of further American sanc
tions. On the contrary, they warn that substantive 
sanctions could enable the hard-line leadership to ap
peal for support on nationalistic grounds, blame eco-
nomic difficulties on foreign intervention, and provide 
an ideal pretext for reducing further cultural and eco-
nomic exchanges with the United States. 

Finally, in confronting a post-breakdown Communist 
leadership, how effective can American sanctions be? 
The Chinese experience indicates that they will have an 
impact only if they are multilateral in character, enjoy-
ing the support of a broad range of Western nations. 
Otherwise sanctions will simply illustrate the isolation 
of the United States and will divert economic relations 
to countries willing to carry on business as usual with 
regimes where reform has been sidetracked. But the 
Chinese case also warns that even multilateral sanctions 
may not have an immediate positive effect on a regime 
that is fighting for its own political survival. Formal 
sanctions, therefore, must be sustainable for long peri-
ods of time, in the absence of any renewed movement 
toward economic and political reform. 

Perhaps the most effective sanctions are to be found 
not in formal government action, but in the natural re-
sponse of the marketplace. As a country experiences 
instability, repression, and retreat from economic re-
form, it becomes a less attractive partner for foreign 
lending, foreign investment, and even foreign trade 
and tourism. The net impact of these private and insti-
tutional decisions can be more severe over the longer 
term than the consequences of official actions taken by 
government, 

Prospectsfor Renewed Reform 

Given the widespread conclusion that totalitarianism 
and central planning are ineffective and illegitimate 
systems, it is tempting to assume that breakdowns in 
reform are temporary phenomena that will ultimately 
give way to renewed liberalization. In China's case, for 
example, many analysts predict that the deaths of 
Deng Xiaoping and the other octogenarians now in 
power will be the occasion for the resurrection of re-
form, perhaps in a more thoroughgoing manner than 
appeared possible before Tiananmen. Once again, a 
closer look at the situation in China evokes greater 
caution. 

It is indeed possible that reform will revive, after the 
political and economic costs of retrogression became 
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In short, the Chinese case 
suggests the wisdom of 

institutingreform rapidlyand 
comprehensively, taking decisive 

action along severalfronts 
simultaneousl . Even so, the

Y 
process will be painful. 

more apparent and when new leaders emerge on the 
po!itical stage. But the obstacles will remain substan
tial. Reform will still impose significant economic, po
litical, and social costs on powerful sectors of society. 
The most effective strategies for undertaking reform 
will remain elusive and controversial. And the difficul
ties China's reform encountered in the late 1980s may 
have weakened the political base for further restructur
ing. For these reasons, a mixed economy coupled with 
a renewed authoritarian system may endure for a long 
time. And if reform does revive, it may prove no more 
successful the second time than it was the first. 

Even if reform does resume and prosper, the impli
cations for the United States will still be mixed. It may 
be that successful reform in Communist systems will 
mark the end of the great ideological divide between 
capitalism and communism that characterized inter
national politics throughout most of the 20th century. 
But to describe this outcome as the "end of histoiy" is 
dangerously misleading. It may be more accurate to 
describe the implications as the "resumption of his
tory," in which global geopolitics is once again charac
terized by a complex balance of power among many 
countries with competing claims for economic and 
strategic influence. A reforming China, Soviet Union, 
or Vietnam may no longer present an ideological or 
subversive threat to its neighbors, but it may continue 
to pose more conventional security challenges and 
may even provide an increasing degree of economic 
competition as well. 

Thus, although the world is changing, it is not smart 
for us to engage in premature self-congratulation. Re
form in Communist systems will be Edifficult process, 
in which crises and breakdowns are highly likely. Peri
ods of retrogression will present serious challenges to 
the United States and its allies. And, even if reform 
succeeds, the historical struggle for political influence 
and economic advantage among nations will not be 
completely abated. o 
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INTRODUCTION 

Overshadowed by Western Europe's dramatic movement toward 
economic integration, the Pacific Rim quietly has been taking unprecedented 
steps that could lead to greater economic cooperation. Whether this will be 
ach-eved is, of course, still too early to say. So far, at least, the dynamic 
Pacific region nations have created a forum for discussing trade and 
economic matters. For the United States, this offers a chance to institutional
ize its leadership in what has become the most important source of and 
market for American goods. 

The forum was created last November in Canberra, Australia, at a cabinet
levei mceting of representatives from Australia, Brunei, Canada, Indonesia, 
Japan, South Korea, Malaysia, New Zealand, the Philippines, Singapore, 
Thailand, and the U.S. There they agreed to establish the Asia-Pacific 
Economic Cooperation group, known as APEC.1 They agreed to expand offi
cial, but informai, cooperation on economic and trade issues, with the goal of 
strengthening the multilateral trading system and enhancing regional 
economic growth. 

1 The Pacific region, fnr the purposes of this paper, includes Northast Asia, Southeast Asia, China, 
Australia and New Zealand, the South Pacific Islands, and North America. Indochina, Latin America, and the 
Soviet Union, while lordering the Pacific do not have sufficient economic links with the area to be included in 
efforts at regional cooperation at this time. 

Note: Nothing written here isto be construed as n, essrily reflecting the views of The Heritage Foundation or as an attempt to aid or hinder the 
passage of any bill before Covivess. 



A second cabinet-level APEC meeting is scheduled for mid-summer in Sin
gapore. Last week officias of the U.S. Commerce, State, and Treasury depart
ments and the Office of the U.S. Trade Representative met in Singapore with 
representatives of APEC's other countries to plan this summer's meeting and 
to discuss the establishment of small "working groups" to study economic and 
trade issues. 
. APEC could be a vehicle for reducing or eliminating foreign barriers to 

American exports and investment. APEC, for example, could negotiate com
mon positions for its members in multilateral trade talks, as well as stand
ardization of regulations, improved shipping facilities to accommodate in
creased imports, and eased customs procedures. 

Supporting Informal Efforts. One problem is that, like so many other inter
national organizations, APEC could mushroom into an expensive, ineffective 
bureaucracy more interested in expanding its own budget than in expanding 
the international economy. Thus, while the Bush Administration should sup
port APEC's informal efforts to eliminate regional trade barriers, it should 
oppose creation of a permanent body until there is a clearer understanding of 
the potential costs and benefits. 

If trade barriers can be reduced and economic growth encouraged by using 
existing resources, there is no need to establish a potentially costly 
bureaucratic organization. f, however, the establishment of a small per
manent secretariat would increase significantly the efforts to eliminate im
pediments to U.S. tra Je and investment in the Pacific, the Bush Administra
tion should support such a move. 

Washington also should ensure that it keeps the American business com
munity informed of APEC actions that ease trade restrictions and that APEC 
consult private individuals and companies to determine trade and investment 
barriers that need to be eliminated. It is the international business community 
- those who confront trade barriers daily - and not government bureaucrats, 
who are most knowledgeable about trade restrictions. 

Coordinating Information. APEC will be most effective if it coordinates in
formation gathered by existing government and private institutions ra.er 
than duplicating researci, data collection, and analysis of economic condi
tions and policies. Where e-;sting data are insufficient, the Bush Admirnxs.ra
tion should support the creation of APEC "working groL,'" to study specific 
issue areas. 

The U.S. plays such an important security and economic role in the Asia-
Pacific region, and many countries depend so heavily on exports to the U.S., 
that Washington must play an important role in official efforts at econoni 
cooperation. To fulfill this role, and make APEC an effective instrument in 
expanding trade and promoting economic growth, the Bush Administration 
should: 

* + Push for reductions in barriers to trade and hivestment in the Pacific 
region within the informal APEC framework; 
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* * Urge that APEC use existing data collection and research when pos
sible, including that by private institutions and businesses; 

* * Use the opportunities for trade and investment promotion available 
under the informal APEC structure before recommending the creation of an 
official body; 

* + Oppose the full membership in APEC for command-economy 
countries until they reform their economies extensively and guarante legal 
protection for the private sector; 

* * Inform the West European nations of the APEC discussions, assuring 
them that APEC will not become a protectionist economic bloc that will keep 
out European investment and exports; 

* * Warn that attempts by the European Community to become a protec
tionist trading bloc will be watched closely by all APEC members; and 

* * Continue to explore other bilateral and regional efforts to reduce bar
riers to trade and investment, including establishing Free Trade Areas. 

NEW MOMENTUM FOR COOPERATION 

Though the idea of an Pacific cooperation has been discussed opeIy since 
the 1960s , until last year there had been little official government interest. 
Then, in a January 31, 1989, speech to South Korean businessmen in Seoul, 
Australian Prime Minister Bob Hawke announced that he would ask other 
Pacific nations for their ideas on how best to further official economic 
cooperation. He subsequently dispatched high-level delegations to Japan, 
South Korea, and Southeast Asia, and after receiving cautious support for the 
idea, he offered to host a ministerial meeting in Canberra. 

There, on November 6 and 7, some two dozen foreign and economic mini
sters and 300 other participants established a consultative forum. The 
ministers' joint statement proclaimed that "the further opening of multi
lateral trading system was of substantial and common interest." They "reaf
firmed their commitment to open markets and expand trade" through global 
trade talks and promised that there would be no attempt to make APEC into 
a protectionist economic bloc.3 

Continued Discussions. The conference was rated a success by its par
ticipants, who agreed on future meetings to discuss "work programs" and to 
craft common positions on the multilateral trade negotiations underway in 

2 For a background discussion of efforts at regional cooperation in the Pacific, see Thomas J.Timmons, Asian 
Studies Center BackgrounderNo. 62, 'The Pacific Community. Evolution of an Idea," May 25, 1987. 
3 'Ministerial Level Meeting Joint Statement," p. 1, as found in APEC,"AustraliaBackground,Australian 
Overseas Information Service, 1989. 
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what is known as the Uruguay Round of the General Agreement on Tariffs 
and Trade, or GAIT. The ministers agreed to continued informal discussion 
at ministerial meetings in Singapore this year, and in Seoul next year. 

This official interest in economic cooperation has been in large part 
spurred by developments outside the region. These include: the precarious 
nature of the GATT"round a it enters its final year, progress by the 
European Community (EC) toward economic integration, and the U.S.-
Canada Free Trade Area, the latter two of which have raised fears of growing 
regional trading blocs. 

Fears of Fortress Europe.' While the U.S.-Canada agreement isof some 
concern to Asian countries, it is dwarfed by Asian worries about a "Fortress 
Europe" raising barriers to imports. At ministerial meetinis between the EC 
and the Association of Southeast Asian Nations (ASEAN) in Malaysia last 
year, European offi zals attempted to allay these fears. The ASEAN delegates 
were unconvinced. Stated Malaysian Minister of Trade and Industry Rafidah 
Aziz: "...the concerns and fears of fortress Eprope aren't without foundation 
and won't be dispelled by mere assurances.' As a result, many countries of 
the Pacific have concluded that if they show a united front in negotiations 
over market access in Europe, the EC will be forced to moderate protec
tionist tendencies. 

Since the Pacific region's prosperity has been in large part due to an open 
trading system, there is a remarkable degree of agreement among APEC 
countries that GAITs current Uruguay Round must be supported strongly. 
Many APEC countries believe that, if a common positions could be reached 
among themselves prior to the GAIT negotiations, the chances for a success
ful conclusion of thc round would be increased.Two APEC trade minister 
meetings planned for this year are an effort to achieve that goal. 

CANBERRA AND TOKYO - LEADING THE EFFORT 

One factor that has inhibited economic cooperation, especially amc,:-.g 
members of ASEAN, has been the conflict between their desire to ensure 
Japanese support of Pacific cooperation efforts and their fear of economic 
domination by Tokyo. Many Asian countries still have painful memories of 
Japan's 1942 militarily-imposed, so-called Greater East.-Asia Co-Prosperity 
Sphere, through which Tokyo sought to guarantee its access to the region's 
raw materials and to dominate the region economically. Thus, if Tokyo were 
seen as supporting economic cooperation too actively, ASEAN members be'. 

4 Commonly known as the Common Market, the EC includes Belgium, Britain, Denmark, France, West
 
Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands, Portugal, and Spain.
 
5 Formed in 1967, ASEAN seeks to promote economic and political cooperation among the nations of
 
Brunei, Indonesia, Malaysia, the Philippines, Singapore, and Thailand.
 
6 Wall Street Joumal, July 12, 1989, p.A14.
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came worried. But if Tokyo expressed little interest. ASEAN members ar
gued that an economic organization that excludes Japan would be of little use. 

A compromise of sorts emerged in the early 1980s; Japanese participation 
in economic cooperation efforts was combined with Australian political 
leadership. This combination has allowed Japan to play an active role, 
without worrying ASEAN as much as if Tokyo had acted alone. Ths also 
gives Australia the opportunity to increase its profile in Asia, after years of 
looking primarily toward Europe and the British Commonwealth. 

Australian Prime Minister Hawke's January 1989 speech launching the 
APEC idea triggered a minor flap when he made no mention of involving 
the U.S. Nor did he mention Canada, the People's Republic of China, Hong 
Kong, or the Republic of China on Taiwan. Tokyo, Seoul, and ASEAN sub
sequently pressed for including the U.S. and Canada in the forum. Among
other things, this woqld lessen the potential for Japanese domination of a 
Pacific organization. 

Question of China. Australia promptly agreed to expanded participation, 
sending an envoy to Canada, China, Hong Kong, and the U.S. to assess their 
interest in Pacific cooperation. Australian Minister for Foreign Affairs and 
Trade Gareth Evans also supported Taipei's participation, but stated before 
the Twelfth Australia-ASEAN Forum on May 15, 1989: "Whether a formula 
can be found, which s acceptable to all participants, to bring Taiwan in 
remains to be seen. The issue of Chinese participation became moot after 
the massacre of Chinese demonstrators inTiananmen Square. Beijing no 
longer could be invited and there was little support for including Hong Kong 
and Taiwan without the Mainland. 

While Prime Minister Hawke was laying the groundwork for his initiative, 
Japan's Ministry of International Trade and Industry (MTI) was undertaking 
similar efforts. In a report released last June, MIT advocated making "the 
Pacific Ocean...a 'huge ocean of free trade' to the entire world." The report 
called for an economic ministerial conference "as soon as possible" and 
urged that actions "promoting substantive policy cooperation...should be in 
concert with existing associations....'9 Many of the Japanese proposals ended 
up in the Hawke initiative. 

7 Japan's GNP represents some 68 percent of all of the Pacific region's GNP. With the U.S. and Canada in 
the group, the percentage drops to 29. 
8 'Australian Prime Minister's Regional Economic Cooperation initiative,"Australian Overseas Information 
Service, 1989, p. 10. 
9 See summary, Report of the Councilfor the Promotion ofAsian-PacificCooperation- Toward an Era of 
Development through Outward-looking Cooperation, Ministry of International Trade and Industry, Tokyo, June 
1989. 
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WASHINGTON'S RESPONSE TO THE HAWKE INITIATIVE 

After it was clear that Hawke was not excluding America, Washington 
responded positively to his initiative. On June 26, 1989, Secretary of State 
James A. Baker told the Asia Society in New York City: 

Our involvement in the creation of this new institution 
ill signal our full and ongoing engagement in the 

region. And by furthering the development of market 
economies within the international system, we 
strengthen1

the0 collective force of those that share our 
principles. 

Baker emphasized that American support depended upon the "Pacific in
stitution" expanding trade and investment and being based on free-market 
economic ideas and respect for the private sector. 

The U.S. Congress also has shown growing interest in Pacific economic 
cooperation, primarily as a counterweight to the European Community. In 
1988 Senator Bill Bradley, the New Jersey Democrat, called for the estab
lishment of a forum of eight Pacific nations to coordinate efforts on GAIT 
negotidtions, exchange rates, and Third World debt. Senator Alan Cranston 
and Representative Mel Levine, both California Democrats, introduced legis
lation urging the establishment of a Pacific Basin forum to discuss trade, 
economic, diplomatic, and security confidence-building.11 Last September 
21, Cranston chaired a hearing on the subject in which there was broad agree
ment among Administration officials, U.S. legislators, and representatives 
from private organization on the value of economic cooperation. 

ASEAN POST-MINISTERIAL MEETING 

Australia's proposal received a boost during ASEAN's Post-Ministerial 
conference held in Brunei on July 6 to 8, immediately following the ASEAN 
Foreign Ministers meeting.1 ASEAN agreed to attend an exploratory con
ference in Australia on the subject of Pacific Cooperation, but stressed that 
its participation in no way indicated commitment to the idea. 

Alarm in Europe. Immediately following the ASEAN announcement, 
Australia's Evans stated that his country would host such a meeting in early 
November and would invite the nations of ASEAN, Canada, Japan, New 

10 Secretary of State James A. Baker III,A New PacificPannership: Frameawokforthe Future,Current Policy 
No. 1185, U.S. Department of State, Washington, D.C., p. 2. 
11 Dick Nanto, PacificRim Econcmic Cooperation,Congressional Research Service, Washington D.C., 1989, 
p. 24. 
12 Also known as the 6 + 5 +1 dialogue, the Post-Ministerial meetings allow the six ASEAN foreign ministers 
to meet with their counterparts from Australia, Canada, Japan, New Zealand, and the U.S.The European 
Community also takes part in the discussion.s as an observer, and in 1989, for the first time, the South Korea was 
included as a "sectoral" dialogue partner. 
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Zealand, South Korea, and the U.S. This alarmed the European Community,
which was an observer at the Brunei meetings. Said EC Commissioner Juan 
Abel Matutes: "We cannot accept a forum of this kind, in which 50 percent of 
our external trade would be discussed [but] in which the community would 
not participate."'13 When the EC asked Evans for a role in the group, he 
refused, emphasizing that this was to be a group for Pacific countries only. 

CANBERRA MINISTERIAL MEETNG 

By the time foreign and economic ministers of the twelve participating 
Pacific countries gathered last November in Canberra, there was a quiet con
sensus that official efforts for economic cooperation were worthwhile 
provided that they remained informal for the near future. As a strong signal 
of its support, the Bush Administration dispatched a delegation headed by
Secretary of State Baker, Secretay of Commerce Robert A. Mosbacher, and 
U.S. Trade Representative Carla A. Hills. The presence of these three power
houses in Canberra was viewed by some as a warning to the Europeans that 
they should not erect protectionist barriers to trade following Western 
Europe's economic integration in 1992. Said one Australian official: "Baker 
wants to send a signal to the Europeans that the United States has this region 
locked up." 14 

At the Canberra meeting's conclusion, a Joint Statement expressed satisfac
tion with the discussions and, although agreeing that creating a formal struc
ture was premature, set an agenda for future meetings. Then the statement 
listed four broad areas for APEC's "work programs": 

1)Economic Studies: including review and analysis of the economic out
look for the region and improvement of regional economic and trade data; 

2) Trade Liberalization: including ministcrial consultations in September 
and December to coordinate negotiating positions in the GATT and official 
discussions to streamline customs practices and business visa requirements; 

3) Investmelit, technology transfer and human resource development: in
cluding information exchange programs to identify regional opportunities for 
trade and investment, a data base on commercial opportunities, and coordina
tion of trade promotion events; and 

4) Sectoral Cooperation: including an initial focus on improved coopera
tion in tourism, engjgy, traded promotion, the environment and infrastruc
ture development. 

U.S. officials focused on point Number 4 in last week's meetings in Sin
gapore.The U.S. proposes establishing small groups of officials and other ex

13 FarEastern EconomicReview, July 20,1989, p. 10. 
14 "Pacific Rim Nations Tentative O Talks Over Ti ade Group," Washington Post, November 7, 1989, p. D3. 
15 These points, as well as a summary of the proceedings can be found in "APEC,"AustraliaBackground, 
Australian Overseas Information Service, 1989. 

7 



perts to recommend actions to promote tourism, coordinate national respon
ses to changing telecommunications technologies, expand transportation ser
vices, and exchange information on energy trends. If successful, these expert 
groups would expand greatly the information available to U.S. government of
ficials and businessmen and could lead to significant reductions in non-tariff 
barriers to U.S. exports. 

Preventing Hong Kong and Taipei. Although Australia wanted originally to 
include the People's Republic of China in APEC, the U.S. argued that since 
China is not a market economy, it does not belong in a body designed to ease 
government interference in the private sector. However, because of the politi
cal power of Beijing, its exclusion unfairly prevents the participation of the 
free-market economic powerhouses of Hong Kong and Taipei. 

In his summary statement of the conference, Australia's Evans said that the 
ministers agreed that future participation of Mainland China, Hong Kong, 
and Taiwan, as well as the Pacific Islands, would be desirable. Washington of
fered a potential solution, by offering Hong Kong full APEC membership, 
Beijing official observer status, and Taipei unofficial observer status. This for
mula could gain increased support at this year's meetings as a way to allow fu
ture participation of all three Chinese territories. 

CHANGING DYNAMICS 

APEC's rapid progress in the past year contrasts starkly to the reluctance of 
governments in the 1980s to promote Pacific economic cooperatior.Though 
that decade began with a flurry of activity, including the release of a report by 
Japan's Pacific Basin Coopei ation Study Group and high-level conferences in 
Bali, Indonesia, and in Canberra, by the end of 1980, optimism had faded. Of
ficial government participation in Pacific cooperation effectively was 
precluded by ASEAN's unwillingness to attend future meetings. Private ef
forts at cooperation received a boost, vith the formation in September 1980 
of the Pacific Economic Cooperation Conference (PECC). Made up of repre
sentatives from government, business, and academia, the PECC seeks to ex
amine issues influencing economic growth and improve regional economic 
cooperation. 

For most of the past decade, the primary advocates of increased Pacific 
cooperation were academics and businessmen. In addition to PECC, they 
have been active in the Pacific Basin Economic Council (PBEC), founded in 
1967. It seeks to strengthen economic and business contacts among its some 
850 members, comprised of major business firms from Australia, Canada, 
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Japan, South Korea, New Zealand, Taiwan 16 and the U.S. Last year, repre
sentatives from Chile and Mexico were accepted as full members. 

Parallel Agendas. PECC has held seven general meetings in the past 
decade, most recently in Auckland, New Zealand, last November. Attracting 
364 participants, this session focused on PECC's relationship to APEC and 
on PECC task forces dealing with such specific economic sectors as fisheries, 
minerals and energy, and agricultural policy. PECC's Standing Committee 
agreed to "tailor produs to pa{. llel [APEC's] ministerial agendas, while 
maintaining its independence." This January, the PECC formed a per
manent Secretariat, based in Singapor,... 

This has sparked talk of APEC using the PECC as a private "think tank" to 
coordinate economic forecasts and other information-gathering tasks. Infor
mal coordination of PECC and APEC activities already has begun. This will 
enable PECC to survive, while allowing APEC to avoid creating a research 
staff, with its resultant bureaucracy. With the recent establishment of a per
manent PECC Secretariat, cooperation between the two organizations will be 
significantly enhanced. 

THE ASEAN-U.S. INITIATWE 

While supporting the APEC process and exploiting the advantages of a 
regional forum, the Bush Administration must not ignore other efforts to 
reduce trade and investment barriers. Just prior to last week's APEC talks, a 
meeting in Singapore brought zogether representatives of the U.S. Trade Rep
resentative and the State Department with officials from Southeast Asia as 
part of the ASEAN-U.S. Initiative (AUI) process. 

In a joint study released last March, Singapore's Institute of Southeast 
Asian Studies and the Honolulu-based East-West Center assessed current 
ASEAN-U.S. economic relations. It recommends that ASEAN and the U.S. 
negotiate a framework or "umbrella" agreement to establish the administra
tive guidelines for future accords on subsidies, intellectual property rights, in
vestment, and double taxation.The study also suggests that an ASEAN-U.S. 
FreeTrade Area would offer the great -st potential for increases in trade and 
investment. Within such an agreement, which could be drafted this year, the 
U.S. could negotiate a number of small-scale agreements to liberalize trade 
and investment regulations and increase U.S. business opportunities in the 
region. 

16 In general, the Republic of China on Taiwan is unable to join either official or private international bodies 
under that name, due to opposition from Beijing.Taiwan's representatives go by the following designations: in 
the PECC, Chinese Tazi'ei; in the FBEC, Chinese Member Committee inTaipei, and in the Asian Development 
Bank, China,Taipei.
 
17 PECC VII Conferenc:,"PBECBULLETIN,November 22, 1989, pg 1.
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HOW THE U.S. CAN HELP SPUR PACIFIC COOPERATION 

The Bush Administration this year has an excellent opportunity to increase 
economic cooperation and reduce barriers to trade in the Pacific Rim. By 
combining efforts at bilateral, regional, and multilateral trade liberalization 
and economic cooperation, America can push for more open markets and in
creased trade ties. By working with its Pacific trading partners to reduce 
restrictions on regional trade flows and by crafting a common position with 
regard to the GATF negotiations, the U.S. could expand Amerikn exports 
and increase the American share of Pacific markets. 

The U.S. must be sensitive to fears of economic domination among the 
smaller counties in APEC and work within the informal, consensus-based 
structure of APEC.This presents both difficulties and opportunities for U.S. 
negotiators. On the one hand, the absence of a stifling bureaucracy offers the 
opportunity for quick progress on reductions in barriers to trade. On the 
other land, if the U.S. pushes too hard for a quick, comprehensive agree
ment. ither APEC countries, partic,'Iarly those in ASEAN, could pull back, 
afraid of being stampeded by the larger economic powers. In approaching the 
issue of AI'EC, the U.S. must: 

1) Strongly push for the removal of barriers to trade and investment 
through the establishment of the "work programs" allowed by APEC. The ini
tial U.S. proposals made in Singapore last week are an excellent start in this. 
The recognition that non-tariff barriers are just as damaging to trade as tariffs 
is important. Increasing the speed at which products are carried from the port 
of entry to their final markets is one example of a improvement that would 
benefit U.S. exports as much as any tariff reduction. 

2) Urge that APEC rely on existing sources of information wherever pos
sible, including private regional organizations and the business sector. 
Businessmen face trade barriers and restrictive regulations from both their 
home and host governments, and know which changes would bc.,:,t trade the 
most. Private institutions are also valuable sources of data and analysis. 

3) Use all available avenues for trade liberalization within the informal 
APEC structure before recommending the creation of an official body. With 
the assistance of the many private organizations promoting Pacific coopera
tion, there is no immediate need to establish an official APEC secretariat. 
Only if the informal structure proves incapable of easing trade restrictions 
should the Bush Administration back a permanent institution. 

4) Oppose the full membership of any non-market country until that 
country begins extensive economic reforms and legally guarantees the private 
sector. Effective economic cooperation requires that all member countries ac
cept similar principles for the role of the state in the economy. 

5) Inform its West European allies of the progress of APEC discussions, as
suring them Wlat APEC will not become an economic bloc. The Bush Ad
ministration should state clearly that its commitment to free trade is stead
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fast, and that multilateral reductions of trade barriers remains a central goal 
in its trade policy. 

6)State that any attempt to create a protectionist bloc within the 
European Community will trigger intense scrutiny by all APEC members. 
The EC should be warned that barriers directed at one Pacific country will af
fect all others and thus will be treated as a common concern by APEC. 

7) Continue to explore other bilateral and regional efforts to reduce bar
riers to trade and investment, including participating in the ASEAN-U.S. In
itiative and establishing bilateral Free Trade Areas. As each nation is at a dif
ferent level of economic development, bilateral negotiations can be tailored 
to the specific circumstances much more effectively than regional or multi
lateral discussions. The Bush Administration should be receptive to the estab
lishment Free Trade Areas, which is supported by Taipei and increasingly dis
cussed in other Pacific Rim countries. 

CONCLUSION 

By pursuing a combination of multilateral, regional and bilateral agree
ments to easc trade restrictions, the U.S. has an excle't opportunity to in
crease its world-wide exports. This year, negotiations in the GATT will con
clude in December; APEC ministers will meet twice to discuss GATT and 
again to promote Pacific cooperation; U.S. officials will begin a series of dis
cussions on regional cooperation with ASEAN; and American bilateral dis
cussions will continue with many countries, inc'uding the acceleration of 
tariff reductions with Canada. 

Countering Protectionism. APEC is an important part of this overlapping 
series of negotiations. All are designed to open markets and reduce barriers 
to trade. By not emphasizing any one effort, the Bush Administration can in
crease the effectiveness of its strategy of trade liberalization, and assure the 
gTeatest benefit to American business. 

APEC also serves as a strong warning to Western Europe that EC protec
tionist actions will have wide-ranging consequences. APEC is not an 
economic bloc, but could be used to form a common response to potential 
EC protectionism. A successful APEC process not only will strengthen inter
national efforts at trade liberalization, but will place America in a better posi
tion to counter future protectionism. 

Thomas J.Timmons 
Research Associate 

- All HeritageFoundation papersarenow availableelectronicallyto subscribersofthe AWEXIS* on-line 
data retrievalservice. The HeritageFoundation'sReports (HFRPTS)can befound in the OMNI, 

CRRNT,N TRS, andGVTgroupfiles ofthe NEXIS libraryand in the GOVTand OMNIgroupfiles 
o the GOVNWS library. 
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Agricultural Diversification: Policies and Issues from East Asian Experience
 

_The 

Executive summary 

The problem 

i. The objective of this report is to outlinepolicies and issues of agricultural diversification
that are likely to influence the growth and sus-
tainability of the agricultural sector, using the
exptxience of the rice growing countries in EasAsia to provide empirical examples of how theseissues could be addressed. 
ii. In many countries, self-sufficency in food 
Z'ains has brought new challenges and opportu-nities to make agriculture more efficient and more 
flexible. The changing rice economies of Asia 
provide technical and economic lessons on howthe diversification process should be structured 
to enhance and advance the role of the agricul-
tural sector in national economic development,
iii. Rice is uniqvely important in Asia. Thelabor intensity of its production, its high produc-
tivity, and its widespread cultivation throughout 
a country suggest that no other combination offarm crops can generate the historical growth)inkages within the rural sector and to the urban
sector, 
With improved rice varieties and water manage
ment, farr households in areas of high popula-
tion density have been able to Vow rice for their own consumption and often have a surplus forsale. 
iv. The edr ad economiesofAse. 
gan to experience new and unexpected problems
in the mld-1ic0s s uses emerged forcingduro 
down rice prices in domestic and world markets,
Sudden declines in incomes for rice farmers oc-

Policy and Reseorch Series No. 11
 
World Bank, March , 1990 

curred in most Southeast Asian countries as gov
o nnents did not have adequate budgetary resources to keep domestic rice prices above lowprices in the world market. These governments
sought to diversify their farmers out of rice, butsuch efforts were stymied by inflexible farming
systems and a more general detenoration of agricultural commodity prices in world markets.
Donor agencies, especially the World Bank, foundtheir agricultural portfolios heavily invested inrice-specific irrigation systems with v loweconomic returns. Other projects in export-ori
ented tree crops also experienced unexpectedly 
low returns related to collapsed prices. 
v. The commodity price declines in the mid1980s were, in paO dresult ofthe very successful
agricultural production prog:am adopted bycountries in Asia. Though the impact of lowprices was broadly similar across Asian countries
in reducing commodity export earnings and cre
ating distress for farmers primarily growing rice,the ability to respond varied. Moreover, somecountries that were net importers of food andother commodities experienced favorable effects
from the low prices. Others, like Thailand, that
 
were already more flexible and diversified, were
actually able to maintain and even expand agricultural exports while those with less flexibility,
like the Philippines and Indonesia, experienced
sharp dedines. Across Southeast Asia and inparts of South Asia rural diversification has cometo be viewed as a vehicle for alleviating the strains
and dis,,nss ciused to farmers, governments anddonors by the collapse of world prices, especially 
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rice, under the pressure of large surpluses in the 
mid-1980s, and for advancing agricultural pro-
duction systems beyond reaching food self suffi-
ciency by increasing flexibility and productivity 
of agricultural resources. 
vi. Design and implementation of new poli-
cies and investment strategies to foster agricul-
tural diversification turned out to be a compli-
cated undertaking. Two major trade-offs sur-
faced almost immediately as governments tried 
to respond. First, a concern for income distribu-
tion conflicted fairly directly with efficiency con-
siderations, at least in the short run, and govern-
ments found it difficult to strike an appropriate 
balance betw,.en the two. Attempts to do both 
led to a secor d trade-off between incurring large 
budgetary co)sts by maintaining farm prices (and 
in some cases subsidies on inputs) and passing 
on the costs to consumers. The dilemma for these 
countries, especially the ASEAN-4 nations of 
Indonesia, Malaysia, the Philippines and Thai-
land, as well as some South Asian countries, is in 
reconciling their concerns to: (1) minimize the 
adjustment costs to the rural sector of coping 
with low rice prices; (2) keep budgetary costs 
under control; and (3) ensure that future patterns 
of resource allocation are not badly distorted by 
the policies and investments initiated to cope with 
short-run problems. Ultimately, the process of 
agricultural diversification must be consistent 
with longer-run patterns of structural transfor-
mation. Successful countries will find ways to 
use the diversification process to stimulate eco-
nomic transformation within rural Asia by en-
couraging more efficient allocation of resources. 
The objectives of reducing rural poverty and 
improving income distribution can best be pur-
sued when rural incomes are growing and em-
ployment is expanding. The task of this report is 
to find ways for the World Bank to help countries 
move along this path. 
vii. Finding ways to cope with these short-rua 
and long-run dimeisirs of agricultural diversi-
fication is not simple. There are sharp diver-
gr',nes in approaches. In Japan crop diversifica-
tion was introduced in the 1960s under careful 
government direction. Thailand has n recent 
years adopted a free-wheeling market-oriented 
approach to diversification within agriculture. 
Taiwan, in contrast, adopted a market-oriented 
approach and introduced incentives for small 
rural enterprises to process agricultural goods 
for export All these approahes have had their 
problems and successes, but a common lesson is 

that the diversification process must be market
led in the sense of pointing farmers and rural 
entrepreneurs towards activities with better mar
ket demand and higher potential for income. 
Another important policy aspect is the greater 
success attained by orienting production towards 
world markets rather than just local demand. 
Governments in Asian countries, especially the 
ASEAN-4 countries of Indonesia, Malaysia, the 
Philippines and Thailand have to maintain the 
productive capacity of the agricultural sector for 
the basic food staple to ensure a sufficient degree. 
of food security when recurring cycles of short
ages occur, as happened in the late 1980s. At the 
same time, their agricultural policies should strike 
the right balance of agricultural and investmet 
priorities to effectively deal with the problem of 
creating urban and rural employment opportu
nities to absorb a still expanding rural workforce. 

Major issues for Bank lending to agricultural
 
diversification
 

viii. The challenge to agriculture in East Asia is 
to sustain rice farming while expanding into a 
more flexible, diverse agriculture. The objective 
of this process should be to keep the adjustment 
costs relatively small and yet diversify the agri
cultural ecnomy away from its heavy reliance 
on rice and toward other items with more favor
able income elasticities of demand-livestock 
products, fruits and vegetables, for example. Such 
demand-led diversification should be part of a 
broader process of developing an appropriate 
mix of agricultural policies aad production tech
nologies. 
ix. Governments tend io allocafe resources to 
develop commodity-specific proo-rams and set 
production targets for the crops for which the 
country, judging from world market prices, might 
have a cost advantage. Target oriented diversifi
cation programs, however, run the risk of diver
sifying farmers into crops when their prices may 
fall (or even worse, the added output causes the 
price to fall), with farmers no better off than be
fore. To avoid such a situation, it is necessary to 
think of div, .ification as a process of adjust
ment rather than the establishment of targets for 
cropping patterns and to shift resources at the 
margin from specific crop or irrigation invest
ment to more general, and less crop-specific, ru
ral and marketing infrastructure and institutions. 
Such ef'c,' may also help close the gap that 
exists in most agricultural development strate
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gies in Asia-a neglect of the "intermediate" ag-
ricultural sector that is neither a basic food staple 
nor a traditional export crop. 
x. The task for aid agencies, including the 
World Bank, will be to come up with suitable 
analytical skills and technical knowledge for the 
switch from commodity-based prject lending to 
broader sectoral support. Carryig out this switch 
will require extensive preparatory work and fea-
sibility analysis by Bank staff. The design and 
appraisal of such operations involve an entirely 
different set of skills and technical knowledge 
than are required for commodity-specific proj-
ects, and there is a need to emphasize the ur-
gency ofstrengthening these skills inside the Bank 
or elsewhere with such a broad approach to de-
velopment lending for the rural sector. Design of 
programs is often as critical as, if not more than, 
funding levels, although the two often go to-
gether. The methodology used for analysis should 
include the two potential benefits gained from 
diversification: increased flexibility of the agri-
cultural system; and the possibility that price 
fluctuations would have less severe consequences 
for income distribution. 
xi. The objective is to increase the flexibility 
of cropping systems so that a variety of activities 
can be undertaken in response to changing tech-
nology and market conditions with relatively low 
adjustment costs. The level at which such flexi-
bility is created is crucial to the costs involved; 
creating flexibility at the individual farm level is 
more costly than creating flexibility in cropping 
patterns for the country as a whole. Regional 
specialization is possible within an overall pat-
tern of national diversification, thus drawing on 
differences in agronomic potential and the econo-
mies of scale in marketing that are inherent in 
well-functioning commodity systems. Unfortu-
nately, regional specialization cannot eliminate 
the vulnerability of farmers to price changes for 
the particular commodity they produce. 
xii. National diversification through regional 
specialization is the efficient route to solving the 
aggregate problem of vulnerability to sharp 
changes in individual commodity demand and 
prices, but problems of rural poverty and income 
distribution remain. In marginal and upland areas 
of Asia, rice-based cropping systems have low 
returns. Pulling such land out of rice product.on 
would help reduce rice surpluses provided op-
portunities exist for these farmers to generite 
income from other crops. Shifting marginal ar. 
eas out of rice into secondary food crops is r-een 

as one solution. However, commodity-specific 
approaches are risky and, given the weak infra
structure and marketing base, may not achieve 
much for limited-resource farmers in rainfed ar
eas. Alternative, flexible farming systems for 
upland farmers that feature production of more 
income-elastic goods like livestock and horticul
tural products are a means of diversifying their 
income sources. 

For those without access to adequate land 
or on-farm employment, diversification out of 
agriculture altogether is needed. The rural non
farm sector is increasingly becoming an impor
tant source of jobs for members of farm house
holds. While this change is consistent with de
sired patterns of structural transformation, such 
shifts in labor allocation may engender numer
ous problems. In economies burdened with inef
ficient, inward-looking industrial sectors, job op
portunities outside of agriculture are severely 
limited. If the rural economy is unable to absorb 
idle or displaced labor from agriculture, there 
will be an increased inflow of unskilled rural 
workers into low-wage urban informal sectors. 
Agriculth.ra; diversification is the main vehicle 
countries !." - to invest in order to increase ca
pacity to 3bsorb this labor. The process of diver
sification has good potential to increase the role 
of small- and medium-scale rural industry, mar
keting, construction and other labor-intensive 
services. Governments will need to give more 
attention to planning for expanded industrializa
tion within rural areas, including policies required 
to create a favorable environment for private 
in, estors to move enterprises to rural communi
ie 

xiii. Diversification as well as regional speciali
:zamions are influenced by several technical fac
tors. Large-scale irrigation systems were designed 
and constructed for production of rice; they are 
not geared towards crop diversification at the 
farm level. In irrigated areas, diversification from 
rice paddy to non-paddy crops (referred to as 
upland crops) is iimited by the structure of exist
ing irrigation facilities, growing season, soil types, 
drainage capabilities, and land preparation for 
rice. The prospects for diversification in the wet 
season are thus limited in most irrigated areas, 
particularly those with poor drainage, because 
the availability of water in the wet season is ex
cessive for upland crops. On the other hand, it is 
possible to increase the flexibility of irrigated 
farming in the dry season. There are other inher
ent difficulties in switching between cultivation 
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of irrigated rice and upland crops, but farmers 
manage to do so when economic incentives are 
sufficient. In areas where there are suitable soils 
and sufficient water control, farmers can diver
sify production during the dry season. Malaysia, 
Sri Lanka, Indonesia and the Philippines have 
more dry season irrigation than do other coun-
tries in Asia. 
xiv. Unlike farming in irrigated areas, rainfed 
farming has less control over water. So, farmers 
must carefully adjust the choice of crops and 
time of planting and harvesting to the weather. 
What crops can be grown depends critically on 
the amount and timing of rainfall. In this case, 
the diversification effort should be aimed at the 
farm level to reach the millions of small farmers 
cultivating marginal rice land. Farmers in these 
areas can grow a wide range of crops and live-
stock (poultry, dairy, and swine production). 
xv. Income growth in Southeast Asia has 
caused rapid increases in demand for livestock 
products. A rapidly growing proportion of the 
population has emerged from subsistence level 
poverty since the mid-1960s. This demand for 
livestock products has the effect of multiplying 
the demand for grain to feed livestock. Livestock 
production in South and Southeast Asia has pri-
marily meant poultry production, 
xvi. However, the technical feasibility of live-
stock production in these areas needs careful 
analysis. The type of livestock, the organization 
and size of facilities in which to raise them, the 
development of supporting infrastructure and 
marketing systems, and comparison with likely 
import costs are issues that must be addressed 
before deciding that a particular investment in 
livestock is an efficient use of resources in a given 
region. 
xvii. Regicotal specialization may provide the 
opportunity for efficient development of entire 
commodity systems, from input production and 
marketing to downstream processing, thus fos-
tering both vertical and horizontal divetsifica-
tiori with extensive backward and forward link-
ages between production, processing, and mar-
keting. The government has a positive role in 
stimulating diversification and increasing regional 
competitiveness by making broad-based invest-
ment in regional research and extension, rural 
infrastructure, such as irrigation, roads ind com-
munication to facilitate the movement of 
goods and information to small-scale and widely 
dispersed farmers. 

Policies towards dlversiflcaton 

Macroeconomicpolicies 

xviii. At all three levels of concern-the farm 
level, the agricultural sector, and the macroecon
omy--goernment policy acts to buffer or rein
force pressures and opportunities in world mar
kets. Certain policy intervention may actually 
impede the diversification process; successful 
rice price stabilization programs seem to have 
that impact. Too much gov;ernment interventicn 
no doubt harms the whole development effort. A 
more market-oriented approach to agricultural 
development with greater reliance on the private 
sector, however, may not deal adequately with 
the deep-seated concern in all Asian countries for 
food security: the need to ensure adequate quan
tities of food and relatively stable prices for the 
primary food staple of the population. It is unre
alistic to expect a government to adopt completely 
market-oriented policies that stimulate diversifi
cation if this conflicts with stability of oo prices 
and objectives for food security. A government's 
trade and exchange rate policies and its price sta
bilization activities fundamentally affect the 
country's food security. Further studies are ur
gently needed in the design of effective policies 
for agricultural diversification that are consistent 
with price stabilization policies for basic food 
staples. 

Input supplie, for all crops 

xix. A side effect of the heavy attention to iice 
intensification programs in most Asian countries 
has been the concomitant development ofan input 
supply industry and infrastructure designed to 
reach small rice farmers with fertilizer, pesticides, 
seeds, credit, Ad machinery. Creating a modern 
and efficient input production and marketing 
system has not been as easy as developing the 
high-yielding seeds themselves or building the 
irrigation system that make them productive. 
Non-rice crops have little of this supporting in
frastructure to deliver crucial inputs. Wherever 
inputs for rice production can be diverted to other 
crops such as corn or soybeans, few problems are 
encountered unless government agents try to force 
"rice specificity" of input use. Diversification 
away from rice to high-value crops such as fruits 
and vegetables requires more management for 
the distribution of inputs. Quality and timely 
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production are usually crucial to economic suc-
cess with such high value crops. 
xx. INSmuONAL suppm. An agenda for di-
versification requires government to take rneas-
ures that would have an impact on various insti-
tutions and would include: 
(a) Supporting research and extension to re-
duce cost of production. There should be no slack-
ening in the effort to raise productivity in rice 
production. Lowering the cost of rice production 
can contribute significantly to economic growth, 
and lower costs might make rice a more traded 
commodity. Research and extension programs 
for food production should be strengthened and 
broadened to address complex patterns of farm-
ing systems. 

Research should be expanded for upland 
crops -specially at regional and local levels ard 
for commodity research programs for both field 
crops and tree crops that appear to have a poten-
tial comparative or competitive advantage in re-
gional or world markets. Research strategies 
should address quality and cost of production of 
agricultural commodities in order to increase their 
competitive advantages in domestic ard foreign 
markets. 

Research and development of feed tech-
nology in improving the productivity of livestock 
should be strengthened. National research capa-
bilities should be consolidated to analyze and 
develop the structure of alternative crop and live-
stock systems. 

Scope for cooperation with private-sector 
research effor is exists. These efforts can play a 
much larger role than in the past if governments 
adopt appropriate arrangements to protect pat-
ent rights and make possible the development of 
private marketing channels for pi oprietary infor-
mation and products. 
(bo) Improving efficiency and upgrading ex-
isting irrigation and drainage systems. The feasi-
bility of upgrading existing systems for cultiva-
tion of upland crops needs to be studied in view 
of the likely value of output, the adequacy of the 
marketing systems, and the potential for regional 
specialization. %lttermentlevies need to be linked 
to actual performance of the systems. An ex-
panded program on hater nanagement and 
drainage is of high priority for enabling paddy 
farmers to diversify either by a shift out of rice or, 
more likely, multiple cropping with rice. Invest-
ment in modernizing irrigation systems with 
greater coittrol of water delivery and drainage is 

essential for increasing production of high value 
crops, including fruits and vegetables. 
(c) Reducing risks and costs of marketing. A 
fundamental principle of all successful diversifi
cation programs is that they are driven by market 
demand. There is no point in diversifying farm
ers into a crop for which markft potential is lim
ited. Government can take several steps to re
duce risk and improve marketing facilities 
through improved roads and communication, 
rural buying stations, daily radio broadcasts, and 
construction of wholesale mzrkets. Access by 
farmers, private traders and exporters to credit 
should be improved. Loans for rural cottage 
industry should also be encouraged, since this is 
likely to provide opportunities for off-farm em
ployment. Improving quality standards and 
processing opportunities adds value to staple 
conurodities, and vertical diversification in fruits 
and vegetables increases their market potential 
in domestic and world markets. 
(d) Increasing the involvement of the private 
sector. This is especially essential in sc.ed devel
opment and distribution, in the production and 
marketing of fertilizers and other agricultural 
chemicals for all crops. Attention needs to be 
paid to the legal and institutional barriers, such 
as licensing, land leasing, and financing to such 
ventures. 
(e) Studying ural education and training 
strategies, especially vocational educational pro
grams, to determine if they are adequate for the 
long-run structural adjustment required in agri
culture. Appropiate educational programs may 
also be needed to prepare agricultural workers 
for jobs outside of agriculture. 
xxi. This report outlines main issues and poli
cies of agricultural diversification. The frame
work in which these issues are presented is based 
on the need to understand how success in agri
cultural development often creates the need for a 
major reorganization of resources, both within 
the agricultural sector and between a0riculture 
and the rest of the economy. This precess is most 
likely to ocur when success is based on the intro
duction of new technology irn the production of 
agricultural commodities. 
xxii. The report purposely avoids a "pick-the
winner" approach to diversification of Asian 
agriculture. It arues that creation of a profitable 
environment for non-rice crops in Asia requires 
substantial technical research, innovative eco
nomic analysis and policy dialogue that focuses 
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on issues for which the '-ank's extensive com-
parative experience offers insights and that re-
mains sensitive to the objectives of government 
and the views and aspirations of the rural com-
munities. The pervasive theme is the desirability 
of introducing greater flexibility into farming 
systems and of broadening the basis of the rural 
economy in general. A major conceptual prob-
lem for research is to determine what optimal 
flexibility means in different circumstances. In 
nearly all agricultural systems, flexibility has a 
cost. Balancing the need for specialization at the 
farm and regional levels with the right amount of 
systems flexibility is no easy task and will almost 
certainly involve a process of trial-and-error. 

Operational recommendations for 

diversification 


Recommended Strategiesfor the Bank 

PROMOTE BF.OAD-BASED INvESTMENT. Lending for 
agriculture should be for broad-based sectoral 
investments and not for commodity-specific, pro-
duction-oriented projects. Lending should inte-
grate support for infrastructure, agro-industry, 
and manpower development, with institution 
building for agricultural extension, research, mar-
keting and credit. 

PROMOTE FLEXIBLE FARMING sYSEMs. The fo-
cus of diversification should be on improving the 
responsiveness of farmers to changing market 
conditions and new technologies. Emphasis 
should be placed on providing farmers with a 
wider range of technological options an:1 the abil-
ity to pursue a production pattern and off-farm 
employment that will maximize household in-
come. 

IMPROVE KNOWLEDGE OF AGRO-ECOLOGICAL RE-
SOURCES. Development of agriculture should 
emphasize regional comparative advantages 
which are based on agronomic potential and suita-
bility for profitable production and marketing. 
Lending for agriculture should include support 
for studies which improve the stock of knowl-
edge about local agro-ecological resources (i.e. 
soil mappings, aerial surveys, hydrological sur-
veys, climatological data, and past and present 
cropping practices). 

USE APPROPRIATE ANALYTICAL FRXAMEWORK TO 
EVALUATE DIVERSIFICATION. The economic analysis 
of diversification should include both the bene-
fits and costs of increased flexibility of the agri-

cultural system, and the enhanced ability of the 
agricultural system to mitigate effects of price 
fluctuations. 

USE MULTID1SCULNARY APPROACH TO PROJEcr 
DorcmN AND APPRAISAL. A balanced mix of skills is 
needed to plan strategies for agricultural diversi
fication. There should be a multidisciplinary 
approach to project design and appraisal, which 
goes beyond economic policy analysis and in
cludes technology assessment in production, 
processing and marketing. It is essential that 
project design incorporate advanced technologi
cal concepts which could increase farmers' op
tions for production and management of agricul
tural input supply, marketing, storage and proc
essing. Expertise is required in irrigation and 
water .ystems deslgn and management, natural 
resource management, rural industry and rural 
infrastructure, and integrated farming systems. 

Recommended Strategiesfor Borrowers 

AvoiD "PiCK-THE-WNNER" PROJEcr APPROACH. It is 
necessary to perceive diversification as a process 
of adjustment, not the selection of specific crop
ping patterns. Farmers should be provided with 
options which encourage them to grow crops for 
which they have comparative advantage based 
on agro-ecological and economic factors. 

ADoPr mciNc POuCIES THAT ARE CROP NEU-

T.AL. Price stabilization policies should not be at 
the exPense oA secondary crops. Governments 
pursuing a policy 3f domestic price stabilization 
should minimize price distortions by maintJn
ing appropriate relative prices between primary 
and secondary crops. 

INCREASE CONTROL OF WATER DELIVERY AND 
DRAINAGE SYSTEMS. Appropriateinvestment should 
be made in irrigation systems in order to mod
ernize water control and increase the flexibility 
of farming systems. Investment is required for 
upgrading existing irrigation systems ant' :.ew 
approaches are required for designing future ir
rigation systems. The implementation of effi
cient water charge mechanisms are required to 
improve the management cf water resources for 
flexible cropping systems. 

ExPAND THE FOCUS OF SUPPORT SERVICES. The 
scope of research and extension, marketing, and 
credit should be expanded from being crop-spe
cific and production-oriented. Support services 
should serve both primary and secondary crops 
and livestock, and be linked to production, proc
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essing and marketing. Extension workers, for 
example, should be trained to deliver a range of 
agro-technical messages for a variety of crops, 
and should also provide marketing and price in-
formation. Also, traders and processors should 
be provided assistance and information about 
off-farm economic activities. 

EMPHAsIZE LOWERING PRODUCTION COSTS AND 

INCREASING QUALITY OF OUTPUT. Re.;earch and ex-
tension strategies should concentrate on lower-
ing unit costs of production and increased ,4ual-
ity of outputs in order to be more competitive in 
domestic and foreign markets. Attention should 
be placed on minimizing agro-chemical require-
ments because of their negative environmental 
impacts, and on research strategies which are 
based on develojng technology that could en-
hance local comparative advantage in produc-
tion and marketing. 

PROMOTE SUSTAINABLE FARMING PRACTICES. 

Investment in agriculture should be designed to 
support sustainable farming systems that reduce 
soil erosion by incorporating appropriate inter-
cropping and agro-forestry. The investment strat-
egy should integrate crop-livestock farming sys-
tems. Emphasis should be placed on improved 
feed grain production and feeding efficiency along 
with increased use of agricultural by-products 
and waste. 

IMPROVE MARKETING FACTI1TES. Governments 
should encourage investment in improving local 
marketing facilities. Rural buying stations and 
commodity exchanges can be improved by pro-
moting construction of wholesale markets and 
by investing in improved roads, communications 
systems and storage. 

IMPROvE MARxr [NIRMATION SERVICES. Gov-
ernments should design projects for the purpose 
of improving quality and availability of market 
information services for export crops. Radio 
broadcasts should give market information on 
traditional and nontraditional commodities. Gov-
ernments should finance market research and 
'nformation dissemination, especially for --mall-
scale farmers, and also encourage establishment 
of growers' organizations. The identification of 
specific requirements for market niches in both 
domestic and foreign markets is also needed. 

INCREASE ACCESS TO INTIENATIONAL MARKETS. 

Governments should try to increase access to 
testricted international markets and !evise a strat-
egy ;vhich improves its bargaining position on 
agricultural trade issues. 

ESTABLISH STANDARDS 10R QUALIrY CONTROL. 

Government should assist marketing agencies in 
establishing standards and grades for fruits and 
vegetables (fresh, stored nd processed). The 
purpose should be to lower transaction costs and 
facilitate increased opportunities for domestic and 
foreign marketing and proces:;ing. 

INCREASE EMPHASIS ON VFRTICAL DIVERSIFICA-

TION. Governments should support investnent 
in value added generated through vertical diver
sification, by processing and/or storage for both 
traditional and nontraditional agricultural corn
modities. Investment in agricultural commodi
ties should not end at the farmgate, but should 
include post-harvest handling and processing, 
and continue to the final consumer. 

ENCOURAGE PRIVATE SECTOR INVOLVEMENt" IN 
ThE PRODUCTION AND PROCESSING OF I-GH VALUE CROPS 

AND uvEsroa. Governments should remove le
gal and institutional barriers that inthibit economic 
activity by the private sector. Attention should be 
placed on reducing public sector monopoly on 
marketing, licensing requirements for agricultural 
production and processing, attenuated property 
rights, and rationing of foreign exchange. 

ENCOURAGE JOINT VENJRES AND CONTRACT 

FARMING. Governments should provide the right 
set of incentives and legal and institutional ar
rangements to attract foreign and domestic in
vestors to participate in joint ventures and con
tract farming for the production of high value 
crops and livestock. 

ADJUST LAND USE AND TENURE ARANGEMENTS. 
Restrictions on land use and lard holding size 
should be adjusted to encourage investments in 
land improvements and flexible farming systems. 
Land tenure arrangements should allow for se
cure land use rights and land markets for domes
tic and foreign inves%"z a. 

INCREASE OFF-FARM.' DvPLOYMENT OPPORTUNI-

TIES. & cause of potential changes in farming 
patterns ,. ir-order tc provide increased op
portunities for ofi-farm employment, govern
ments should devote more attention to promot
ing investment on small- and medium-scale in
dustrialization in rural areas. 

INCREASE INVESbTMENT IN RURAL EDUCATION. 

Diversification of the agricultural sector will re
quire a wider variety of technical skills. Voca
ional education programs in rural areas should 

L_ expanded to provide improved training for 
on-far n johs and alqo fnr off-farm jobs in indus
'.Aal and service sectort. 
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KOREA AND TAIWAN ACHIEVE SUBSTANTIAL EXTERNAL ADJUSTMENT 

Washington, April 26---A study by the Institute for International Economics in June 1987 analyzed the steps 
that the East Asian newly industrializing countries (NICs) needed to take in order to 4just the excessive 
balance of payments surpluses that were emerging, especially in Korea and Taiwan. Bela Balassa and John 
Williamson have now revised their study, Adjusting to Success: Balanceof Pqryments Policy in the East Asian 

NICs, in order to assess the results of the policies that have been adopted since 1986. 

The original study recommended substantial real effective appreciations of the currencies of all four 
NICs: Hong Kong, Sigapore, Korea, and Taiwan. Balassa and Williamson also called for mAjor trade 
liberalization in Korea and Taiwan. They emphasized that these expenditure-switching policies needed to be 
reinforced by measures to secure a rapid expansion in domestic demand so that payments adjustment would not 

jeopardize continued growth. 

In the event, Korea and Taiwan greatly liberalized quantitative import restrictions and lowered tariffs, 
although they still need to complete the process. Both also executed sharp currency appreciations. Domestic 
demand grew vigorously in both countries. These policies have led to notable reductions in the trade and 
current account surpluses in both Korea and Taiwan, although the Taiwanese surplus remains high. In view of 
this successful adustment, the authors welcome the recent but belated withdrawal of the US Treasury's charge 
that Korea and Taiwan were "manipulating their currencien" (as defined in the Omnibus Trade Act). 

The exchange rate of the won against the dollar has depreciated about 6 percent since its peak almost 
a year ago. However, this occurred in the context of an appreciating dollar, so that Korea's effective exchange 

rate has remained lprgely unchanged. Balssa and Williamson do not see a clear need for any further change 
in the exchange rate of the won at this time, but they recommend that Korea make its exchange rate policy 
more transparent by publishing the composition of the basket to which the won is pegged. Korea also needs to 

bring wage inflation under controL 

Since the decline in Taiwan's current account surplus has slowed down in the past year and threatens 
to come to a standstill, the authors recommend a further real appreciation of around 8-10 percent for the NT 
dollar. Now that the NT dollar is floating, this calls for announcement of a target zone, tn be achieved by 

intervention policies backed up by interest rate changes. The authors also argue that Taiwan should persist 
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with its policy of import liberalization, and encourage the growth of domestic demand through financial 

deregulation and public investment. 

Balassa and Williamson accepted in their earlier analysis that there was a cse for less rapid 

appreciation in S than elsewhere, to help Singapore recover from its recession of the mid-1980s. But 

the time for such delay is past. Singapore needs to reverse its recent depreciation and to achieve the sort of 

real appreciation previously recommended, accompanied by measures to reduce forced saving so as to expand 

domestic demand. 

Despite the growing surplus on goods and nonfhctor services in H tam now is not an opportune 

time to appreciate the Hong Konj dollar in view of the recession that may result from recent events in China. 

Balassa and Williamson argue that the Hong Kong authorities would nonetheless be well advised to shift to a 

basket peg in order to reduce the future shocks that are otherwise likely to buffet the Hong Kong economy. 

About the AUtos 

Bela a Visiting Fellow at the Institute during 1985-90, is Professor of Political Economy at The 

Johns Hopkins University and Consultant to the World Bank. At various times, he has been a consultant to 

the Organizi,.ion for Economic Cooperation and Development, to United Nations organizations, and to the 

governments of a number of developing countrieG. He is the author of 19 books, including New Directions in thi 

World Economy (1909), ComparativeAdvantage, Trade Policy, andEconomic Development (1989), Japanin the 

World Economy (1988), and ChangingTradePatterns in ManufacturedGoods (1988). 

John Williamson, a Senior Fellow at the Institute for International Economics since 1981, was 

professor of economics at Pontificia Universidade Cat6lica do Rio de Janeiro (1978-81), the University of 

Warwick (1970-77), the Massachusetts Institute of Technology (1980, 1967), the University of York (1963-68), 

and Princeton University (1962-63); Advisor to the International Monetary Fund (1972-74); and Economic 

Consultant to the UK Treasury (1968-70). He is the author of numerous studies on international monetary and 

Third World debt isues, including Latin American Adjustment How Much Has Happened? (1990), Voluntary 

Approaches to Debt Rclief (1989), Targets and Indicators: A Blueprintfor the InternationalCoordinationof 

Economic Policy (1987), CapitalFlightand Third World Debt (1987) and The Exchange Rate System (1985). 

About the Indttute 

The Institute for International Economics is a private, nonpartisan, nonprofit research institution for 

the study and discussion of international economic policy, directed by C. Fred Bergsten. It was created in 1981 

to provide fresh analyses of major issues in this area and practical new approaches for dealing with them. The 

Institute receives its funding from a large number of private foundations and corporations. 
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China's Rural Industry Preface 
Structure, Development, and Reform 

Edited by
William A. Byrd and Lin Qingsong The emergence and recent rapid growth of rural nonagricultural enterprises 

(township, village, and private enterprises-Tvps) in China is a striking and 
in many ways unique phenomenon. Almost overnight, industrial activity has 
expanded tremendously and enterprises have proliferated. These changes 
have brought about large increases in rural personal incomes and significant 
shifts in the structure of the rural labor force. 

China's TVP sector has several noteworthy features. 

" Dynamism. Output has been doubling every three to four years, and 
hundreds of thousands of new firms have emerged each year on average. 

" Competitiveness. The sector has gained a large share of the domestic 
market for many industrial goods and has penetrated some export mar
kets as well. 

" Smal scale. Although enterprises of substantial size exist, especially in 
the more developed areas, most firms are small concerns with only a 
few score employees and about Y100,000 in assets. 

" Diversity. There is great geographic variety in ownership, institutional 
arrangements, level of development, and degree of industrialization. 

" Outward orientation. Most output, especially of manufactured goods, is 
sold outside the community or locality in which it is produced.PUBLISHED FOR THE WORLD BANK 0 Community omentation. Nearly all TVPS are tied in complex ways to 

Oxford University Press their rural communities, and they would not consider relocating.
" Factor irnmoblty. Like the enterprises themselves, factors of production 

and human talent are largely immobile across localities and communi
ties. 

These characteristics will be analyzed in detail in this volume. 
Despite considerable scholarly work on China's rural industry in the 19 70s 

and later (see chapter 2), little tesearch of a comprehensive nature has been 
done. In particular, the rapid development of the -vp sector since 1984 has 
not been adequately documented and analyzed. In late 1985 the Institute of 
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Economics of the Chinese Academy of Social Sciences (cAss) and the 
World Bank agreed to undertake a collaborative study of China's industrial 
TVP sector that v.juld involve extensive data collection, joint fieldwork, 
shared data processing and analysis, international comparative research, and 
sponsorship of an international conference. This reseacch followed earlier 
collaborative work on Chinese state-owned industrial enterprises (see Tidrick 
and Chen 1987). 

The main objectives of the project were (a) to gain a better understanding 
of how China's industrial TVP sector actually functions, (b) to learn about 
the rural communal institutional and regulatory framework within which it 
operates, (c) to ascertain the reasons behind the rapid growth of the sector, 
particularly since 1984, (d) to identify and analyze the problems and obsta-
cles faced by the TP sector as it continues to evolve and develop, (e) to 
evaluate on an informed basis different institutional and policy options for 
the future, and (W to shed light on the "rvP sector from an international 
perspective. The main topics covered by the research included the perfor-
mance of the TvP sector; the xvP ownership system; roles and motivations 
of rural community authorities; the market environment and business prac-
tices of TVPS; the allocation, circulation, and utilization of key factors of 
production; labor and wage systems; and regional variations in "vP develop-
ment and rural industrialization. Details on project objectives and research 
methods are provided in chapter 2. 

This volume contains the initial research output of the project. The papers 
were written by Chinese and World Bank researchers on the basis of an 
agreed set of topics and were presented at an international conference held 
in Beijing, November 4-7, 1987. All of the papers were revised and edited 
in light of conference discussions. In addition to the two introductory chap-
ters there are ten chapters by Chinese authors and seven by World Bank staff 
and consultants. All of the former and all but one of the latter focus on vari-
ous aspects of China's industrial TVP sector. Chapter 19 provides an interna-
tional perspective by looking at firms elsewhere in the world that are similar 
in some ways to Chinese TvPs. Other fruits of the project have been pub-
lished elsewhere or have been circulated internally within China and the 
World Bank. Given the abundant data collected as part of the project, it 
is hoped that more published papers and longer works will be forthcoming 
as the materials and data are analyzed in greater depth. 

Through this collaborative research project the World Bank has gained a 
deeper understanding of China's industrial TvP sector. The Institute of Eco-
nomics of CASS and other participating Chinese research institutions have 
benefited from organizing and conducting the first comprehensive, systematic 
research on China's Tvp sector-a project that has applied a wide range of 
analytical techniques to a large, multifaceted, and relatively complete data 
set. An international perspective on TVPS has also been gained from analysis 
of existing literature and through field visits to other countries. Finally, this 
research has provided a basis for analyzing the policy issues that face the TVP 
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sector and for evaluating different policy options. The preject represents a 
further advance in collaboration between Chinese research institutions and 
international agencies, and we hope that it will lead to similar endeavors in 
the future. 

This collaborative research project would not have been possible without 
the help and active involvement of many people and organizations. We 
would especially like to thank the leaders and government officials of Wuxi, 
Jieshou, Nanhai, and Shangrao counties and the many TVP managers and 
workers who gave interviews and filled out questionnaires during the field 
investigations. Their assistance was invaluable and was willingly provided de
spite the substantial time and efforz required. The research team invariably 
received the warmest hospitality when visiting the four counties. In addition, 
the help of government officials and of rvp managers and workers in 
Yuanping County (Shanxi Province) and Taihe County (Anhui Province) 
during related fieldwork is gratefully acknowledged. 

Officials of the TvP Bureau of the Ministry of Agriculture and the State 
Statistical Bureau also met with members of the research team and provided 
useful information on the national situation of the TvP sector. 

On the Chinese side, CASS and its Institute of Economics covered the 
bulk of financial expenditures. On the World Bank side, a grant from the 
World Bank research budget 2nd operational funds from the China Division 
were the primary sources of financial support. A grant from the Ford Founda
tion fin3nced international fieldwork and related costs. The financial assis
tance of all these institutions was essential for the success of this project and 
is acknowledged with thanks. 

Just as important as financing was the time of the members of the research 
team. In addition to CASS's Institute of Economics and the China Division 
of the World Bank, the Development Research Institute of China's State 
Council Rural Development Research Center, the China Economic System 
Reform Research Institute, and the Sociology Department of Beijing Univer
sity contributed staff time. 

The project was organized under the overall supervision of, on the Chinese 
side, Liu Guoguang, vice president, CASS, and Dong Fureng, director, Insti
tute of Economics, cAss, and, on the World Bank side, first Fred Levy, se
nior economist, China Division, and subsequently Gene Tidrick, lead econo
mist, China Department. The respective team leaders for the project were 
Lin Qingsong, deputy director, Institute of Economics, CASS, and William 
Byrd, economist, Country Operations Division, China Department, World 
Bank. Others with major responsibilities for managing the research included 
He Jiacheng, chief, Development Division, Institute of Economics; Luo 
Xiaopeng, chief, Macroeconomics Division, Development Research Insti
tute, State Council Rural Development Research Center; and Alan Gelb, 
senior economist, Financial Policy Division, Country Economics Depart
ment, World Bank. 

In addition to the contributors to this volume, the following researchers 
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participated in field investigations and other parts of the collaborative re
search project: Gu Xiulin, Hong Wei, Hou Xueshan, Li Hanlin, Shu Yan, 
Christine Won,, Yang Xiaodong, and Yang Xiaodong. Their help ,with re
search design, data gathering, and other aspects of the work was invaluable. 
Li Lanting, Li Xiaomei, Lu Xiaoheng, Ma Changshan, Edna Monaghan, Qu 
Ayang, Wang Shuwen, and Zhang Yi lent administrative and related support 
to the project, and their help isgratefully acknowledged. The translators of 
the conference papers were Zhang Ciun and others from the China Transla
tion Corporation; Zhang Xiaogang and others from the ChinaDaily; Dai Rui, 
He Baoyu, Wang Lina, and Zhang Zhixian. Inaddition to several contrib
utors to this volume, a number of scholars helped organize the international 
field visits and related background work for the project: Baburao Baviskar, 
David Ellerman, Saul Estrin, Derek Jones, Y. Y. Kueh, Nicholas Lardy, Lin 
Yifu, Virginie Perotin, and Janez Prasnikar. An international panel consist
ing of Baburao Baviskar, Ronald Dore, Benjamin King, Dwight Perkins, and 
Martin Weitzman participated in the international conference and contrib
uted valuable comments. Chinese participants not involved with the project 
who attended the conference included Du Rensheng, Wang Guichen, Bao 
Youdi, Chen Xihu, Hua Jianchun, Ren Long, Zhang Yi, and Zhou Qiren; 
their participation and comments are also greatly appreciated. 

viations
 
and Termino 

Chinese terms, transliterated according to the Pinyin system, are in brackets. 

Abbreviations 

ABc 	 Agricultural Bank of China [nongye yinhang] 
CAss 	 Chinese Academy of Social Sciences 
GvAlo 	 Gross value of agricultural and industrial output 
GVAo 	 Gross value of agricultural output 
Gvio 	 Gross value of industrial output 
LMF 	 Labor-managed firm (Yugoslavia) 
LSE 	 Local state enterprise [difang guoying qiyej 
ps 	 Production responsibility system (in agriculture) [baochandaohu or 

baogandaohu]
 
Rcc 	 Rural credit cooperative [xinyong hezuoshe] 
TEc 	 Township economic commission [xiang jingwei] 
TIc 	 Township industrial corporation [xiang gongye gongsil. The township 

government organ that is directly responsible for supervising township 
enterprises, it has different names in different parts of the country and 
is sometimes combined with the township economic commission. If 
the two are not combined, the township industrial corporation is sub
ordinate to the township economic commission. 

TVCE 	 Township and village community enterprise [xiangcun qiyel. Excludes 
enterprises run by production teams [sherngchanduiban qiye]. 

Tvp 	 Rural nonstate enterprise (township, village, and private enterprise) 
[xiangzhen qiyel. Includes production team enterprises. 
Yuan (currency unit). Recent average official exchange rates have 
been 2.30 yuan to the U.S. dollar in 1984, 2.94 in 1985, 3.45 in 
1986, 3.72 in 1987, and 3.72 in 1988. (International Monetary Fund, 
IntemationI Finaa.ialSudstics.) 
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Abstract
 

The Government of Bangladesh and the World Bank commissioned
 

a Compensations Payments Study, carried out in 1987, to assess the
 

merits and demerits of payments for sterilizations to clients,
 

medical 
personnel, and intermediaries who motivate and refer
 

clients. The study conclusively shows that the decision of
 

Bangladeshi men and women to undergo sterilization is a considered
 

and voluntary act, taken in knowledge of the nature and implica

tions of the procedure, and in knowledge of alternative methods of
 
There is a high degree of client satisfacregulating fertility. 


tion among those who have been sterilized, although among clients
 

who had fewer than three children, 25 percent expressed regret that
 

they had been sterilized. Money may be a contributing factor to
 

the decision to become sterilized in a large majority of cases, but
 

a dominant motive for only a very small minority. Payments to
 
fostered a large number of unofficial, selfreferrers have 


men who recruit vasectomy cases.
employed agents--particularly 

These agents provide information about the procedures for being
 

the poor. They also concentrate on
sterilized, particularly to 

aterilizations to the exclusion of other methods, and are prone to
 

minimize the disadvantages and exaggerate the attractions of
 

sterilization.
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ABSTRACT
 

This review of watershed development arose from the realization
 
that a number of current and planned Bank supported projects in the Asia
 
Region deal with the linked issues of upland productivity and environment
 
and to 
a lesser extent are motivated by concern with downstream impacts

such as flooding and sedimentation. The data reviewed make clear that

there is no single watershed problems in the Asia Region. Rather there is
 
a complex of issues related to increasing soil loss, rainfall runoff, land

degradation, irregular stream flows and poverty that can best be understood
 
in the framework of watersheds. Four problems stand out as being central,

upland poverty, low and falling agricultural productivity, high rates of
 
erosion and sedimentation of downstream infrastructure. The report

develops the rationale for a watershed management approach by discussing

the nature and significance of some of the interconnections between upland

and lowland areas. 
 Focussing on the promotion of environmentally sound on
site development the report examines constraints and opportunities for
 
expanding output while reducing erosion. 
The report concludes proposing

specific actions and approaches, centered on small farm development and
 
common property management, that development agencies should pursue in
 
their operations.
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.nte I marks the frst anniver- dkn of iednoay exportsand the 


L,ary of the mas acre f mno- poipornerent of WorldBunk loansst"es 

-" i Itnthesrets of Beiing a erm~i' n t move ahiad onty.4 Us 


It Isalo the deadline for Pre.l- related limts. such a positive con.

*de BushIn decide whether to sideration o Taiwan. Applicationto trade status
*, recommend cmtln.jetoots- the General Agreementon Tariff. 

favvid-nait trash treat- and Trade Andenlargig future in" for a ye r 

Th I forChnaut. migration oppotiourowes I B on-- aackage.
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*Adne,mstriaon. In one uoke, Presa. America funing to overcme jam- _ 


dent Bu=hcan ce the breach be- ming of programs beamel toChina. 

Jween Capitol H!I and the White 9A meetun1 btween President 

41oubson China pcPJcy, Bush and selected Chinese studyIng restrictions have curtailed
forge a com. ne 
!bon American fro and promote In Americl to Ilchange views on others. Including aludents and
Crhinesehuman rits Al U.S. na. ChinaandAnietican policy. sihl.ars Obviously, both diuildens 
Alonl interests Ther Are 1id groul for r -evokInour embassyandtens ofthounds 

* 	 . lie thOuld L t2 Cugi ensto juan nimosl-favored-nati sLatusL In jill cannoi move Counlless Chi-
him in craftLLga jcI tast,,ment for Both the preamble to the elevant nesehave no chance of getting exit 
thi firtweekend history in-I Juw. T1eetn- statute and Its legslatlive papers or dare not even try. 

-tisacomponen,.: cude mncitris fothuman rights In any case,the most potent Argo-a An eloquenl!rabute to the Chinese The situation in Chana has greatly ment for revocation Is that eitension 

.who demontrated wnd died for the deteruarated this pastyear. exeu- of nmost-favored-nton statuis could 

&;mratkti America hit upsorto] lions. purges.imprisonment. survel, be masconstrued byChina'shardlin. 

Melwhere in the world lance, political Indoctrination the ers In internal policy debates, they 
. a Etenstai o moui-favored.nation rolback i many economic reforms could arguethat theycan repress and 
trade status for one year. lLh' * -allcloakedinthe Big Lje reapommercial benefiti, too 
opel.iy espreswie,purpose o. supporl- The xenophobc regime has Unfortunately, thia view has been 

lg progressive forces in 0Cin.pmo launched atiacks on Western valuies reinforced by Bush Administration 


tecting concret- Ats-rican interesta and crutle invective against the U.S
Andmaintaining the framework for It muzzles foreign correspondents
Jutuse AmneriAo-Chtiese reian. iu~ijamatheVtocaofAra.
(This status enlilles China Is tJ Revctki ncel-favred-na ion 

. atuidk4rd treatment Uht the U.S. irea ment, which would increase 
grants Almost all til er tIrsdnng pressures o Beijing. would be thepan. 

Aers) strongest signal of censure Iodate 


- - -ires alsothe specific legislative
Wintim 1urdwas Ambbosodor Is critern Ni free emigration Whale 
I tiaa i'm itI" ea. many irestilllklwed toleaveCttia. 

actions: Its unrequited oniliatory
gestures, the double standard be-
tween China and aupport for democ. 
racy In Eastern Europe, Latin Amer-
Ilaand SouthAfrica 

Beijing misit conclude that there In 
nolimit Abusesto our toleration of it 
So migfht Mikhail Gorlachev. as he 
contemplates his policies toward the 
BalticIsatesAnd hisusnti meeting 

D707
D D_ 

withMr Bushon thee'veof June 3 ness people in Chna and HongKong 
For lhes reasons.Limply extend- wouldLw markets and inve-iments. 

Ulm most-favoredin trelMnIe=t petpl permanenlly. Competitors in 
would beararovme ak If theo r Japan. Europe, South Iorea. Taiwan 

outlined aboveare not under and elsewhere - where gavmments
ke, thi trade status should be would no foijowour lead - Would 

ended penl, at Amencal emperite.
On balance, the arSuments favor Fourh. *itw ld dercut our ng

extension of most-l.vorednaton WtM c ti W hile graing 
treamen - If imbedded ina larger 

o dTermination oudd trIller wa"ne pryil ismewrontl.i' P mrFirst, itwould hun tse wronag amewor 1favored-iation 
pie in China. reduculg their leverage treatment' nd i overallhelated 
Inth arula for tsfuture, trade arlemen that wert carefully 

The mos severe impact wouldbe cstructeddung the ION'&. 
on thesectors we wsh to support 
entrepreneurs, business people. Ch 
nese in the coastal areas, &Ad qn 
cIt. "ey a the ones aio de-
pendent on foreign trade Andinvest. 
ient arndmost committed to reform 

and contact with the oii Ide world. 
The regime, would u

eri a a pegoat for 
Chma'slionderng my 

Second.termLatlon'would under-
mine HongKong.Srventy percento" 
Ch na's 112btllonin exportlto t 
US. pausesthrough there. Millions 
workting In Hong Kong AndLi.thern 
China would be alfecta, As H 
Kongresidents lookwith trepi
towrd IC?, -he.BritaIn turns Hon 
Kong over to China, this Ins time to
deal them addaital ecorioic i 
psychological blows. 

Third. itwould harm many Amer. 
loant Consumers would paymor for 
certain produs, importers would 
need is look elsewhere. exporters 
would fa e retaliaion by Cina. ui. hopelul futurefor heircoountry 

Once cDmercial and personal 
links with progressive forces are tev. 
eed%repairing them would be diffa
cult. We will.ed themin place when 
a mor moderate regime allows us to 
rstume full cooperlmn. That time Is 

ot far away.
 
Prsideni Bush has an opponunty


to h wounds on the sigle foreign 
policy Lisu where he has provoked 
heated debate and about which he 
may care most deeply. lie can align 
himself aiidly with the Chinese om 
pie for the first lme A restore the 
tipartoan approach that marked our 
Ci policy througfortwo decades 


nChi poicy for111INCAoiw eade togfive ade ssrbou nresu . orn 
on tetaeise ol ofta
ponItively to A Bush thatinititive 

me clear where this naion atom]. 
Together, th President and Congress 
can send a powerful message to the 
Iransiional leaders in Beiljing and to
 
theCbunepeoplewhoheralda more
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FACIFIC PERSPECnvE

Extend the Thaw Toward Vietnam
 
It's to soon for would erit o own ,it-flmds veed0
flolif lena while acknowledgingization t that some Obviously. the principal beneficiresproge ha, been

Wsntn
tke ade toward 
of the leglation would be the clainants,

irzlationsup a mre normalbetween our but American foreign policy would ben.steps to see if Hanoi two efitCow te As the as well. The leislation concludesVietnamw Cold Warwants to come ar behino lorne long overduearound. d,.., us th Weton business fromwe ca bM ,,, War. thePut the Vietn a .Itignasas Hanoii that 
O~Y woacno m t se ar un . i d~~A tFRANKMUIfOWSUI s lbe is l Patien c e with t h e 

,-enouh tohsbe15yassnethe fall Ofstart
rethi 
 U.S.sngpot.enoyghtoV tVetnamSaigon to Communut forces-long 

Our cold-shoulder Policy-diplomaticrecognition coupled with an embargo onprivate, and public--ector economicdealings with the Socjhqi Republic ofV am--wa born out of understp':. 

severalbl Aecan singer with Hanoizotmts: Its diaegard onfor theprov emeonsof U.S.-Vitnamese diplo-atic aoreemerianfrces all ouse wdnwalofAmeicano forcei callous and
cycal manipulation ofpish over Its America's an-Missing in action, andHanoi'a cupport fI'rt for a bloody Com.munus takeover in neighborng Canbo-dil, followed by a 1978 invasion andOccupation 

In the last year, however, Hanoi hasliven indications that it has begun tochanse course. Most. if not all. Viet.mese forcesfroinCambodia.have beenAl-

though the pace is still 

unacceptably slow, Ha.
noi has gradually be- #ts 

Sthe painful isue of 

Amercan Pmisoners of 

war and mising inac-
tion. Fuly, there have 
tradictory & 
gern8 a Possible cur-

-r-

Lament of VJetm-s 

been tntatve and con-


military relationship
With the Soviet Union. 
ate for W ton to 

Itis not yet approp 

normalize relations 
should.with Vietnam.however, Lon.Wedi 

shld w e er , con 

positive approach to 

Vetnam might be more
effective in promoti 


e changes that we
 
want to in
ee Viet. 
Dam's foreign and do. 
metic policies. 

In particular, there 
are Itepswe could take 
regarding the economic 

spectsof our relation. 
ShpWt ienmta ~^0m VSetnatU~J, 


.Asl diatory pice by which other outatad
a firt sep, Ihave joined 

with Sen. Alan Caton (D -Americans Calif) in ise,who lot property In South oal IW and Cambodia," legislation to c,=n'o onr
n In 1975. Hundreds rutea being resolved It Isa reasseon ofcf U.S. 


Citizens and busineaes= rempined in thatcountry, many at the urg of ourgovernment. long after it had ceased tobe prudent. With the fall of Saigon,these pecple lostmilons of d 

wr~i
compensation for thi confumted 

of Property to the Communiaregime. There has never been anyprop.
Crty. An agency of the Justice Depart.ment has adjudicated oulstanding claimsand has declared that 192 have nerit
These claims have been on the books fartoo long. As a matter of fairness, theybe Of teee

At the same tne that the formerSaigon government fell, Washingtonblocked South Vietnamese government
assets in this country, mostly in the formof funds on deposit i U.S banks. Those
remain blocked to this day. They consti.tuthdrawntute more than enough accumulated 

-tition for opportunities 
inVae-am.Such astep

is entirely separate
from normalization. 
Until full normalization,
the barriers on govern.ment bilateral and mul.
 

! ibateral assistance to
 

Vietnam will remain. 
But ifWuhngton re
 

slaesthe trade ban, it
will
then beUP.toHanmi 
t nd-in Cambo. 
MIA/POWs-in aand wayon 
that demonstrates a 

o prolrd tcomparable desire to
s r e 
Jeave the past behin,
and move forward. 

ePunk turkowsk of
 
Alaridis the onhiriepuicoman on the£St-

Asia PicofairS
t e o f tht&-n 
ate Foreign Relions 
C omnmitteeand o amember of the SenoteCommilte, on In. 

policyaenda.The proposed leti.lation need not 
Offend Vietrm. It
contns a Prvision

that, In effect, gives Hanoi credit for anyvested funds in ny future bilateralIIotiaUtions with the Unted Statesleading up to normalzation-where all
ustd g clam ilb eovdIadduon, It includes a provsion givingthe President the authority to defer the"eif, in his Judgment, it should inany way threaten progres on humani.tarlan ses that are being discussed by

-u two countries.Araon ste uiethe nininAta otrgind e the Admins. 
trade and investment in Vietnam byAmerican fims. Americans are cornplang. wth increasing urgency, of
their inability to compete with the ThaJ,Japanese, STngapore,n Taiwanese,
French and others who are activelypursuing commercial ventures in Viet. 

nm eiv tstmAm.Ibeeve itisLme
 

enterprises and allow 
them o)onhe Acompe. 
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EDITORIALIOPINION 

'US Stalls Trade With Vietnam
 
AmericansMi

Miss Out 
On the Boom 

B BARBARA STEWART 

'"dayygfa byb veto3 
deor ititio o Mielitz tISra Watdal" 

oY yt 

0
Ingto's coutinued emag ainst 

Its i my, Vienmzree Keep 
In a concerted etfort to cu to lag that coantry's outhern flank 

as a goodthung. a gF-Opof Amerm. duaUllzed anddestitute is a ma-
can buill men b in Hong Joeobj clve of China's agedlead. 

on arte sOan to Waudhinlt to e n the (e of worldwide ab-

tltton b of the butical potPsrasade the Bul admto lift its trade -b- U agLLSt brotherhood, tle Chinese pp y 
V1111111m.TheybebrvVketnam y berve that Wash. arms and ammunition to the 

isigo's ban an trade andtvest-
meat is leaving Americam tn he 
dust as European. Japanese and 
Korean tovasiorush in to Joio 
what could be SouhewasAsa's next 
boomsecoyory 

Despite the tio,) U.S,em-o 
barges.ite s ting to er-

M ofVeconmic trecery.MIonrsf ecoomi iCoviyd The 
country's untapped natural re-
sources, cheap labor supply and 
tourat potenual attract ever-in-
creaalng amounts of foreign tuns. 
And Haoi's promises of tax abate-
menu andfavorable Joint venture 
planshave piqued the interest of 
overseas Investors. Meanwhile, 
tieon budelma e thioney.t 
moon te sidenes of ti mey-
makig potentiNal 

Te United States is becoming. 
iacre singlyisolated in its position 
as Vietain At a rent "meetng of 
rlteu tatives from 25 countries, 
Thorvald Stoltenberg, the United 
Nations high comimtstioner for ref. 

emos, a ball to US.-ledcalled for 
edforts to block foreign audfrom 
reaching Vietnam 

The blockade, a direct cam of 
Vktnam's economic sorrows, haa 
nt large numbers of able-bodied 

Khmer Range, so long asthey at. 
tawi Vietnrame border t and 
hrry its xAern defenses In col 
bstion with theUnied InCo 
wilI cootise to keepVeam be-
AeIA and impoverished 

Bat the c of toVdietnato Ci . 
a is high ed will get higher.
American foreign policy in Asia 
seedsto ber-examined if moLify-
Ia1r4 ua to the exclusion of all its 

. 

iw 

Vietnatmese into exile. Sows 5W,000 
of them linger in iong Kong's 
squalid detention carips That 
prompted Britisi -csaLs L tother 
call for forced repatriation of the 

nfortunite refugees.
Galy the United States proautd 

the forced eipatrtion pan. ne is ha becometh stoppriori-
tending that such a maneuver ty. 

would violate human r U. All the While Wahi-gt holds Amert-

whue,the United States baUcootan, can hostQe to the olitical think. 

iedto ohetruct aid to the country iog of a decade ago othe nations
whosheexteme overy cased 

wos exo epoverty causlac 
eodus i tLefirst p blce 

To juStify thpeirqitioc behai-

back o an ebsolate policy of boy-
cotting Vwenam n retaliation for 
its invasion of Cambodia mom than.&tdeadao, A112=0 themor 

decad o to the major-
ty of Vietnamese U'oo have ace 
left Cambodia, these Washington 
toalenis 	 have turned bld eye 
o Hanoi's Ovetur for reonciba-

tioet. They prefer to ntiue the 
embargo. despite growing interns 
UcesalOpinion hat the us. position
w the Cambodi, ane is no Lung-

in the cold 	light 
poli

of W evhi ,ton's urret li o 
ry, however, the bizarre loic of 
the continued aid-andtrade embar. 

Soasly e "potlaedThe real 
bve for tovo ctithi outdated ey 
bergot. placate C a at y 
o0st. 

th
Pre'dent P4Xb'l cwi 

Caie beganwith hisstnt as 
d thi US Liuo Offnice t Beijing 

ack in 1174. It continua to this 

are scramblin for 'ochold to the 
Vietnamnea market. %becheap la-
boc available tbme makes goo 
iusines sate r springJack.ing businW ss theme by he U.S.Trad pen We have never bad a normal 
eta, appearing in the stores this 
month may be labeled 'Made in 

m e, but they probably tmv 
Da g 

Vietnam's 64 minli people 
beioins Par of 
prosperity in the world's fastest 
groweing themiarna Antes 
V ii - -

First, (SettleCat 

a bo ia 
Conflict 

by UDERICK z. MOwVN 
Fiftee years after the igno 

los rooftop flight from te Ae. 
=D Embassy in Saigoo. the Viet-

0m War rma as traumatic as 

ever. Ad nortahaton with 
Socialis Fepblc of Vietnam h 
rI'eizy d u a omtroversial top-
Ic. 

Ta Bosh admialsratLki tabe-
g preumred to end the embargo 

an trade reltions with Vietsm. 
but It = ld waitl Litig the em-
harpo now would danre chances 

f achievin t st pe gU.S. ob*-jve in Iochina end 
the agony of Me Cambodian ca-
flcL 

Someof the presss for trade 
Im'mautoocil from ti p. 

• 

c 

, - . 

-

eate ector. The American Chain-
er of Commerce in HoagKong 

says its members are eager to 

aousd beable to compete for a 
C M~cCAl Die -- VevY elAe IIIsdotgi 

While uperficially appealing. 

rela derns
relations with the United States 

aud a lilling of the trade embargo 
for a variety of practcal reasons 
But withholding trade and com 
socrC55lrelatons -in effect. bin. 
dog Vietnamos necoc renov. 
t the United States has in secmig

tedum.Se, b an n In 
ghauiathVietnamese cooperation in
the delicate diplomatic negotia. 

wThp ro es 
Wottpimainclude enuing pow. 

atio gue Canmoinso 

factions and an opportunity for 
Cmbo to their own 
form of g. 'ernenm o 

Afte two years of diplomatic
maneuvenng involving dozens of 
countries, these questions finally 
are reaching tLe point of decision 
It would bediplomatic folly for the 
United Suts. At this ci-itical ;unc* 
tore. to reverse field and remove 
the vresaure to negotiate a Cambo
da aettenent i goodfait 

But responsibility for moving 
aad doesnot rest solely with Ha. 
not Normalization with Vietnam 
clearly is in the United States' 
kong-term toterests Te cause of 
dissatisfaction. in Congress and 
ebewbere is Washington's decision 

let the situationito in Cambodia 
run Its course" - at the cost of 
thouands of Cambodian lives and 
aa perpetuation of the Khmer 
Rouge The administration flatly 
refuis to talk senously with Hanoi 
about Adeal that would combine a 
Caml:.Aia settlement, formal diplo
rustic relations and an end to the 
embargo all in one. 

The administration should not 
lay on additF nal conditions for 
Vietnam to meet beyond settling 
the Cambodian question Ih would 
b to dehe an extraordinary blunder 
lay diplomatic relations indefinite 
ly Once the United States. the As.Cociation 	 of South East Asian
Naton andthe ret of the interna

cal c res santye t 
;ump into the Vietnamese marketo- deal has beeniactory Cambodia 
pluce aJd 1be other A-san Wasnoni dhulshould moe)oO AD stortruck. Washington move 
and European e-rm- ) ahead 
mnigSaigon's hotels American Nomluation isnot some mag

coenpanies ameprhibited from do- "l act achaeved by the stroke of a 

Ing With the Enemy Act, which reatunithip with Vietnam. either 
was m to ict trad ith North o t Normalixation a 
North Vietnam in 1964andextend-pocsntafxdetitonAad to th South Apri prces a ieddstntinA 

in Aprl 
ore congressmen urem bane 

diplomatic recognition of Vietnam 
partial relauon of Wa 

t tou h luht They argue that 
esbtabliment of full feistons, o 
Stt leat a rat oUt" ain 

uit - politics of rigid Commui. third country embassy, would 
am. China will not be a major speed resolution of onecras about 
eitd, of growth. America's fure US soldiers miming doce the war 

trading Wtoers will can* from and othe, humnl tartan problems 
the economic power center of Perhaps most acute Is mountingfletbelsL Asia. criticism over t Bosh admins-

lWhite refuses to tration's policy on Cambodia,Washlgton 
re"al nUn Vietnam. American b__- which gives the Impression of uid. 
t I=o-loe out It is '.ne to drop 
the bamcade and let American 
buslin joit the irtem-natUoal rush 

ittnvest sothis ir, lent economic 
"., 

Barbara Stewart Is A Jourt lut 
who LiVesin V 901. 

reKty helping the vlciom Khmer 
Rouge lam 

Why Dot noralize wtth Viel
cam? Why Dot at least lift the 
trade embargo' Doing business 
Werth Vietnam will not correc the 
US global trade imbalance, but 
surely American businessmen 

intelligent bilateral relationship 
wil t years to build 

Trade reltions are ahelpful but 
s ry onsideration American 
geoolitical interests tn Eas Asia 
ddemand that we put the war behind 
us , nd build a new relationship 
with 65 million Vietnamese. many
of whom. oddly enough. are favor
ably dpo ed nowardthe United 

States and would welcome an 
,mercan presence in their countri
under peaceful conditions It i's 
t for Hanoi to make concessm 
on Cambodia. uid for Washington 
to take Vietnam - the future Viel. 

- mor serously 

FI-ee*,rsc Z Brown iU a enor as 
wsaite at George Mason Universi. 
ry and auLbor of Second Coance 
7Te United States and Indochina in 
the Jl s.' 
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Drugs, Tortur 

.And Western. Cash 
van season about to begin,,Khun Sa, 

* 	By John Ralston Saul the leading warlord, Is fighting a hill
 
tribe called the Wa for control of a
 

Toao~ero key opium trail near the Thui border. 
-wr," Wow can a President A den distance to th south, the Bur

§ who devoes much of mee Arity has lasasdd a major of.
 
ameaaaf his State of the Union futive towipe out the Karen minori-


Message to the war ty, who only want a les restrictive
 
on drugs close his lodc rahrmanttutim for Myanmar.
 

X X eyes when U.S. com The Government shows no Iten
S.panies prop up the roat important tin of moving its troops north to at
drug-linked rcgime in the world? tack the drua armles. This yeaers

"-And why did President Bush bOther record opi~u harveal, reduced to the
 

,'sending 25,000 men to Panama to re- fivest-ulksy heroin, will soon be on 
;.nove a minor drug dealer. Ge. itswaytoAmerica'scties.

tManuel Antonio Noriega, when in __ 

,Atyanmar (formerly Burma) the au
thorities get large annual payments 
t the drug warlords who supplysam Whyare we 

.,merica with half of Its heroin? W hy
The inconsistency doesn't stop Underwriting 

.-4bere. The U.S. has used the Trading 
S'With the Enemy Act against Vietnam Mya" mar
.for the last 15years, yet it has not in
,vpked ii against Myanmar. If the . _ • 

, ",'R- ne drugs" rhetoric means 
something, the' the regime in Yan
gon, its capital, is engaged inamajor U Ne Win, Myanutar's ner, and 
attack on the U.S. his generals have ,~m the richest 

Is it hypocrisy or confusion that 	 country in Southeast Ask to such en 
-drives Western foreign policy in Impovenrshed state that, wih I few 

,'Southcast Asia? Or is It willful igno- hundred million dollars of hard cur
.rance? While the fate of six million rency per year, theystemcanbem 
£anibodians is agonized over, that el and enough will be left over to fill the
 
I e 40 million Barmese next door at. generals' pockets. Until the rpa
 
tracts virtucilyno interest. sion of 198, these funds were a com.
 

-Little separates the methods of the blnation of foreign aid and drug.

Burmese authorities from those of money. Today they consist of foreign
 

,4be Khmer Rouge in Cambodit. Yet investmentsanddrugntoney. 
- U.e 	 Some people in Washington believe .S.and other Western guvern-	 " 
jrenis have only cut off their little that opening up Myanmar to foreign 

.,ibts of aid to protest repeated acts of investmen represents an oppor- M-lrM 
violence, torture and Imprisonment tunity for political liberalization 
jy the Burmese Governrnnt. At the They are wrong. Foreign investment 

.same time they are permitting the is the single most important element with a veritable lifeline. Of course, lf? How could they - when they are 
, immediate replacement of that hard keeping the generals in power with they aren't alone. themselvesguiltyof thesamegreed? 
.rurrency by Western corporations In. their repressive polices and support British, Canadian, Japanese, Aus- Yangon has organized national
 

,vesting there for the first time. of the drug lords. tralian and South Korean oil compa- "multiparty" electios for May 27,
 
,,- The Burmese Government's deep Have President Bush or his offi. nies are also involved. Nine corpora- yet all the major opposition figures
 

involvement indrugs and repression cials said anything to the executives tions, all from countries that are both have been arrested, including Daw
 
js being demonstrated at this very of Coca-Cola about the commercial American allies and devoted to the Aung San Suu Kyi, the leading voice
 
moment. With the annual drug cara- agreement they signed in Yangon? war on drugs, are investing in Myan- for sensible change. The prisons are
 

Or to Unocal and Amoco? Their re- mar. The larges; new investor is full, torture widespread and districts 
John Ralston Soul, a novelist, fre. cent oil exploration contracts have Thailand Have Washington or its are being forcibly evacuated. There 
quently writes oboui Southeast Asm. provided the Burmese Government allies pressed Bangkok to restrain it- will be no foreign observers on Elec

tion Day. . 
The United Nations Human Rights 

Commission has begun an investiga.
tm of Myanmar. But the process is 
too slow. What Is needed is drastic, 
Immediate action. The regime is so 
weak that a block on foreign invest
menit could, at the very least, force it 
to releaie the opposition leaders and 
peImt foreign observers. 

There Isno hope for the Burmese or
for relief from the heroin traffic un
less the reime changes. Five weeks 
remain in wh'.h to make that change 
possible. 	 0 
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US Should Stay in Southeast Asia 

U While Soviet 
reductions 

beznefit US 
interests, tF.-o'y 

don'tjustify aus
jo 

reduction.A US 
presence in 
Southeast Asia 
precededand is 
independentof 

eSoviet 
preence. 

By Pett L W004 

SNNOUNCED cuts in the 
.Soviet hbse at Gamn Ranih 

.Bay, -ilipino disgruntle-
ment over a continued US pres-
ence, and budgetary woes have 
created pressure in the US to re-
duce or eliminate its presence in 
Southeast Asia. This may appeal 
to US policymakers strapped lor 
cash. But it would be amistake. A 
withdrawal o US naval irces 
from Southeast Asia would sri-
ou.ly damage US interests.

Soviet cuts iin Cant Ranh Bay 

are predictable and irrelevant to 
American interest in Southeast 
Asia. Vulnerable to superior US 

forces, Soviet forces in Cam Ranh 
Bay could only be deployed for a 
Sino-Soviet war without US in-
volvement. In peacetime, Cam 
Ranh Bay offers support for So-
viet depoy:,ena in the Indian 

Ocean. Whi;z the Soviets hope to 
keer the base , an intelligence 
facitity and retain ,:-cess !o the 

port. Soviet rapprochenz't with 
China and cuts in their navy 
make it of minimal value. Roxky 
Soviet-Vietnamese relations make 
Soviet retention of the base on-
likely. "be Soviets. though, want 
to link withdrawal from Cam 
RAnh Bay t a US withdrawal. 

While Soviet reductions bene-
lit US interests, they don't justily 
a major US reduction. A US prcs-
ence in Southeast Asia preceded 

and is independen ofthe vet 
reCe. American ineots in 

Ih~esregion are growing; new thii-
lenges are ap rarpe g, 

Most Souh ast Asidn nations 
arc no longer the poor, batkward 
lands Americans agonized over 
during the 1960s. In the '90s. As-
sociation of Southeast Asian Na-
tions (ASEAN) will have sonte of 
the fastest growing emminues in 
the world. American interests in 
the region are growing. In 1984, 
Secretary of State George Shultz 
observed that ASEArI was the 
US's fifth largest trading partner. 
By 1988, US investnteimt in 
ASEAN totaled ;9.8 bidlion.
ASEAN's vitality has already led 

Indiana to e-otablish a tomicil to 
promote trade with ASFAN. 

Tht growth of US intetesis in 

Southeast Asia has been accompa-
nied by an increase in the region's 
strategic importance. US n;-val 
power in the Persian Gulf is de-
pendeit upon the Seventh Fleet 
in Southeast Asia atid its right to 

travel from the Pacific to tLe In-
diun (kcean through the citical 
Indonesian Straits of Malacca, 

Sunda. Lombk-Mdkassar, and 
il,.ai.-Wetar. Possible increasno 

US depederncy on Middle East-
ern oil. coup-d with expectations 
that the US wilt ai security chal-
leilges froit the ti,,rd world (re-
quiring rapid deploynent ofcon-
ventional US for.ei) suggest the 
value of the Atiemican navy in 
Southeast Asia will Encrease. 

A reduction of US naval forces 
in Asia would reduce US capabili-

ties and create a perception of 
withdrawal hon the iegion.'Ihat 
(ould i-strit US optos in a ri-
st. The pasmgc , a Zone of 
Pea(t. Freedom, and Neutrality 
(ZOPFAN) in Southeast Asia, or 
an Indoinesian determinaiocn to 
restict passage through interna-
tional straits, would make US de-
ploymentms between Pacific and 
Indian Oceans difficult. Yet such 
policies may offer tle regional 
states their only lorm of self de-
fense saxi a ss'ong Seventh Flet. 

Alternatively, an kmerican 
withdrawal could lead to the rise 
of regional powers and a desiabi-
lizing naal arms race in the re-
gion. Historical antagonisms 

make the ASEAN nations most 
concerned about Japan - lears 
fed by US policies pressuring Ja-

pan to assume a larger defense 
role. But they are also concerned 
aL-ut the rapid growth of Chi-
nese and Indian naval power 

India's interventions in the 
Maldives and Sri Lanka, as well as 

its confrontation with Nepal, at-
uiatt attention. Naval experts 
think India, with two carriers, will 
soon have the most powerful 
third world fleet. Such a navy 
would seek to ontrol the South- 
east Asian straits. Inidia now has a 
bas on Nicobar Island, 8 miles 
ofl Indonesia - in a posiuon to 
one day challenge (lina. 

China reportedly (ttiider In-
dia amid Vietnam its hikly future 
opponents. Since '85. China's 
South Sea fleet has been aug-

ettted with naval, marine, and 

air forces fron other commands. 
Its bases have been improved. In 
March 1988, China fought a sig
nifi'ant naval battle ith Vietnam 
in the )1ratlyIslands ihc Chi
nee claim all th. South China 
Sea island groups - the Spratlys, 
Paratels, and Natunas. The 
claims cunllict with the clailis of 
Vietnam, Taiwan. Malaysia, the 
Philippines, and Indonesia. The 
expectation of rich ollshore oil 
depoisits in this region make these 
claims a source of tension. 

Japanes, Indian, and Chinese 
naval modernizations have led 
the SouLteast Asian nations to un
dertake their own naval buildups.
Their growing naval power, corn

bined with old antagonisms and 
competition for oil and resources, 
suggest a potentially voLatile 

smua onin Southeasit Asian -wa
ters. Nava conflict in Southeast 
Asia would damage US economic 
interests, potentially lead to the 
blockage of Indonesian straits, 
and perhaps destabilize ASEAN. 

If an ASEAN nation were in
volved. the US might have to in
tervene due to the interlocking 
structure of alliances. 

The US presence in Southeast 
Asia restrains regional conflicts 
and reduces the risk of war. US 
strategic capability is preserved. 
Soviet cuts have no effect on these 
concerns. Cuts to the Seventh 
Fleet based on perceived or actual 
Soviet cuts makes little sense. 

U Il'y L Wwmis a awrhfdekw at 
the Hud..m Inswti tt nmimdAL . 
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EDITORIALIOPINION 

1ion't Curb Taiwan's Market 
By LEONARD UNGER 

Taiwan's economic miracle may 
be in jeopardy. As part of recent 
efforts to reform the country's out. 
dated financial ayM. some Tal-
wanese officials are attempting to 
Limit the country's curb" market 

Ie curb market, an informal 
financial systen, which In recent 
yea-s handled about US4 billion in 
deposits, needs policing. But its de-
mise would be an onaortunate set-
back to economic growth. 

On the surface, all is well in the 
Taiwanese economy. It remains ro-
bust, having climbed about 8.5% 
annually during the 1980s. The 
country holds foreign exchange re-
serves of about 	US75 billion, see-
nod only to Japan. and is one of the 
biggest overseas 	 investors in Asia. 

Per capita income in Taiwan 
has soared from $48 after World 
War 11 to about 8,300 today 

An annual savings rate of about 
40%, oue of the higheit in the 
world, provides enormous invest-
nent reserves Taiwan is the 131th 
largest tradirl ,ountry in the 
world with an annual trade surplus 
of about US12 _.Ilion. 

Given this Iland nation s dvel-

pmnto in Jaln wiuthsimilapansion in Japan, South Korea.Hong Kong and Singapore and now 
- many exin Thailand as well 

perts believe the Pacific Rim as. 
tions will dominate the global 
ecoomy by the year 2000. 

But the boom on Taiwan could 
founder on the Shoals of an 
ture finafcial network character. 
lted by an inadequte banking s 

markets. 
Fortunately. government policy. 

makers have recognIzad the short-
comings of Taiwan's formal finan-
cial institutions. A wuch-needed' 
bank reform law enacted last July 
could open the door to the kind of 
innovation and risk-tk that has 

been painfully absent from the 
gate-run banking ladustry. 

The banks, and especially thime 
run by government bureaucrats, 
ive tended to cnub homegrown 

innovators and made excessive in-
vestments overseas. Awash in cu 
because of the 	 country's export
boom, the official banks have acted 
like a miserly uncle who sulfers 
pain whenever he partswith a 
cent 
I alitw can DOloner pro&-
per with a financial system de-
signed for an early Taiwan. which 
had vest-pocket buls .Odesprouc-
ing unsophisticated goods with 
cheap and plentiful labor. 

A labor shortage and growing 
competition from lower-wage 
Asian nighbors are eroding Tai-
wan's price advantage and man-
date a switch from labor-ntenive 
to capital-intensive industries. That 
requires an aggressive, innovative 
and Upco fnancil strcture that 
will make effective use of incom 
ing capital resources and alto at-
tract foreign caDital. Taiwan als 
will have to b-at domestic con-
srnption against the day when ex-
port income declinms 
Given__thisislandnation__________Modernizing 

;.-
'w 	 , . _o,4 eI. tea t CT1*.Ti t5 L .. iCf L. 
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Unfortunately, efforts to breathe 
l Into the formal f sy-
tn have been accompanied by a 
parallel attempt by Some official 
to uripple' the countrzy Informal 
curb market. 

Stepping into the PP left by
official banks incapablf of funding
productive domestic enterprises, 
the curb market has Provided near-
ly 50% of the money borrowed by 
Taiwan's private busiricae in re-
cent year. 

Cntlcs of e informal market 

say its largest investment firms 
threaten te eonomy because Of 
their ability to manipulate Tai-
wan's stock market. But driving 
out the curb market firms and 
their financial resources is the 
wroon prescription. 

A better way to tame the stock 
market's speculative frenzy is in-
telligent reglation, such as s 
limits on price fluctuations and 
opening tbe-market to foreign in-
vestment tiims. 

The curb market investment 
houses have also been gaw of 
chicaner to secure high returns 
for their depczitm But a blanket 
death sentence for the Informal 

market Is no cure ,be better gn. 
irwer is development of alternative 
Investments and better returns for 
indlividual investors. 

The beat of the curb market 
firms differ little from the interna. 
tional brokerage houses in New 
York, Tokyo and London. They
have become aophsticated players 
in international real estate, curren
cy and equity markets. 

entrelr l spirit and 

Investment expertise could give 

impetn to the modernixation proc
prova thy wein livted iride. Ap-
Iaed curb market firms could hlp 

Mfake te rus tfrom t antiquated 
ohficial bankehsr stem 

Tri gann syst. 
The governmn t mu also find 

an answer for foreign cr/tics, par
tiularly in Washington, who say 
Taiwan's export-driven economic 
growth came, at least in part, 
through unfair practices including 
theft of intellectual property and 
domestic mark'-ts that were closed 
to foreign competition. While use
ful actions have been taken by Tai
pei to correct these problems, 
them is more to 	be done. 

and opening Tai
wan's financial system to interns. 

tional competition would be a ma. 
Jor step in reducing the risk -ofrtaliation by Washington and Eu

rpe, theseOclhallenTge
In addressing the challenges.Taiwan must use all its weapons 

I.ncluding the Innovative skills and 
financial clout of its Informal fi. 

System. 

Totally tnn I on the 
curb market would be an exercise 

-|ly. 

Le UnSer iormff US am
bamdor to TAwan, is a professor 
of InternatJonalrelatis,moft re

l at te Johns Hopkis SchoolOfAdVanced Jerns opks Sdies 
o a Tae IAmaki Unierasly In 
WaShn nA 

-" 
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U 	Laldords,20 
percentof w om 
hold 80 percent 
of the county's 

agricultural 
land (the most 

inequitableistribuion i 

Southeast Asia), 

have held t:e 

reform a virtual 

hostage. 
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Philippine Land Reform Stymied 
Bll WM= C. Thlosaul"wi 

A PPEARING risp it a bit 
wk r) Plitsudezit Coraion 

.S C Aquino addressed special-
i 'is frun 15 tuuntties invited by 
the United Nations to share Leth-
ncal land-,efurm experience. 
With diplomatc understatement. 
she asserted, "There is smill sub-
,taitial opposicuon to the presen 

I'and-rtlurm] program from 
those whose property rights over 
huge Landholdings will have to 

defer to the greater right of eq-ity 	 and social justice fur the 

pCasanlry." 

Landlords, 20 peicent of 
whom hold 80 pe(crt (if' the 
country's aguiuotal land (the

quibl: distribution in 
Asta), Iinhc.e held tie It-

firm a virtual hostage sintce the 

p aceful revolution that deposed
Ferdiland Marcos in Feitrury 
1986 While some have doubLed 
Mrs. Aquino's sinterity - her lani-
ily owns one of the richest farhms 
in the country atid lias submitted 
it to olhy modest '-e|orti - Flle 
continvue: to insist .liat ag. dran 
reform is the ctietrpIece of her 
antipoverty program. 

Aquino is lrequ,:.iLy accused 
ofattetipting tio fervently to ap-
peas the country's right v.mng. 
Whilk ,he successfully repuLsed 
the stronges-yet coup challeage 
to her presidency in ulecember. 
she made little use of her re-
newed creebility Lt advance the 

i.unlly's,5 xlLIpoglilm. But si 
dailis it I eic rde"Iu ,v' y 
from 59 peliclt of 1iiL pu0ula-
tio ,at Iti inauguratill Lo 46 
1-cutent now. While these g.aiis 
ail dilputed., emonit. giowth 
ha~s incicased il Atituinos wauic~ 
(tu 6 percent over the last three 
years), exports at - up. -,nd a 
lllilli-Surge ii lulreign intiesinicit 
continues. '11s furthers the htOe 
that the Philippines may be oi 
the same rajetmry as neariby 
Thailand and Malisia. ,hitih 

also want to atchieve -newly in-
dustrializird country" (NIC) 
Sta, us. 

tlicd NICs,But the m,t .1hc51South Korea andil'laiwan - to say 
iothing i the region's illeitoi in 

these maiteis. Japan - all had 
thtrlugh land refl Irit hbeiore be-
gitnm,ig tlein heady paa.e of cmo-
ilailt progress.

"Ill: Phillf. ilte tigtt hs tc-

sorted to in .giiam relniin-

blocking teduhit w s. C ie-
quctlily. itde land h, b'ein s--n 
out under Aquino. ihimug site 
has granted soilet titles toIt,.,,.c 
who gained Iw.upation of latily 
tarnis oler Matos. 

Durng tic 1980-h7 coLlstitu-
tioiial onruitiun dchatc. land-
lords fixed upon the issue ol "just 
compensation" for land traits-
ferred iti zhe .igarianl reform 
They indud d that phirase in th 

country's charter. ktowing that 
the Philip pine judILIary has oou-
tinlly iiicrpreied it to mean 
"market price." If tIe strict ilter-
pretation holds, land reform 
could bankrupt itself in reimburs-

l hd. (.olgiess. And the radital New 
l.unt ly. dhc right t.n- People"s Army. inl its growing im

ceiated Uptin cletting a (:41- pauence, i taking land by force, 
gues dominatcd by landill ds (!K) (.tup)ig it, and turning it over 
percelit ul I.juc iniil.i), it) peasar without guvernntenL 
whicl iadc sulcthat theland-ic-
li IJlW that filially passed 

alter nionths ill aminonious de-
bate - tutnLAined high (ir A.ia) 
,etentiun rates for laidluids and 
land grant:S of prime haicnda 
land it) preelt owlers' duildren. 

Anothet issue for relorm op-
ponits emerged last summer. 

The leillarment of Agrarian Re-
form (DAR, bought a farm fur re-
fOiti at ., grossly inflated price, 

which plunged the agency into
ituontls A)lmuckraking publicliv. 
tits lo.tced the resiguation of 
DARs dircoor aiid other key 
|litionaie. The adiiotiutl.or 
who followed was also quickly re-
lieved (f her portfolio and site 
itow toztends that ,ommunists 

have inlilirated )AR. 
The right i .ow fic'ising on 

discrediting AqiLUto's newest ap-
Iminte to the DAR diltltlmp. 
Flureicio Abad, actusillg lill of 
once Lavoilltg a molei radial ic-
ftiln. Consuntly, the Speaker 
of the Ilouse, Ramon V. Mitra. 
has seriously suggested that P'resi-
delt Aquino herself asunle the 
DAR porlolo. 

Meanwhile, charges of decep-
tion froml peasant organ..,ations 
apF~ar with regularity. One 
group ads acatcs substitutinig a 
nmr liberal altd less lophole
ridden law by peliiin. all alit ha-
,iv. opened by the new Philip-
pine constitution to 'svpass 

blessing. 
In her spiech iII the Mali

C.alillg. Aquino said that her 
agrarian reform-program stands 
in £.uiitrast to eforts under for
mer administrations that were 
mere "limited, piecemeal efurts." 
Her plans are to allow land distri
button to nearly 4 million benefi
ciary Lamilies. This indeed would 
be an epochal program. 

Aquino's term has only two 

years lefI, but she hasn't yet fig
ured out how to get the agrarian 
reform oll'dead center.Andifshe 
were t) move it. would itidustrial 
colunites colie to her support 
with ;e:? So far, the US has put
$50 million into the Agrarian re
fi.in prograil, tied its disburse

ment t p.ci'c peilormance ob
jectives. and made sure its 
t.tltribution could not be used 
for lana purdase. 

A,. for further funding. given 
US ovetriding preoccupation 
with thie military-bases agreemtlt 
atid budget strill.-ulcy, its answer 
will prnAbl, be a resounding 
"No." It is , orti retailing that it 
was with US prtddiing that both 
Japanese and S-,uth Korean 
agrar it. reforms - largely unrec
ognized taproots ol'their current 
pro.pernty - came to pass. 

13 Willm C. Thiesmhsir, u prfs
.r Uj cqndmcsdnral conoxus a she 
Unmvr, t of Wisciosix-Mqdysitm. 
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U.S.-Third World Policy Perspectives Books 
Economic Reform in Three Giants 
U.S. Foreign Policy and the USSR, China, and India S15.95 
bi' RichardE. Fci.'mbrrq, ]oh/n t~hci,cri-;,'ht, Aliilh, andmiricdniammcowributors 
"jYscinatinq rcadinojbranyone interested in "a i'ci timely assccsnentof the socialist
 
the histori,devlopments under1 econoluic refiirns ol'our time"
way in these 
countries and thcir impact on thcglobal -lIhn Itardr 
¢onou l " ('na stnt 1 ,'h5t, 

R,1rrI1). 1ti'oatlu "at once innovative, conprehensive,and wise" 
S;, hmt,: . ah,c. ( n" ,pt, -1 liarry larding 

The Bivokiqq Instittiton 

Environmcnt and the Poor 
Development Strategies for a Common Agenda $15.95 
by . kt.1f"i- ' Lclmard and cowributors 
"ofl'rs useful steps.for poliovnakerscoaccrnd "clearlydcmonstratesthe urqency ofsohinq 
with the criticalchallenqes ofintcgratinq the problens ofpoverty if we are to stop present
environmcntand de clopnient , ncerns" abuses of the natural world and beqin to

I IwhTlul .\Ia 1cw, achinve sustainable dmevlopment"
H1n d Rewe*3c lntittet -lir NacNcill 

Institein R 'seaprhon Public I'olitv 

Pulling Together 
The International Monetary Fund in a Multipolar World $15.95 
by Cathcrim' (wi, RirhardE. F'Cinbent, and cotributors 
"a thoulghtfid and t hortn(qh assessent".. ."a vivid snapshot of the world's economic challenges" 

--I ..awicc A, Br.ard -Jim Leach 
Bank,' l 11,t ( n,,inv U.S. House oq*cprclntattIlei 

Fragile Coa!l'tions 
The iolitics of Economic Adjustment $15.95 
biJoan Al. Ncson and cotribittors 

"focuses on one oj'the fiontiertopics in the politicaleconomy of 
development: Th politicsof cconoinic reJbrn" 

-- R,bert It. IIatcs 
I h'n,' !1 lit,,"I', 4ijoi; luke L'n,,','crttv 
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THE IMPERATIVES OF ECONOMIC REFORM:
 
CHANGE £N SOUIET AND EAST EUROPEAN ECONOMIES
 

Mr. Chairman, Members of the Committee:
 

It is a pleasure to appear before you to discuss the progress
 
of economic reform in the Soviet Union and in the emerging 
democracies of Central and Eastern Europe. It is also a 
pleasure to share with you our thoughts on the ways in which 
the various reform efforts will affect our bilateral economic 
relations with each of these countries. 

Before reviewing the situation in detail, I!d like to make
 
three brief observations.
 

First, as virtually all of the reformers have made clear,
 
continued progress in reform will depend above all on the
 
internal choices each government and its people make. Western
 
policies and aid can marginally influence the prospects for
 
reform, but the real work must be done within the countries
 
themselves.
 

Second, having said that, there remains much we in the West can
 
do. These economies have so much of a negativd legacy to
 
overcome that our help can make a difference. And the
 
potential benefits for them -- and for us -- are great. We in
 
the United States need to remain engaged, to help these
 
countries make the transition to market-oriented economies, and
 
to insure that these countries are integrated into, not
 
excluded from, the broader Atlantic community of nations.
 

Fnr further imfcrmation cotntut: 
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Third. we need to be creatiue in how we define "help," and we
 
need to be flexible in how we apply it. Few of these countries
 
are interested in outright grants or aid. Instead most are
 
"se'king what we call technical economic cooperation -- nuts and
 
bolts help, if you will, about the transition From central
 
planning to markets.
 

With these three points in mind, I'd like to turn now to
 
discuss the state of reform in each of these countries,
 
beginning wtith the Soviet Union.
 

SOVIET UNION
 

Sicle 1985, the Soviet Union has pursued the internal r-Form 
poticies of "perestroika," "glasnost," and "democratization." 
Perestroika, glasnost, and democratization -- broadly 
understood under the heading of perestiroika -- are a brew of 
political, economic, and legal measures. As President 
Gorbachev has made clear, transforming the Soviet economy 
requires fundamental change in the political and legal
 
landscapes -- a true "revolution."
 

The changes Gorbachev has made in the political and legal
 

structure have sought:
 

-- a Presidency with wide-ranging powers; 

a Supreme Soviet that would enact laws and decrees;
 

a Politburo and Central Committee that would agree to
 
radical reform;
 

a bureaucracy that would implement, not obstruct
 
reform; and
 

a general public that would embrace and sustain
 
necessary changes.
 

Gorbachev and his allies have had to formulate and legitimize a 
new Soviet market system -- now called a "planned market." 
This requires not just a technically sound program, but 
overhauling the orientation of millions of Soviet citizens. it 
involves a reconsideration of Soviet doctrine in several 
sensitive areas. Other members of the leadership are bound to 
resist this assault on socialist theory and practice. We have 
seen signs that they could rally some support against the
 
required renegotiation of the Soviet "social contract": The
 
implicit agreement whereby the Soviet people have received
 
extraordinary security and distributive equality (except for
 
the privileged and the corrupt, a growing group), but at the
 
price of political dictatorship, the absence of civil
 
liberties, few economic incentives, and limited economic
 
opportunity.
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Perestroika also fortes new thinking about the tradeoFF between
 
efficiency and equality. This raises the question of the roles
 
of property and incentives. Economic incentive is the prime
 
•motiuation 	for productivity, and private property is the key t.u
 
economic incentive. The Soviets also need to reconsider the
 
role of planners because the information explosion of the last
 
twenty years has demonstrated that a centrally planned economy
 
cannot compete.
 

As we examine the Soviet reforms, we must keep in mind the vast
 
diFFerences separating Soviet thinking on economic questions
 
from our' own. For instance, in the Soviet command economy,
 
output and allocation are set through quantity targets
 
acc;ording to a central plan,..not by market prices. Pric7es do
 
not!signal scarcity; they are an accounting tool. Rubles are
 
not freely convertible into goods within the Soviet Union, much
 
less outside. In short, central allocation decisions, not
 
money and markets, still command resources.
 

While the impetus to change may have been economic, it would be
 
a mistake to analyze perestroika as simply an economic
 
phenomenon. The course set by President Gorbachev involves
 
changes throughout society. Much of it is experimental and ad
 
hoc.
 

Previous Soviet Reform Efforts
 

Perestroika is not the First effort to reform the Soviet
 
command and control economy. Prior attempts included: the "news
 
lands" policy in the 1950's, designed to spark agricultural
 
production; the Lieberman reforms in the 1960's, a forerunner
 
of current efforts to increase enterprise autonomy; and
 
Brezhneu's increased centralization and bureaucratization in
 
the 1970's, intended to promote management efficiency by
 
increasing cross-sector coordination. All these efforts simply
 
tinkered with the basic Stalinist model, and all failed.
 

The causes of these failures may help us to understand the
 
conditions necessary for the success of perestroika. These
 
conditions include:*/
 

1. 	 top-level political support;
 

2. 	 clear recognition of the need for economic changes;
 

3. 	 an openness that permits the rethinking oF ideology
 
and economic theory so as to justify change;
 

4. 	 a conducive international environment;
 

5. 	 consistency in the design and implementation of
 
reforms; and
 

6. 	 an ability to counter the power of the anti-reform
 
bureaucracy.
 

•/ These conditions are drawn from Anders Aslund's book,
 
Gorbachev's Struq_9e for Economic Reform (1989)
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As the reformers are taking on Russian as well as Soviet
 
traditions, even these conditions may not totally suffice.
 
Openness may bring conflict as well as progress.
 

The first four conditions for a successful reform effort are
 
probably present now. But the fifth and sixth pose real
 
challenges for President Gorbachev. At this point, there are a
 
variety of perils facing perestroika. They include: a poorly
 
designed and non-comprehensive program, reflecting compromises
 
among the leadership; poor implementation due to bureaucratic
 
opposition; public opposition due to the loss of benefits From
 
the old system; and the failure to win a constituency for the 
reform, due to uncertainty about its staying power and legal 
pr'otections. 

Giuen the magnitude of the challenge, perestroika hds been not
 
one reform program, but an amalgam of many. It is an ongoing
 
experiment ever ready to face new challenges, at times
 
in unexpected ways. Yet it has also reflected compromises made
 
necessary by the Soviet system of collective leadership. These
 
compromises and contradictions have created ambiguities, which
 
in turn have opened opportunities for bureaucratic
 
"reinterpretations" and obstructions. 
 It remains to be seen
 
whether the new powers Gorbachev has assumed in the "executive
 
presidency" will overcome these obstacles.
 

The Reasons for Perestroika
 

Perestroika arose in response to problems predating Gorbachev.
 
Command methods swiftly industrialized the Soviet economy, iF
 
at great cost. Yet by the early 1980s, the Soviet leadership
 
understood that some kind of economic reform was necessary.
 
Yuri Andropov, in his few months as General Secretary of the
 
Communist Party, outlined measures that became Gorbachev's
 
starting point.
 

I believe a combination of four Factorg convinced Andropou and
 
the other Soviet leaders of the need fur reform.
 

The first.was the sharp drop in economic qrowth. Growth rates
 
fell from 5% in the late 1960s to 1.8% in the early 1980s.
 
(Growth may have even been lower, or stagnant.) The period of
 
extensive Soviet economic growth, based on expanding inputs,
 
was over. Yet the Soviet economy could not switch to intensive
 
growth, relying on productivity gains. In part, this reflected
 
Soviet backwardness in developing and employing technology.
 

A second argument for reform was the declining position of the
 
Soviet Union in the world economy. Instead of catching up with
 
and passing the U.S., as Khrushchev had boasted, the Soviets
 
were falling-further behind -- behind not just the West, but
 
the newly industrializing economies (NIEs) also. China, too,
 
was instituting reforms that would leave the Soviet Union
 
behind if it did not change.
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The Soviet Union's international trading position was hurt.
 
Even in trade with Eastern Europe, the Soviets were relying
 
more on exports of raw materials. (The fall of energy prices
 
-by -the mid-1980s exacerbated the situation by cutting into hard 
currency earnings.) The Soviets were looking at the
 
possibility of being overtaken economically by the Asian Tigers
 
and other Third World nations.
 

The military impact of Soviet economic failure was a third
 
reason For reform. The U.S. military buildup could only be
 
offset by siphoning off an even greater share of civilian
 
resources. The estimates of the Soviet military's share oF GNP
 
vary, from 16%-18%, or even higher. (This compares with about
 
5%.in the U.S.) rhe growth.of Soviet military spending 6uas
 
cl$grly damaging the economy's ability to produce sophisticated
 
military technology. As Former Soviet Chief of Staff Ogarkov
 
stated, technological backwardness would eventually lower
 
military capability as the Soviet economy would not cope with
 
the Western "revolution in military affairs."
 

The Fourth factor was the emergence of new leadership in the
 
Soviet Union -- a new generation. Less rooted in the old
 
system, less dogmatic, some were readier to experiment with new
 
ansUJers. The new leadership understood that the Soviet economic
 
engine required more than minor adjustments. But it was far
 
7rom agreed on what new reforms were necessary.
 

Perestroika As Reconstruction
 

Following Andropov's lead, Gorbachev initially emphasized
 
"uskoreniye" -- "acceleration" of growth through more intensive
 
use of inputs, rather than just massing additional resources.
 
The elements of this program included:
 

-- higher growth targets; 

-- ..a traditional focus on more investment in equipment, 
modernization and machine tools; 

..better quality by creating a new quality-control
 
bureaucracy (Gospriyemka);
 

a worker discipline effort, including the anti-alcohol
 
campaign; and
 

new decrees on wages and social benefits to cope with
 
wage leveling and the lost link between performance
 
and income.
 

The results of this program were unacceptable; growth continued
 
to stagnate. Planning based on higher but unmet targets
 
exacerbated Ziribalances. Extra investment did not improve
 
efficiencv because there were no market signals (prices and
 
profits) to guide the allocation of capital. The bureaucracy
 
rejected quality control because it hurt the ability to meet
 
plan targets, which in turn would reduce bonuses.
 

http:growth.of
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While it had short-term positive efforts, the anti-alcohol
 
campaign pushed alcohol production outside the legal system,
 
which led to a major loss of state income from the tax on
 
alcohol, increasing the budget deficit. The wage and benefit
 
rules also turned out to be ambiguous because'enterprises still
 
focused on quantity rather than quality or the efficiency oF
 
production.
 

If there was any benefit from the reform, it was the
 
recognition by the Soviet leadership that more drastic action
 
was necessary. While not agreeing on the exact action, they
 
knew they could not sit still.
 

Broaer Based, Piecemeal Reforms
 

By 1987, Gorbachev was ready to move beyond the Andropovian
 
approach to reform. The result was the introduction of major
 
reform measures -- specifically the Basic Prouisions for
 
Fundamental Perestroika of Economic Management and the Law on
 
State Enterprises -- at the June 1987 Central Committee
 
Plenum. These measures addressed a number of sectors and
 
issues of economic organization. While broad-based, these
 
changes were neither comprehensive nor integrated with one
 
another.
 

While designed to foster more enterprise independence, the
 
planners did not really let go. The absence of competition and
 
market prices meant that decentralized authority led to higher
 
wages, not improved efficiency and quality.
 

Enterprise self-financing was intended to spur firms to earn
 
their own resources, so that subsidies could be reduced.
 
Without prices reflecting market forces, the profits (or
 
losses) of the firms were hardly dependent on their efficiency
 
and competitiveness. Moreouer, central planners, not firms,
 
continued to control credit and other inputs. Instead of going
 
bankrupt, unprofitable firms were still subsidized, which
 
contributed to the growing budget deficit.
 

Cooperatiues were supposed to give a quick boost to sales and
 
production by permitting groups of workers to enjoy the Fruits
 
of their labors, which could demonstrate to consumers that
 
perestroika had a payoff. They could also be a First Form of
 
private ownership to demonstrate the rewards of hard work and
 
ingenuity. Yet the compromises of the cooperative program
 
produced a legal and business environment that almost seemed to
 
be designed in order to thwart the cooperative movement.
 

Planners still channeled most inputs to state firms, forcing
 
co-ops to operate through illegal, higher-priced "black"
 
markets. This hurt the public legitimacy of co-ops. In the
 
absence of real competition, many co-ops earned monopoly
 
profits, further eroding public support. The government
 
reacted to this by granting local authorities wide latitude in
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taxing co-ops, which in some parts of the Soviet Union has led
 
to harsh taxes. In addition, the gouernment forbade co-ops
 
from operating in certain sectors (e.g., medicine, printing)
 
that had proven popular and profitable. What's more, the very
 
tenuousness of the co-ops' existence has led many to distribute
 
profits instead of reinvesting them. 

Despite this, the cooperative sector has prospered. According
 
to some Soviet estimates, co-ops now account for about 5
 
percent of national income and employ about 2.5% of the work
 
force. But the future of co-ops remains uncertain. They

remain a prime target of trade union complaints. Last year,
 
the Supreme Soviet only narrowly defeated, 205 to 190, a
 
proposal to close all trading cooperatives.
 

Agriculture, which led the way in the Hungarian and Chinese
 
reforms, also has proved a disappointment. Although a new idea
 
of "contract leasing" (long-term leaseholds to 
create incentive
 
for Farmers) was announced, the potential leaseholders were
 
harassed through high taxation, refusal to deliver inputs, and
 
a lack of legal guarantees for leaseholders. Moreover, the
 
farmers themselves didn't know how to run farms. Their
 
experience was as day-laborers, not small businessmen. Given
 
the uncertainty of the new incentive system, many people were
 
also wary of the risk oi running a farm.
 

The Law of Individual Labor Activity was a cautious first step
 
toward building 
a private sector. Yet this half measure
 
limited entrepreneurs to the service sector and kept

prohibitions on hiring labor. it was also contradicted by the
 
accompanying campaign against "unearned in-ome 
-- which cracked
 
down on the same 
small business the law on individual labor
 
activity was supposed to encourage.
 

In sum, the piecemeal reforms of 1987 proved inadequate. They

did not activate unused reserves or substantially increase
 

.efficiency. Government spending increased and 
revenues Fell.
 
The large deficit was financed through printing more rubles,
 
w~hich sent inflation climbing (perhaps as high as 10%,
 
according to some estimates). People no longer trusted the
 
value of the ruble, which led to a hoarding oF goods that made
 
shortages worse. The leadership recognized that perestroika
 
must move even further.
 

Latest Efforts: Two Steps Forward and One Backward?
 

The next major move came in October 1989, when Deputy Prime
 
Minister Abalkin proposed a two-stage "moderate radical reform"
 
program designed first to stabilize the economy and then to
 
introduce some of the structural changes needed for further
 
reform. This plan represented a major theoretical advance 
over
 
previous reform efforts. It recognized the importance of:
 

the market, and particularly the pricing mechanism,
 
for regulating the economy;
 



-B- PR NO. 48
 

competition, including from imports, to promote
 
efficiency and keep prices down;
 

ownership rights; and
 

-- institutional change and reform sequencing. 

Abalkin's plan, though, was more impressive in theory than in
 
practice. Its endorsement of "ownership rights" did not
 
specifically include "private property." The timing of price
 
reform remained uncertain and the stabilization program was too
 
timid.
 

Yetljeven the Abalkin plan was too advanced for the Souie
 
political environment. As the plan was under discussion, the
 
Supreme Soviet sought to cope with consumer shortages through
 
traditional administrative means like a price freeze and an
 
extension of state orders (as opposed to marked allocation) to.
 
essential foods and consumer goods. When it came time to
 
legislate the next stage of reform in December 1989, the Soviet
 
leadership turned to Prime Minister Rzyhkov's tepid program.
 
While retaining the construction of Abalkin's two-step
 
approach, Prime Minister Ryzhkou's ideas for structural reform
 
failed to advance the status quo. Specifically the Ryzhkov
 
program:
 

called for the re-centralization of investment
 
decisions;
 

advocated increased investment for agriculture,
 
instead of reliance on leasing and incentives For
 
production,
 

envisaged a slower pace on price reform, with new
 
wholesale and agricultural prices delayed until 1991
 
*and a failure to commit to a timeframe for new retail
 
prices; and
 

emphasized that major enterprises would remain "within
 
:the sphere of direct state management" and expected
 
only 20% of Soviet enterprises to have transferred to
 
leasing by 1995.
 

In sum, as recently as last December the Soviet officials were
 
proposing increased reliance on the command-planning model as a
 
"step" toward (but in fact away from) a more market-oriented
 
system.
 

Not surprisingly, the Ryzhkov proposals did not turn the
 

economy around. In the first two months of 1990, incomes rose
 
14-15%, while production rose less than 2%. Efforts to raise
 
fuel prices for enterprises were met with protests from
 
official trade unions and were rescinded by the government.
 
The result was yet a third economic reform program by
 
mid-March, shortly after Gorbachev assumed the enhanced
 
presidency.
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A Council of Minister decree outlined this reform program,
 
which calls for the transition to a "plan-market" economy. The
 
decree lists 28 laws and decrees to be prepared by May 10.
 
Some items on the list are already in the works, including
 
"b,"nking and tax reform, anti-monopoly legislation, and amending
 
the laws on state enterprises and cooperatives. Others are
 
new, -4ncluding laws on Freedom of economic activity and the 
deuelopiient of entrepreneurship, taxation in kind, indexation 
of incomes, and reform of p;ice Formation.
 

While the scope of the new program could turn out to be
 
impressive, we have little indication of Lhe content of the
 
laws and programs, or of what stage of the drafting prccess
 
they are in. This program could represent a major advarice over
 
Le.Ryzhl(ov plan, but we shall have to see if it improves on
 
Ab'akin's October proposals. Indeed recent statements by
 
Abalkin himself, "reassuring" the Soviet public that the
 
proposed changes will not be "radical," suggest that the new
 
program could even fall short of the October 1989 version.
 

Lessons from Perestroika
 

Perestroika to date has been comprised of a grab-bag of
 
eco,,omic reforms. Some are striking changes from Brezhnev's
 
e.onomic system. Unfortunately, not much has worked in terms
 
of economic performance.
 

The political changes, however, have been exceptional.
 
Gorbachev has decided that he needs to change the political
 
system to support economic reform. We have witnessed the rise
 
of a Supreme Soviet with real power and of an executive
 
presidency.
 

The lessons of early failures are clear:
 

The old Brezhnev model was totally discredited;
 

The Andropovian moral discipline fix was a bust;
 

-- GDR-type streamlining efficiency didn't work; 

Piecemeal reforms of enterprises and industrial
 
organization couldn't be successful as long as they
 
operated in a system hostile to private initiative,
 
competition, markets, and profits; and
 

Even the agricultural sector -- the leading edge for,
 
the Hungarians and the PRC -- was impervious to reform.
 

The positive lesson was there too. To succeed, reform must be
 
economically and politically comprehensive. A comprehensive
 
program might take a number of fo-ms, each with different risks.
 

v.( 
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There are three kinds of comprehensive strategies: (1) one-shot
 
radical reform all at once, the "Big Bang" approach, perhaps
 
after some basic groundwork is laid; (2) gradual changes, but
 
sequenced carefully to enable reforms to take hold; or (3)
 
major transformation by sector.
 

Each strategy requires a shift from the ad hoc adjustment of
 
the past. And this is a problem. It will be exceedingly
 
difficult For a collective leadership to develop a
 
comprehensive effort. This is no surprise. It is hard for our
 
decentrali2ed political system to develop comprehensive
 
programs, too. But our basic political and economic system
 
works. The Soviet Union's does not. Some analysts suggest
 
that Gorbachev's assumption of new, extensive presidential
 
po6rs is designed to remedy this weakness.
 

What 13 To Be Done?
 

There is some irony in asking, as Lenin's book did in 1902,
 
"What is to be done?" That book called for a tightly knit,
 
highly disciplined party vanguard with strong central control 
to make a revolution. But in the 1920's Lenin introduced a New
 
Economic Policy (NEP) that envisaged decentralized economic
 
authority, at least as a temporary expedient. Some Soviet
 
reformers seek to trace the antecedents of their
 
market-oriented ideas to that NEP.
 

Of course, Soviet society is quite different from ours, with
 
cultural, political and ideological constraints unlike ours.
 
And it reiai'ns in many ways, as Churchill well understood, an
 
enigma. So any outsider should be cautious in offering advice
 
for reform, That said, some economic points stand out to me
 
personally.
 

One, there is no getting away from market prices. Whatever the
 
problem, the solution keeps coming back to market prices, which:
 

-- enable markets to assess profitability; 

-- guide efficient investment; 

-- allow firms to compete for inputs, 
planner's allocation; 

not rely on a 

signal the scarcity of goods and 
production; 

create incentives for 

-- establish rewards for work; and 

-- are a critical step toward achieving a conv
ruble. 

ertible 

-WI/ 
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Two, it is hard to envisage the success of price reform until 
the ruble's value is stabilized. The ruble overhang -- created 
by massive deficits Financed through printing money -- neans 
that j.f prices were freed at present, the demand for goods 
Would send prices soaring. 

The ruble overhang could be reduced by: selling state-owned 
assets (apartments, equipment, and land); issuing financial 
instruments with positive rates of return after inflation; and 
possibly selling consumer good imports at a substantial 
markup. The substantial Soviet gold stocks might also be used 
to back the value of the ruble or government bonds. As major 
gold producers, the Soviets could use future gold production to 
regulate the money supply. 

It lis important that these monetary policies be iccompanied by
 
Fiscal restraint. Otherwise there would be a new ruble
 
overhang. Targets for spending cuts might be: subsidies to
 
Firms, defense spending, and military aid to foreign clients
 
(Cuba, Afghanistan, Ethiopia, Uietnam and Camibodia). Improved
 
production efficiency, especially in the countryside, could
 
also reduce government: spending. Higher taxes, in contrast,
 
will hinder, the development of business initiative.
 

Three, microeconotmic reforms in industrial organization must
 
accompany market prices and macroeconomic stabilization.
 
Enterprises and cooperatives.must have the freedom to compete.
 
Monopolies must end. Staie controls should not limit the ease
 
of entry and exit of competitors. Instead of planners, tiarket
 
signals shoul-d determine resource distribution.
 

Four, the Supreme Soviet must provide legal guarantees for
 
property rights. The new Soviet property law moves in the
 
right direction, but it is a compromise document that avoids
 
use of the term "private property." On the plus side, it
 
provides the legal Foundation for development of small-scale
 
private enterprise, diversifying forms of ownership and
 
granting some additional rights to individuals and foreign
 
investors. It does not, however, allow private ownership of
 
].and or the direct hiring of workers, which precludes the
 
development of large-scale private enterprise.
 

Five, the Soviets must move carefully in substituting tax and
 
regulatory policies for confiscation and production
 
directives. The power to tax remains the power to destroy, and
 
over-regulation can choke off striving enterprises.
 

Six, the Soviet Union will need to ensure the social welfare of
 
those who cannot fend for themselves in the changed economic
 
enuironment. At present, social welfare is managed through
 
enterprises and there is no real system to ease adjustments as
 
inefficient firms adjust to meet competition, or even go out of
 
business. Competition is likely to require unemployment
 
insurance and worker retraining programs. There will be a need
 
for a bankruptcy law permitting the restructuring or
 
liquidation of failed enterprises.
 



-12- PR NO. 49 

These tasks pose a major challenge to perestroika. But even
 
this brief analysis points underscores that the necessary
 
reforms are interrelated. Action on any one element by itselF
 

.oiI1l not suffice. The different measures must act in concert
 
if the new economic system is going to work.
 

U.S. Policy
 

For some time, this Administration has made clear that it wants
 
perestroika to succeed. Perestroika can help create a more
 
open society, channel claims for societal resources away from
 
the military to civilian uses, and create institutions with no
 
interest in military adventurism. In short, perestroika can
 
traqsForm the Soviet Union into a cooperative member of 'the
 
intornational community.
 

We have a national interest in the spread of our core values:
 
selF-determination, democracy, individual rights and freedoms,
 
economic liberty, market economics, and the peaceful resolution
 
of conflicts. So we welcome the Soviet Union's movement toward
 
accepting these values.
 

Realism is called for, however, in assessing the actual
 
influence we can have on perestroika. We must avoid the siren
 
song calling for direct aid to Moscow. As President Gorbachev
 
has stated on numerous occasions, the success of Soviet reform
 
depends on the Soviets themselves. It was the discarded uiew
 
of General Secretary Bre2hneiv that Western technology, credits,
 
and know-how could produce a Soviet economic turnaround.
 

in our view, the best approach toward supporting both
 
perestroika and America's interests and values is a creative
 
search for points of mutual advantage in those areas most open
 
to superpower cooperation: making Europe whole and free;
 
resolving regional conflicts; negotiating stability and
 
predictability-enhancing arms control agreements; supporting
 
the rule of law in the Soviet Union; and working together on
 
technical economic cooperation.
 

Let me fo.cus here on the strictly economic aspects of this
 
search f6r mutual advantage. We have begun a program of
 
extensive technical cooperation with the Soviets, designed to
 
facilitate the massive task of restructuring their economy.
 
The President presented a list of possible projects to
 
Gorbachev at Malta. Ongoing efforts have included:
 

Chairman of the Council of Economic Advisers Boskin
 
recently visited Moscow to discuss Soviet reforms;
 

in March, the Soviet Finance Minister and Chairman of
 
the State Bank vis±ted Washington for detailed
 
discussions with Treasury Secretary Brady, Federal
 
Reserve Chairman Greenspan, and me;
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in February a group of Soviet experts spent 10 days
 
traveling around the U.S. under Commerce/SBA auspices
 
to study small business operations;
 

in February a.,other delegation visited New York and
 
Washington under New York Stock Exchange ausp.ices to 
study financial markets and stock exchange operations;
 

the IRS has offered tax advisor'y services to the USSR,
 
aimed at establishing efficient tax administration.
 

--	 a group recently visited Moscow to expand cooperation 
in developing census and economi 's statistics. 

In Wddition, we are exploring a host of other steps we can take
 
to share our experience across a broad range of sectors. In
 
particular, if the USSR moves ahead with a major reform effort
 
this year, as they have suggested, we inigiit be able to offer
 
perspectives on particular proposals.
 

At Malta the President presented a series of bilateral
 
commercial initiatives designed to demonstrate our support for
 
perestroika, serve our economic interests and, in the process,
 
help teach the Soviets about the practical workings of market
 
economies. The President proposed the start of negotiations on
 
a trade agreement with a view toward completing them by the
 
June summit. We have had three rounds of negotiations. IF the
 
Soviets pass and implement an emigration law in conformance
 
with international standards by the time we have completed an
 
agreement, the President has said he intends to waive the
 
Jackson-Vanik Amendment, paving the way, with the trade
 
agreement, for the extension of most-favored-nation status.
 

Also at Malta, the President told Gorbachev that once he waives
 
Jackson-Uanik, he wil\ explore with the Congress lifting the
 
various restrictions on USG lending to the USSR. We have also
 

-begun negotiations on a bilateral investment treaty, which
 
should take some time to complete, and a revised tax treaty, on
 
which we are making substantial progress. We have agreed in
 
principle.to a new long-term grains agreement, which should be
 
ready for summit signature. We are also pursuing negotiations
 
on an expanded civil aviation agreement and a maritime
 
transportation agreement.
 

Finally, we can continue to challenge Moscow to implement the
 
domestic economic reforms needed for increased international
 
economic interaction. At Malta, thz President stated his
 
support for' Soviet observer status in the GATT in order to help
 
acquaint the Soviet Union with GATT norms and procedures, and
 
with the market-oriented trading policies on which the GATT is 
based. The President also supported cooperation with the USSR 
in the CSCE and the OECD. I am delighted to report that the 
Soviet Union at the recent CSCE Bonn Economic Conference joined 
in supporting the final document that included market economic
 
principles. Soviet cooperation with the OECD would be through
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the recently established Center for European Economies in
 
Transition. We continue to oppose, however, Soviet membership
 
in the IMF or the IBRD because we believe their economy is
 
itncompatible with the market norms and transparency required of
 
the members.
 

Some Conclusions about Soviet Economic Reform
 

Perestroika and glasnost are President Gorbachev's efFort to
 
remake the Soviet Union. That may not have been his aim in
 
1985, but the failures of the early reform efforts convinced
 
him and his colleagues that change must be far more
 
Fundamental. These are practical and determined men, whose aim
 
is .pot freedom for freedom's- sake, but the modernizatien of the
 
Soyiet Union. They are not the heirs of Locke and Montesquieu,
 
but of the great Russian modernizers, like Peter the Great and
 
Alexander I.
 

The failure to produce economic results has not deterred
 
Gorbachev. As he has shown repeatedly, he uses obstacles to
 
further consolidate his authority. Then he takes steps to
 
press political and economic reforms further. He does not
 
fold; he does not call. He raises the stakes.
 

Nevertheless, Gorbachev and his allies still must operate 
as
 
members of a collective leadership with very different notions
 
of what reform means. The development of a Supreme Soviet with
 
some authority has merely extended these conflicting views of
 
the reform process to a larger body. So the decisions are
 
often compromises.
 

This ad hoc policy development process is a severe handicap
 
when the objective is to overhaul a society's basic attitudes
 
toward economic life. It would be a mistake, however, to
 
conclude that the challenges are necessarily too daunting For
 
perestroika. Ouer the years, Gorbachev has steadily secured
 
greater power; his new presidential powers represent the latest
 
and most extensive steps in this process. This accumulation of
 
power creates, however, an irony given Gorbachev's claimed
 
interest.jn opening up the Soviet society and power structure.
 
I would expect it will be important to examine the steps taken
 
up to and during this summer's Party Congress to ascertain the
 
real direction of reforms.
 

We want perestroika and glasnost to succeed. But we also
 
recognize the limits of our influence. This is an internal
 
evolution whose success depends ultimately on the Soviet people.
 

Of course, the United States will continue to pursue our 
national interest. But that interest does-not exist in 
isolation from the events taking place in the Soviet Union and 
Eastern Europe. Our task is to find points of mutual advantage

where both we and the Soviets can Gain. This involves full
 
engagement across the span of issues concerning our two
 
countries: regional conflicts, eirms control, human rights,

transnational relations, and bilateral topics such as
 
economics. At Malta and in the series of ministerials leading
 
up to the spring Summit, we have been doing just that.
 

http:interest.jn
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Before turning to Central and Eastern Europe, I would like to
 
make several points about the situation in Lithuania.
 

-The people of Lithuania must not be denied their rights. We
 
support the aspirations of the Lithuanian people for
 
self-determination. We have never recognized the forcible
 
incorporation of Lithuania, Latvia, and Estonia. The Supreme
 
Soviet has called the 1939 Molotov-Ribbentrop Pact and its
 
secret protocols illegitimate, effectively making the
 
incorporation illegal.
 

It's time to engage in a dialogue, and not merely talk about
 
having a dialogue. fhe Lithuanians want such a dialogue.
 
That's the answer: dialogue, noL ecoI1oQTmic boycotts or tnreats
 
to! noke Presidential rule.*
 

Our policy toward the Soviet Union is shaped by what's in our
 
interest.
 

It's in our interest to see the countries of Eastern Europe
 
free of Soviet Forces and secure from threats that could
 
reverse their revolution.
 

It's in our interest to see the Soviets destroy 40,000 tanks
 
through a CFE agreement.
 

It's in our interest to lock-in major reductions in Soviet
 
strategic forces and to create a more stable, predictable and
 
secure relationship that reduces the risk of nuclear war.
 

It's in our interest to settle regional conflicts in a way that
 
fosters peace and freedom -- as we did in Central America.
 

And, it's in our interest to see the reform process go Forward
 
in the Soviet Union so it will be more committed to internal
 
progress than external expansion.
 

But some of our bilateral contacts with the USSR may be more
 
directly in their interest than in ours. And those contacts
 
are being put to risk by Souiet actions -- even short of force
 
-- in Lithuania. 

Our willingness and ability to take steps thai: benefit
 
perestroika in the near term is, to be sure, affected by Soviet
 
behavior. Perestroika, glasnost, and democratization cannot be
 
divisible. The reform process won't go forward and succeed if
 
it is applied in some republics and denied in others.
 

CENTRAL AND EASTERN EUROPE
 

The Politics of Eastern European Reform
 

Two months ago in Prague, I noted that the "historic,
 
democratic movements that we are witnessing across Europe...
 
hold great promise for all of us. .... (But) initial impulses 
for democracy may not be enough. If 1989 was the year of
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sweeping away. 1990 must become the year of building anew."
 

One challenge confronting the transitional gouernments of
 

Eastern Europe is organizing and implementing fair and free
 

-ele'tions that establish open parliaments with a place for
 

opposition. In Prague I underscored the necessity for the new
 
democracies to respect the rule of law, fundamental individual
 
rights and liberties, and minority rights.
 

Since that time, free and fair elections have been held in the
 
GDR, Hungary, and in Slovenia, a republic of Vugoslauia. A
 
non-communist, coalition government has been Formed in the GDR
 
and a non-communist coalition is expected in Hungary now that
 
it has completed two rounds of balloting for parliamentary
 
seats. Open, freely contested parliamentary elections *alre
 
scHeduled over the next two months in Romania, Czechoslovakia
 
and Bulgaria. Poland will hold local elections for some 50,OOO
 
positions on May 27. Election observers from the United States
 
and other CSCE countries will be following the ballotinq in
 
each country to authenticate the process.
 

The gouernments of Eastern Europe, most still transitional,
 
demonstrate clear signs of progress toward democratic
 
government and economies based on the market rather than
 
centrPl planning. Poland's Solidarity-led gouernment has
 
successfully begun a bold economic program which, despite the
 
sacrifice involved, is supported by the people.
 

In Hungary, a coalition government formed by the Hungarian
 
Democratic Forum will need to maintain and accelerate the
 
economic reform program devised by the transitional government
 
under Premier Nemeth. Among other things, that program slashes
 
the deficit by cutting producer and consumer subsidies,
 
trimming defense expenditures and raising rents and taxes.
 
Parliament will shortly determine how to select the next
 
President--through direct plebiscite or by a vote of the new
 
parliament.
 

We have.seen some progress in the politial sphere since my
 
visit in February to Sofia. The current government has agreed
 
to international election observers and set a date for the
 
elections - June 10, with a runoff June 17. Political parties
 
are forming and holding political rallies. However,
 
significant concerns relating to free and fair elections still
 
remain -- including equal access to broadcast and print media
 
by opposition parties, dismissal of opposition activists from
 
state employment, and secret police activities in the
 
democratic process. The National Assembly has passed
 
legislation that permits members of the ethnic Turkish and
 
Bulgarian Muslim minortties to reclaim Muslim names, mosques to
 
reopen and Turkish to be spoken-- despite some opposition by
 
the ethnic Bulgarian majority. The decision by the National
 
Assembly to end the forced assimilation policy of the Zhivkou
 
regime is one example of an important principle I spoke of in
 
my Prague address, that "majority rule must respect minority
 
rights." We encourage Bulgaria's leaders to pursue actively
 
this commitment to minority rights and assure the legislation
 
is effectively implemented throughout the country.
 

7!
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Freedom of expression, religion and travel have been declared
 
and are being increasingly practiced in Romania. Independent
 
political parties are building toward elections scheduled on
 
May. 20, although the ruling party continues to control the
 
overwhelming share of media and electoral resources throughout
 
the country. Regrettably, Romania in recent weeks has
 
demonstrated that a newly opened political environment without
 
established democratic institutions and principles can lead to
 
a resurgence of historic ethnic animosities. Ethnic Hungarians
 
and Romanians have clashed in the streets over the issue of
 
minority rights. We are watching this situation carefully and
 
hope that further violence will be avoided.
 

My *trip to Prague in Februar.y. confirmed the progress of.
 
democratic and economic reform in Czechoslovakia. The
 
"government of understanding" led by Vaclau Hauel has announced
 
an ambitious program of political and economic reform to create
 
favorable conditions for elections on June 8. President Havel
 
himself has taken a key role in promoting a dialogue and
 
consultation among Eastern and Central Europeans on a variety
 
of issues of concern to the emerging democracies.
 

Economic
 

Successes in the political sphere must be reinforced by
 
successes in the economic. For democracy to succeed in Eastern
 
Europe it must hold out the hope of a better life for the
 
people of this region. Economic vitality in these new emerging
 
democracies s essential to maintaining the stability of Europe.
 

The countries of Eastern Europe are faced with the daunting
 
task of creating a market while coping with the legacies -- in
 
the form of high external debts, little or no domestic savings,
 
inflation, low worker productivity to name just a few -- of
 
central planning. Each of these countries must determine its
 
own economic policies. We cannot impose a system upon them.
 
However, we stand ready to help -- both in advising them on the
 
policies and in helping them implement them.
 

A year ago tomorrow, President Bush pledged America's support
 
to Poland in its efforts to transform its political and
 
economic structure. This policy was extended to Hungary late
 
last Spring. With the introduction of the "Eastern European
 
Democracy and Free Market Act of 1990, " the President extended
 
this policy to all of the newly emerging democracies of
 
Eastern Europe.
 

Our support must be flexible. Each of the countries is going
 
through a similar, but distinct process. For example, although
 
Solidarity and Civic Forum are similar, their histories and the
 
process by which they have overcome the Marxist-Leninist system
 
are distinct. Therefore, our support must have both general
 
approaches to support democracy and the establishment of market
 
economies, and flexibility and distinctions adapted to each
 
individual country.
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As I outlined in Prague, we see three stages of support
 

available to these emerging democracies:
 

First, we are prepared to provide short-term emergency
 

assistance based on need. We will be there to break the fall.
 

But we will do so in a way that does not undercut the
 
We have already
revitalization of homegrown solutions. 


provided such assistance, in the form of food aid, to Poland
 
and Romania.
 

Second, we are prepared to help these countries make the
 

transition from Stalinist command economies to market system
 

driven by private enterprise. We must appreciate that in these
 
areas the countries of Eastern Europe have embarked on
 
uncharted waters. Therefore, assistance -- both technical and
 
Financial -- will be needed.
 

Third, we must integrate these new market economies into the
 

international economic system. They, too, are eager to end
 

their economic isolation, recognizing that they need discipline
 
as well as the opportunities provided by regional and global
 
financial and economic institutions.
 

The task before these countries and their peoples is
 
unprecedented. They must create -- almost overnight -- an
 
entirely new economy -- ones based on private enterprise, free
 
competition, and market prices. We have held extensive
 
discussion with the Governments of Poland and Hungary on what
 
types of assistance are needed. We have also begun such
 
discussions with the Government of Czechoslovakia. The
 
European Commission, on behalf of the G-24, has begun such
 
discussions with the other countries of the region. We
 
anticipate responding to some of these needs with the funds we
 
hope will be available next fiscal year.
 

SEED I
 

Last year, we joined with the Congress to pass the Support
 
Eastern European Democracy Act of 1989. This Act has given the
 
Administratlkn the resources with which to respond to these
 
historic events. We were able to lead the way in the creation
 
of the Polish stabilization fund. We have launched the Polish
 
and Hungarian enterprise funids -- funds designed to promote
 
entrepreneurial activity in these countries. We have been able
 
to begin providing these countries with limited technical
 
assistance and training.
 

However, the SEED Act has a major fault. A fault that we
 
believe if left uncorrected will limit U.S. efforts in coming
 
years. The SEED Act was earmarked for a variety of specific
 
projects. Eastern Europe is going through a very dynamic
 
process. We cannot estimate what the needs will be three
 
months from now much less 18 months. For example, the Polish
 
stabilization fund, from conception to creation took three
 
months. We were lucky that the timing was appropriate for the
 
SEED Bill.
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This 	earmarking threatens to deny us the opportunity to respond
 
to the most pressing needs. That is why the Administration, in
 
our new bill, has asked for Flexibility. We want to work with
 
the Congress to provide assistance to these countries, but ie
 
"Want to keep bureaucratic requirements to a minimum.
 

Therefore, I cannot give you a dollar-for-dollar accounting oF
 
our plans For FY-1991. I do not have one. I can, however,
 
explain our pJlans and expectations.
 

In FY-1991, we plan to provide assistance in four general areas:
 

0 	 Humanitarian assistance and support for democratic
 
institutions;
 

t}o 
 Technical training and technical assistance;
 

o 	 The environment; and,
 

o 	 Trarsitional economic support.
 

We believe Funding keyed to these categories would provide us
 
with the flexibility needed to support the transformation of
 
these societies.
 

I can aio promise that we intend to keep down the level of
 
bureaucracy in our assistance program for Eastern Europe.
 
However, to do so, i need your help. Through the office of the
 
coordinator, Larry Eagleburger, we have reached out to all 
parts of the' U.S. Government. We will use the most appropriatfe 
agency to implement programs. But it is not helpful to have 
you tell. us that one agency must be used for this purpose and 
another agenc;' For that.
 

We are also reaching out to the private sector. The Commerce
 
Deparxment has established the Eastern European Business
 
Informatior, Center. We have held conferences for
 
non-governmental organizations. We can, and will, do much more.
 

We must keep in mind that the United States is not alone in
 
this endeavor. Fortunately, the contrary is true. At
 
President Bush's initiative, the Paris Summit asked the
 
European Commission to coordinate Western support For political
 
and economic reform in Poland and Hungary. This resulted in
 
the G-24 effort, which currently includes all the members oF
 
the OECD.
 

'The G-24 mechanism has been effective. All in all, G-24 member
 
states have committed over $1.4 billion in grants, credits,
 
credit guarantees, food aid and technical assistance to Poland
 
and Hungary. In addition, the G-24 member states, including
 
the United States and the EC, have improved Poland's and
 
Hungary's access to markets in the West. The United States
 
wants the G-24 to do even more. We will be working in the G-24
 
to expand coordination between donors. For example, the EC has
 
joined with us to support the Regional Environment Center in
 
Budapest. We expect to cooperate with the EC on other joint
 
projects in the future.
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The European Bank for Reconstruction and Development (EBRD)
 
recent
will be an important part of the Western response to the 


dramatic developments in Central and Eastern Europe. I believe
 

US. involvement and leadership are important to demonstrate
 

our political commitment to the reform process in Central and
 

Eastern Europe.
 

Unlike the World Bank and other existing institutions, the EBRD
 
has a broader purpose than economic development -- to assist
 

the political and economic transformation of these countries.
 
No other international financial institution has the goal oF
 
promoting democracy, pluralism and rule of law. The EBRD along
 
with the IFC will concentrate on developing the private
 
sector. Its charter will require that at least 60 percent of
 

redources be devoted to private sector projects. These
 

features set apart the EBRD from other institutions and give it
 
a compelling justification.
 

We have had serious reservations aboiit the role in the bank
 
initially envisaged for the USSR. We believed from the outset
 
that Soviet borrowing should be strictly limited. Most of the
 
other participating countries agree that the USSR's size and
 
global position make it essential to limit Soviet borrowing.
 
Our concerns on this point have been resolved. The Soviet
 
Union has agreed to a formula which will limit Soviet borrowing
 
to the amount of the USSR's paid-in contribution to the capital
 
of the bank for at l.east the first three years of operation.
 
Any change in borrowing status will require the concurrence of
 
75% of the member countries representing at least 85% of the
 
EBRD's voting power.
 

The U.S. will have ten percent of the bank's capital and be the
 
largest single shareholder to underline the importance we
 
attach to the bank and to our partnership with Western Europe.
 
With an ECU 10 billion capitalization -- equal to about $12
 
billion at current exchange rates. The U.S. commitment over
 
five years would be about $350 million in paid-in capital and
 
$817 million in callable capital or $233 million annually ($70
 
million paid-in and $163 million callable).
 

The OECD also has an important role to play in assisting the
 
countries of Eastern Europe. Last year, the U.S. proposed and
 
the OECD has established a Center for European Economies in
 
Transition. The Center will coordinate activities of the OECD
 
with Eastern European countries and the Soviet Union, including
 
seminars and technical assistance directed at specific sectors
 
or policy areas.
 

Integration into the World Economy
 

However, assistance is only part of the solution. Successful
 
economic reform requires private capital and a thriving private
 
sector. As Czechoslovakia's new Finance Minister Vaclav Klaus
 
put it, we don't need old types of cooperation, we need
 
business.
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Businesses need market prices and an opportunity to compete.
 
It's up to each government to provide a conducive legal and
 
economic environment to attract private capital, to seel
 
.factories to private owners, and to lift the heavy hand of
 
excessive government intervention. 

In addition, we in the West must work with these countries so
 
that they may join the various multilateral economic
 
institutions, including the IMF, World Bank and the GATT, as
 
soon as they are prepared to meet the obligations of membership.
 

We must also seek to remove barriers to trade both bilaterally
 
and in the GATT. In this respect, u'e have one important
 
mesure now pending before this committee. In the "Eastern
 
Euet6pean Democracy and Free Market Act oF 1990," we proposed
 
that Czechoslovakia and the German Democratic Republic be
 
removed from the prohibited list for CSP beneficiaries. We
 
hope that this. committee will be able to move expeditiously on
 
this matter.
 

We also expect to be working with this Committee with regard to
 
Jackson-Uanik waivers and the negotiAtion of trade agreements.
 
As you are aware, the President has waived Jackson-Vanik for
 
Czechoslouakia and Ambassador Hills signed the commercial
 
agreement on April 12. We continue to review the situation
 
concerning Jackson-Vanik waiuers and trade agreements for
 
Bulgaria and Romania.
 

COCOM
 

We are also working with our COCOM allies to relax-barriers to
 
trade in certain areas, particularly telecommunications,
 
machine tools, and computers. We are seeking assurances that
 
COCOM-restricted technology will not be transferred without
 
approval to third parties. Discussions on high technology
 
trade with Poland are going on as we speak.
 

The EC Role
 

The EC must be commended on the role that it has played in this
 
endeavor. In its coordinating role, its financial
 
contribiition, and in the removal of barriers to trade, the EC
 
has set an example for all of the G-24 members. It has acted
 
quickly and generously to meet emergency food needs,
 
complementing similar steps by the U.S.
 

Bonn CSCE
 

The CSCE Conference on Economic Cooperation in Europe, just
 
concluded in Bonn, has produced a final document which we feel
 
meets our substantive objectives for the conference: it sets
 
forth the overarching political and economic goals for
 
long-term economic cooperation between East and West. As a
 
result of Bonn, the CSCE process now provides us with a basis
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for broad cooperation with the countries of Eastern Europe in
 
overcoming the many difficult challenges in making the
 
transition from a command system to a free-market economy.
 
•Fbllowup activities to the Bonn Conference will ensure that
 
Basket II of the Helsinki Agreement receives the impetus and
 
sustained attention it deserves.
 

Country-by-Country Breakdown
 

Poland: The Mazowiecki Government has continued to set the
 
pace in both the political and economic transformation of its
 
society. The democratic system that was fashioned out of a
 
compromise with the communists has proved adaptable. The
 
Gouqrnment's economic plan won the support of the IMF an'd has
 
achieved tremendous success at driving inflation out of the
 
economy, lowering interest rates, and stabilizing the currency
 
-- at a cost, however, in terms of unemployment and the level
 
of economic activity. U.S. support is at its highest irn
 
Poland. We played a leading role in putting together the
 
Stabilization Fund, and our Enterprise Fund will do much toward
 
supporting the developing Polish private sector. We have
 
regular discussions with the government on its assistance needs.
 

Poland also set the pace in terms of the recent Business and
 
Economic Treaty we negotiated. This treaty will provide U.S.
 
businessmen with important guarantees for repatr±ation of
 
profits and arbitration rights. We expect the Polish agreement
 
to serve as a model for future agreements. 

I 

Hungary: We also expect to work closely with the new Hungarian 
Government. This new government will benefit from the reforms
 
undertaken by the Nemeth regime. We expect to work with the
 
new government on determining its assistance priorities.
 
Already we're supporting Hungary's priuato sector through the
 
Enterprise Fund, and the President's proposal for a Budapest
 
Regional Environmental Center should do much toward helping the
 
Hungarians and others combat their dire environmental
 
problems.. We will also reactivate our proposal for a bilateral
 
investment treaty.
 

Czechoslovakia: On April i2, Ambassador Hills signed the
 
trade/commercial agreement with the Government of
 
Czechoslovakia. The agreement grants Czechoslouakia MFN
 
consistent with the requirements of the Jackson-Uanik
 
amendment. Czechoslouakia's application for re-admission in
 
the IMFAiWorld Bank is currently under reuiew. A bilateral
 
investment treaty is currently under negotiation.
 

Yugoslauia: We recently proposed negotiation of a bilateral
 
investment treaty. We are awaiting their response.
 

Romania: Waiuer of the provisions of the Jackson-Uanik
 
Amendment will be based on improvements in the overall
 
human-rights situation in Romania and especially on the holding
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of free and fair elections. There is already a valid bilateral
 
trade agreement between Romania and the United States, which is
 
due for renewal this year. We are now considering if we should
 
.allow this agreement to role over automatically at mid-year.

If we so decide, we will pursue a bilateral investment treaty,

into which we will seek to incorporate provisions on business
 
facilitation that are 
now normally included in our trade
 
agreementi.
 

Bulgaria: The Bulgarian Government has also given us the
 
assurances required under the Jackson-Uanik amendment
 
concerning free emigration. Improvement in trade with
 
Bulgaria will be based 
on free and fair elections and on the
 
overall human rights situation in the country.
 

CONCLUSION
 

It is extremely difficult to summarize the state of reform in
 
the Soviet Union and Central and Eastern Europe. While all of
 
the countries I've discussed must cope with the terrible legacy

left by Stalinist central-planning, each country occupies a
 
unique position in dealing with that legacy. But each 
-- so
 
far -- has shown some willingness in overcoming that legacy and
 
moving closer toward market-based systems, though the success
 
of their efforts will be far from assured for 
venrs.
 

What is clear is the vital need for the United States to 
stand
 
alongside th reformers as thv struggle to build the
 
institutions of economic freedom Standing with them is
 
consistent with both our our
values and interests. It is
 
consistent with our values because free markets 
not only allow
 
for but also encourage individual freedom and initiaLiue -
hallmarks of a vigorous democracy. Free markets are also the
 
surest guarantor of economic prosperity -- prosperity which
 
will underpin and fuel the newly emerging democracies in
 
.Central and Eastern Europe.
 

Yet the success of the reforms is also consistent with our
 
interests. For years, we in the West have beLn burdened by the
 
task of containing a Soviet Union bent on 
external aggression
 
and illegitimate domination of the peoples of Eastern Europe.

Now those peoples are finding their freedom, and the new
 
thinkers of the Soviet Union are encouraging internal
 
reconstruction, instead of external adventurism. 
Over the long
 
run, this can only be for the good, Beyond containment does
 
lie democracy -- and, hand in hand, economic freedom. 
This
 
truly can be the success rtory of the 1990s.
 

Mr. Chairman, this Administration is pledged to play a positive

role in supporting reform in the Soviet Union and Central and
 
Eastern Europe. To do so, we need to have the maximum
 
flexibility possible to cope with continually changing
 
circumstances. Together, we can do our part to make the
 
revolutions of 1989 democratic realities well into the next
 
century.
 

Thank you.
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Mr. Chairman and Members of the Committee:
 

I am piased to appear today to discuss developments in
 

Eastern Europe, the European Community, and 
foreign investment in
 

areas will have an
 
the United States. Developments in these 


rest of this
 
important bearing on the U.S. economy for 

the 


century and beyond.
 

EASTERN EUROPE
 

In Eastern Europe, economic conditions 
have been a critical
 

factor behind the political changes that 
have swept across the
 

Mo4st of the Eastern Eurcpaan
region during the past year. 

countries are undertsking comprehensive, 

market-oriented reform
 

To encourage their efforts, the U.S. Government 
is
 

programs. 

providing financial and technical assistance 

and is negotiating
 

trade, investment, and tax treaties.
 

Financial Assistance
 

The United States responded quickly with 
financial assistance
 

In fiscal year 1990, the
 
to the developments in Eastern Europe. 


Support for Eastern European Democracy 
(SEED) Act provided $418
 
The United States, along


million in aid to Poland and Hungary. 


with other donor countries, organized 
a $500 million multilateral
 

In
 
bridge loan for Poland, which has already been 

repaid. 


additi6n, the United States coordinated 
a $1 billion multilateral
 

Stabilization Fund for Poland to provide 
support for the Polish
 

-- including limited convertibility
zloty as the economic reforms 

This year the Administration has proposed
- were implemented. 


legislation to expand our assistance effort 
to all of the
 

emerging democracies of Eastern Europe, 
requesting $300 million
 

in fiscal year 1991 for this purpcse. Finally, a large variety
 

of activities are being undertaken to support 
private sector
 

development in Eastern Europe, including 
the establishment,of
 

Enterprise Funds for Poland and Hungary 
under the SEED Act.
 

Under U.S. leadership, multilateral institutions 
are also
 

Both the International Monetary

engaged in helping the region. 

Fund (IMF) and the World Bank are actively 

supporting economic
 

reform in Poland and other countries that 
are members of the Fund
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and Bank: Hungary, Romania, and Yugoslavia. The magnitude of
 
this support is impressive. The IMF has committed more than $1.5
 
billion under stand-by arrangements with Poland, Yugoslavia, and
 
Hungary. The World Bank is extending project and non-project

loans to these three countries at the rate of almost $2 billion
 
per year. Recognizing the key role played by these institutions,
 
Czechoslovakia and Bulgaria have recently applied to become
 
memDers.
 

European Bank for Reconstruction and Development
 

A new institution positioned to provide significant funds for
 
Eastern Europe is the European Bank for Reconstruction and
 
Development (EBRD). The Bank is the response of the Western
 
countries to demonstrate their political and economic commitment
 
to and solidarity with the Eastern European countries that had
 
decided to undertake the transition to multi-party democracy and
 
market-oriented economies. 
 The Bank is also viewed as a vehicle
 
which could, through its borrowing in capital markets, leverage

contributed funds into larger loanable resources support much
to 

needed economic reforms in these Eastern European countries.
 
This "leveraging" will enable the EBRD to lend about $12 
billion
 
in support of Eastern Europe at a total budgetary cost to the
 
United States of on).y $350 million over the next five years. The
 
U.S. share of the Bank's $12 billion capitalization will be 10
 
percent, making the Unite States the largest shareholder.
 

The United States supported the concept of a multilateral
 
Bank that would facilitate the transition of the borrowing

countries to democracy and pluralism and a market-oriented
 
economy. We saw a development bank for Eastern Europe as a
 
unique institution and insisted that these concepts be an
 
integral part of the EBRD's charter. This the first time these
 
principles have been included in a development bank charter.
 

The charter of the EBRD also requires that at least 60
 
percent of the EBRD's aggregate annual lending and its lending by

country for the first five years be to the private sector or
 
state-owned enterprises that are shifting to private ownership
 
and control.
 

While the Soviet Union is eligible to be a borrowing member
 
of the EBRD, its borrowing will be limited for a three-year

period to the amount of their paid-in subscriptions to the Bank
 
and will 'be confined to loans for the private sector or to help

enterprises operating competitively and moving to a market
 
orientation. Any expansion of Soviet borrowing after the
 
three-year period will require agreement by members holding

85 percent of the voting power.
 

Technical Assistance
 

Our technical assistance to Eastern European countries is
 
likely to be more important in the long run, however, than our
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financial assistance. These countries need technical assistance
 
in virtually every sectov of their economies. For example, they
 
need help in setting up business schools to teach enterprise
 
managers how to operate in a market economy. They need foreign
 
expertise to set up effective farm credit programs, and to
 
establish a legal framework for private ownership of property.
 

The importance of technical assistance has been recognized by
 
the United States and other Western countries, and is reflected
 
in last year's SEED Act and the Administration's proposal for
 
assistance to Eastern Europe in FY 1191. As part of the overall
 
interagency coordination of economic policy with Eastern Europe,
 
a wide-ranging program of technical assistance to Eastern
 
European countries has been developed. We in the Treasury are
 
giving particular attention to financial sector reform, and we
 
are chairin; an interagency task force to guide our efforts in
 
this area.
 

Trade and Investment
 

The United States has entered into discussions with Eastern
 
European countries aimed at reaching agreements to improve trade,
 
business, and investment conditions. The investment discussions
 
are intended to result in treaties or agreements that include
 
provisions for stable, market-oriented policies towards foreign
 
investment, free transfers of capital and returns on investment,
 
fair dispute settlement procedures, and discipline over the use
 
of performance requirements.
 

The first treaty, a business and economic relations treaty

with Poland, was signed last month. It will be submitted to the
 
Senate for approval in the near future. This treaty goes beyond
 
the areas in our model bilateral investment treaty by extending
 
protection to ccmmercial activities, such as representative
 
offices of U.S. companies seeking sales in Poland. The treaty
 
also includes important commitments by Poland with regard to the
 
protection of intellectual property, expropriation, and
 
investment screening.
 

We had pceliminary discussions with Hungary on investment
 
issues prior to its rocent elections. We will propoce
 
negotiating with the new government a business and economic
 
relations agreement similar to that recently concluded with
 
Poland.
 

Last week, we signed a trade agreement with Czechoslovakia
 
that mutually applies GATT rules on trade, provides for
 
protection of intellectual property, and guarantees
 
non-discriminatory treatment in access to currency and banking
 
accounts. Our investment treaty discussions with Czechoslovakia
 
are underway, but are not near agreement.
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Tax Treaties
 

We have income tax treaties currently in effect with some
 
Eastern European countries, and we hope to begin negotiations
 
soon on treaties with others.
 

These treaties form an important economic link with Eastern
 
Europe, as with other countries, because they facilitate
 
bilateral investment flows and business opportunities.
 
Specifically, such treaties reciprocally raise the thresholds of
 
business activity necessary for a foreign country's income tax
 
system to apply. They also reduce foreign taxes on investment
 
income, such as dividends, interest and royalties earned by U.S.
 
residents. In addition, and often of equal imlportance, the
 
treaties provide for the elimination of double taxation, through
 
a reciprocal guarantee of a foreign tax credit or similar
 
mechanism and through harm~onizing technical rules. Finally,
 
treaties establish a government-to-government tax dispute
 
resolution system to which taxpayers can turn.
 

By undertaking treaty negotiations promptly with the
 
countries of Eastern Europe where treaties do not now exist or
 
need revision, we will make it more attractive for U.S. investors
 
to enter those markets. Other industrial countries, such as
 
France, Germany, Japan, and the United Kingdom have been
 
concluding modern tax treaties with Eastern Europe. We want U.S.
 
investors to operate under conditions no less favorable.
 

We have income tax treaties with Romania, Poland, and
 
Hungary. These have been in effect for more than a decade, and
 
are close to our model and the OECD model for income tax
 
treaties. They have stood the test of time fairly well. In the
 
restructuring of their economies, Eastern European countries may
 
enact new laws, or modify existing laws, in such a way that
 
revision of the tax treaties becomes necessary. Because the
 
treaties are close to our model, however, many changes toward a
 
more typical income tax system by these countries will be
 
adequately accommodated by the existing treaties.
 

We expect to meet with representativeE of Bulgaria later this
 
spring to begin negotiations. We hope to begin similar talks
 
with Czechoslovakia soon thereafter, and to resume negotiations
 
with Yugoslavia once their tax reforms are completed. Treaty
 
issues with East Germany depend on the progress and nature of
 
unification with the Federal Republic of Germany.
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Thank you, Barry [ Sullivan, Host of this Mid-America 
Luncheon ]. It's a pleasure to be back in Chicago and to meet 
with the Mid-America Committee. 

My topic is Eastern Europe and the historic potential it
 
presents to those who possess a commitment to political freedom
 
and an entrepreneurial spirit. Many in this room already have
 
visited these newly emerging democracies, as I have. You
 
probably also returned with strong impressions of a difficult and
 
fluid political and economic environment.
 

The legacy of over four decades of oppression and economic
 
mismanagement presents a daunting challenge to overcome: a
 
deteriorated industrial base; the absence of basic business
 
skills and commercial institutions; massive debt; environmental
 
decay; a tattered economic infrastructure; and, often,
 
psychological uncertainty and aversion to risk-taking brought
 
about by lifetimes of dependence on state-provided and state
subsidized jobs, goods and services.
 

In large measure the communist governments in Eastern Europe
 
toppled because they had driven their economies to ruin. And it
 
is from these ruins that the fledgling and largely untested
 
democratic governments must guide difficult and uncertain
 
transitions to political stability and free-market economic
 
growth.
 

Nonetheless, as recent elections throughout the region
 
suggest, and as indicated by the patient reaction of the Poles to
 
the pain attending their country's bold economic reform, there
 
is, at the present time, a widespread willingness by these
 
peoples to confront the challenges and pay the price.
 

The observations of an anonymous Polish citizen are apt: "No
 
one has done this before," he said. "It's messy. But that's
 
what freedom is all about, and we may as well get on with it."
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The United States has a significant stake in the success of
 
these new democracies. In the interest of European stability we
 
have in this century fought two world wars and conducted a
 
protracted cold war struggle to contain communist expansion. But
 
we cannot now become complacent and permit the reemergence of
 
communist totalitarianism or allow the region to again become a
 
tinder box of national rivalry and political instability.
 

The recognition of America's vital national interest in the
 
future of the region has led some to question whether we are
 
doing enough to protect that interest and others to demand a
 
1990's version of the Marshall Plan for Eastern Europe.
 
Politically translated, "are you doing enough" means you aren't
 
spending enough money. But I believe such criticism is both
 
inaccurate and reflects a misunderstanding of the nature of the
 
economic circumstances in Eastern Europe.
 

First, using the same accounting methods as our allies 
employ to tote their assistance to Eastern Europe--that is 
counting loans, credits, guarantees, insurance, and debt 
rescheduling in addition to hard cash outlays -- U.S. overall 
assistance is among the leaders. 

Second, unlike the immediate post World War II situation,
 
assistance to Eastern Europe is a multilateral undertaking where
 
we join powerful and prosperous allies who have equally
 
substantial stakes in the political and economic stability of
 
the region.
 

And third, while Europe in 1947 was devastated, it possessed
 
the private sector skills and institutions, and the basic
 
infrastructure to absorb and prosper from massive economic
 
assistance. Today, in addition to the need for fundamental
 
reform of macroeconomic policies, these skills, institutions and
 
infrastructure in Eastern Europe must be strengthened before
 
investment and financial aid can effectively take hold. Flooding
 
the region with money without linking it to structural reform and
 
technical competence will only retard change and dissipate our
 
assistance.
 

So my message is that the road ahead for these transitioning
 
economic democracies is hard but passable; that we fully
 
comprehend the importance of their success; and that the U.S. is
 
assisting in very material ways designed to respond to the
 
realities of the region and a demonstrated commitment to
 
political pluralism, meaningful economic reform and respect for
 
human rights.
 

The framework for U.S. assistance to the region embraces
 
several guiding philosophies and objectives which I shall take a
 
moment to elaborate upon.
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Foremost, is the recognition that each country in the region
 
differs from its neighbors so that a "cookie cutter" approach
 
won't work. Moreover, the velocity of change is such that we
 
need maximum flexibility in our ability to respond with custom
 
tailored assistance when and where needed. And we offer no grand
 
"Made in America" plan for the ultimate political or economic
 
profiles of these sovereign nations. Nothing could be less
 
practical to achieve or more alien to the concepts of political
 
pluralism and free-market economics.
 

We are, first, prepared to offer short term emergency
 
humanitarian aid to help meet the most pressing shortages of
 
food, medicine and other necessities.
 

Next, we are emphasizing technical assistance that will help
 
build the essential political and economic infrastructure:
 
assistance to form political parties, hold elections, run
 
legislatures; establish independent judiciaries; create a free
 
press; run free trade unions; develop a banking system and
 
financial institutions; create capital markets and the
 
accompanying regulatory framework; facilitate the privatization
 
of state-owned enterprises; and foster the broad acquisition of
 
basic business and financial skills.
 

Soon, for example, a Treasury-led financial assistance
 
mission with representation from key U.S. agencies will visit
 
Poland and other countries in the region to deter-ine precise
 
needs and develop a delivery plan that will draw substantially on
 
American private sector expertise.
 

And in iesponse to an urgent request from Polish Deputy
 
Prime Minister Balcerowicz, Treasury htas arranged to provide ten
 
two-man management consultant teams to assist Poland in assessing
 
existing enterprises in key industries for possible restructuring
 
and early privatization. They will review production, personnel
 
management, marketing, and financial management practices. Each
 
team will have a Polish member to afford an opportunity for
 
training.
 

We are drawing the men and women for these consultant teams
 
from the roster of experienced volunteers who have registered
 
with the International Executive Service Corps. We hope to have
 
these consultants working in Poland within a few weeks.
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Over the longer term we will provide transitional economic
 
assistance to countries prepared to take the strong medicine
 
associated with conversion from command economies to free market
 
systems. This process has already begun in the provision of a
 
substantial U.S. contribution to support Poland's currency
 
convertibility and in the establishment of Enterprise Funds for
 
Poland and Hungary which will seed entrepreneurial activity.
 

In legislation now before Congress, we have asked for
 
expansion of these private sector growth vehicles to all of
 
Eastern Eu-ope. We are moving as well to help with the debt
 
burdens of these countries. Poland has just received the most
 
generous terms ever offered for rescheduling its official debt by
 
the Paris Club, and the U.S. is assisting in Poland's
 
negotiations on its debt to commercial banks.
 

Our strategy also contemplates a vital role for the World
 
Bank, the International Monetary Fund and similar institutions.
 
These bodies are equipped to support economic transitions in
 
ways that neither governments nor the private sector can--through
 
structural adjustment financing of social safety nets to help
 
absorb the dislocations of price deregulation and the dismantling
 
of state-owned enterprises, and investment in traditionally
 
public infrastructure such as roads. The newly emerging European
 
Bank for Reconstruction and Development will add to the 
transitional support arsenal. 

Underpinning our entire assistance philosophy is the 
conviction that the success of these economic transformations 
will depend primarily not on the response of government, but of
 
the private sector and the attraction of investment. To that
 
end, programs that encourage and facilitate private investment,
 
such as the Export-Import Bank and OPIC, are important elements
 
of our Eastern European strategy.
 

We have also pointed out to Eastern European leaders and
 
aspiring entrepreneurs that their laws, regulations, and
 
commercial practices must offer a hospitable environment for
 
investment and that, in the competition for outside investment,
 
capital will flow to the places with the most attractive
 
investment climate. We have buttressed this with active
 
negotiations to conclude bilateral trade, investment and tax
 
arrangements so that U.S. investors may have confidence and
 
equitable treatment regarding pre-investment approvals,
 
repatriation of profits, protection of intellectual property,
 
access to the financial system, tariffs, taxes, and resolution of
 
disputes.
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When Poland's Prime Minister was here last month, we signed
 
a business and economic relations agreement that covers many of
 
these areas. And we have just signed a trade agreement with
 
Czechoslovakia.
 

These are the governing precepts of the U.S. approach to
 
fostering democratic capitalism in Eastern European countries.
 
As one of three coordinators President Bush has appointed to
 
assist in the process, I might observe that it is not one that
 
could be described as tidy. But this should be expected in an
 
activity that seeks to usefully funnel public resources into
 
widely disparate and rapidly changing situations, and at the
 
same time enlist the powerful alliance of our private sector.
 

But there are encouraging signs. In Poland the zloty has
 
remained stable, inflation has significantly declined after an
 
initial bulge following price deregulation in January. On the
 
other hand, real wages and production have substantially
 
declined. Yet the vast majority of Poles stand behind the
 
economic reform program which one senior official described to me
 
as "surgery without anesthetics."
 

In Hungary, private investment has been flowing from major
 
U.S. corporations. Other countries are in earlier phases of
 
economic reform. While it is too soon to make any reliable long
term judgments, there are reasons for optimism.
 

What should private business do? My advice is to get over
 
there and take a close look.
 

You will see the deficiencies, the risks and the
 
uncertainties that I have described. You will see that some of
 
these new governments, unsteady on their political feet, may deal
 
cautiously with economic reform. You will worry that the
 
economic situation in the Soviet Union poses a special problem
 
for the COMECON countries which are still heavily dependent on
 
the U.S.S.R. for trade and industrial input. And you will find
 
that the legal and institutional framework will test your
 
creativity.
 

But you will also find a tremendous enthusiasm and eagerness
 
for American investment and economic presence. They are very
 
conscious of our unflagging commitment to political and economic
 
freedom and they want us there. You will be impressed, I think,
 
with their determination to create market economies coupled with
 
a will to act. And you will find low-wage, relatively well
 
educated workers, plenty of underutilized industrial capacity,
 
and good geographic locations to compete in the markets of
 
Europe.
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And you will also find hundreds of Germans, French, British,
 
Swiss, Japanese and other businessmen and women scrambling to get
 
their firms established. While I do not subscribe to the idea
 
that Eastern Europe markets will inevitably be "locked up" by
 
Western Europe, if American business waits on the sidelines until
 
the situation looks stable and tidy, it will be too late.
 

These will not be ventures where you can expect to make a
 
quick buck. You will have to take a long view. But I believe
 
the potential for profitable investment is there.
 

And while you will have to decide for yourselves, you cannot
 

make an informed decision sitting in your offices in Chicago.
 

Think about it.
 

Thank you.
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SUKMARY
 

The end of Soviet hegemony and CommUnist
 
control over Eastern Europe gives the peoples of
 
this region the greatest opportunity to take
 
control of their own destiny since the collapse of
 
the multinational empires after World War I. The
 
East European states are now trying,,each in its
 
own fashion, to head in the directi'n of the model
 
they believe works--democracy with market-based
 
economies. The ability of the new fledgling
 
democracies to improve their peoples' economic
 
well-being will be an important determinant of
 
political stability.
 

In recent months the new reform-minded
 
governments of Eastern Europe have pressed ahead
 
and passed unprecedented legislation designed to
 
transform their centrally planned economies into
 
market based economies. Real progress has been
 
achieved toward decentralizing management, freeing
 
prices, expanding the private sector, encouraging
 
competition, liberalizing private and foreign
 
investment rights, and enhancing individual
 
incentives. Most importantly, events in Poland in
 
recent months have demonstrated at least one
 
country's willingness to endure hardships imposed
 
by a popularly elected government in exchange for
 
the opportunity for a better future. Popular
 
response to Warsaw's reform efforts has also shown
 
that an entrepreneurial spirit survives; there are
 
indeed risk takers and people with vision.
 

Nonetheless, the realities of the economic
 
situation facing the region are daunting. The new
 
governments must begin by confronting the legacy
 
of their Communist predecessors--slow or stagnant
 
growth, declining productivity, energy-intensive
 
and obsolete heavy industries, heavy foreign
 
debts, poor quality goods and noncompetitive
 
exports, massive environmental problems, and
 
deteriorating infrastructures, to name a few.
 
Such problems will be difficult to overcome,
 
require tremendous energies and investment, and
 
act as a brake on future growth.
 

Despite the initial success of Poland and
 
Yugoslavia in stabilizing their economies, and
 
real progress in legislating reforms throughout
 
most of the region, the most formidable obstacles
 
to reform lie ahead. Implementation of
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fundamental reforms dealing with politically
 
sensitive issues ruch as bankruptcy,
 
privatization, and unemployment has not kept pace
 
with recent legislation. Unemployment is likely
 
to soar if the new governments vigorously pursue
 
plans to bicak up large single-enterprise state
 
monopolies, restructure theirieconomies away from
 
noncompetitive heavy industries to light
 
manufacturing and consumer goods industries,
 
eliminate state subsidies, and let the market
 
determine winners and losers. We estimate that
 
unemployment could easily exceed 1.5 million in
 
Poland--nine percent of the work force--by
 
yearend. Similarly, we estimate potential
 
unemployment at 15-20 percent in the GDR and
 
Yugoslavia over the next year or so, and 5 percent
 
or more in Bulgaria and Hungary.
 

Price rises arid falling wages--attendant
 
hardships of the reform process--are likely to be
 
troublesomc, but the loss of jobs is certain to be
 
traumatic both for the unemployed and the new
 
governments that will have to answer to them.
 
These new governments will probably be hybrid
 
coalitions that will take some time to get their
 
bearings and come to grips with problems severe
 
enough to challenge even the most stable and
 
experienced democracies. As long as aggressive
 
implementation of austerity measures coincides
 
with prolonged decline in living standards, there
 
will Lb a risk of public protest that could set
 
back retorms and economic recovery.
 

Even if governments do persevere with reform
 
efforts and the people respond favorably, overall
 
economic growth in the region is likely to
 
deteriorate further in the short term.
 
Stabilization programs designed to rein-in
 
inflation, growing budget deficits, and hard
 
currency debt will make it difficult to sustain
 
growth. Performance may be poorest in those
 
countries pushing reform the hardest--Poland,
 
Hungary, and Yugoslavia--with output slowing and
 
even declining as efforts to stabilize the economy
 
and implement structural reforms prove disruptive.
 
Although many East Europeans clearly have shown
 
impressive boldness and courage in pushing ahead
 
with reforms--and although these reforms should
 
remove most of the worst features of Communist
 
central planning--significant growth and
 
improvement in living standards in the region, at
 
best, will take years.
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TRADE
 

O)pening Eusiern uutes
 

The Wastarn nations 
hav clamped down on 

Siles of high-technology 
products tote Soviet

Union &nd Eastern 
Europe. Now the 

controls aeo tae aro 
and a new system Is 

eIedod. 

BY BRUCE STOKES 

U.S. government has only begun tohe Cold War may be over, but the 

sort through what that easing of 
T tensions means for high-technology 
trade with the countries thu made up the 
Soviet Bloc. 

Since the late 1940s, the Western indus-
trial nations have rostricted exports of ad-
vanced technologies to the Soviet Union 
and its satellites. In the past few years, 
that system of controls has begun to break 
down, zs European and American busi-

nesses, tempted by the emergence of new 
markets, have pushed for permission to 
sell ever-more-advanced items. 

The Reagan Administration resisted 
that pressure; so did the Bush Adminis-
tration, at first, though it no-' grudgingly 
accepts a need fcr some decontrol. "The 
goal of the Administration is to thor-
oughly review the future of controls in 
light of the strategic changes now taking 
place in the Eastern Bloc," Dennis E. 
Kloske, Commerce's undersecretary for 
export administration, said. 

But so far, that liberalization has 
b ought only incremental action. A series 
ot events in June showed how far the 
Uruted States has come and how far it yet 
has to go in adjusting its controls to rapid 
changes in East-West relations: 
0 On June 3, International Business Ma-
chines Corp. said it will sell more than 
13,000 personal computers to the Soviet 
Union for us. in schools. In the past, cx-
port permits for such a sale would have 
been denied. 
a On June 6, at a meeting with its allies in 
Paris, the United States proposed a 
wholesale liberalization of Western export 
controls. 
* On the same day, the House passed a 
bill that would push export decontrol 
even further. 
0 But, also on June 6, the Commerce De-
partment, citing national security con-
cerns, denied export licerises to US West 
Inc. for equipment to build a fiber-optic 
telecommunications system across the So-
viet Union. 
* Then, on June 18, Commerce an-
nounced that starting in July, it will ease 
export controls on almost all U.S. sales of 

parners. sems tradinghigh-tech goods That tostepits Western designed 
mainly to help U.S. firms compete in the 
European Community (EC) and doesn't 
change the rules for trading with the East. 

The Cold War philosophy on export 
controls remains the same: that the sale of 
advanced technologies tc the Soviet Bloc 
imperils Western security. But that as
sumption is now under full-scale attack 
by business interests in light of the Soviet 
military pullback in Europe, the democ
ratization oi Eastern Europe and eco
nomic reforms aimed at integrating the 
region into the world economy.

Some U.S. trade experts now argue for 
a radical shift in the export control sys
tern. "The United States should develop a 
long-range stmtegy for technology-trans
fer controls .nat transcends the present 
p...occupation with liberalization of 
transfers to Eastern Europe and the 
USSR," Washington trade consultant 
Harald B. Malmgren said. "This long
range strategy must include revised con
cepts of what technologies should con
tinue to be controlled and revised 
concepts of monitoring and verification." 

A.nd Calman J. Cohen, vice president 
of the Emergency Committee for Ameri
can Trade, a Wa hington lobby for U.S. 
multinational corporations, said, "The 
new system that will emerge, given cur
rent realities, will focus on nuclear prolif
eration and chemical and biological weap
ons." That kind of system suggests a 
major shift in focus: from East-West to 
North-South. And, ironirally, that system 
would work only if the Soviets and East
ern Europeans helped to enforce it. 

Such dramatic changes don't seem to 
be in the offing soon. For the next few 
years, incremental actions are likely to be 
the rule, while the West reassures itself 
that recent political developments in the 
East won't be reversed. 

Proponents of export controls, mean
while, continue to fight a rearguard ac
tion. "If you buy the argument that these 
Eastern European countries are well
neaning and earnest democrats, then you 

have the luxury to indulge in the kind of 
risk taking you couldn't in the 1980s," 
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to preserve America's security 
when military threats from the 
old Soviet Bloc are receding but 
worries 	are rising over Ameri-
ca's economic future. 

*UNIMIS BAMES 

Controls on exports to the So-
viet Bloc have existed since 
1949, when members of NATO 
(excluding Icelana) formed the 
Coordinating Committee for 
Multilateral Export Controls 
(CoCom). (Japan and Australia 
joined the group later.) 

The goal was to hamper the 
4V 	 Soviets' ability to wage war. At 

first, this meant imposing con-
trols on military technologies,
But in the early 1980s, the Rea-
gan Administration forced 
CoCon to include any ad-
vanced technologies that might 
bolster the Soviet Bloc's econo-
mies. For the past few ye.rs,
-hee new trade barriers hiave 
provok'd running battles -cross 
the North Atlantic and i,

Washington trode consultant Harald 3. ffalmgron Washington.
Ho soas a nood fr long-range stratogy on ceatrols. Faced with a European threat 

said Frank J. Gaffney Jr., director of the 
Center for Security Policy, a conservative 
think tank in Washington. "But I don't 
think it's justified today. And if that per-
ceived 	 str.tegic environment c.,anges, 
re';,Ie will say we made atragic mistake." 

But even Richard N. Perle, a stronjg
advocate of broad controls as assistant 
Defense secretary for international secu-
riy policy in the Reagan Administration, 
acknowledges that the situation now is 
diffzre it. "The changes taking place daily 
in Eastern Europe justify a liberalization 
in the sale of sensitive technology to non-
milit-ry concerns in such potential de-
mocracies as Poland and Hungary," said 
Pcrle, a resident fellow at the American 
Enterpnse Institute for Public Policy Re-
search in Washington. 

And it seems unlikely that th:re will be 
a return to the old sys,-., -vhich was 
based on America's techn -:.. il preemi-
nence and shaped by Cold \/4r thinking. 
"The idea that we are the big boys and can 
deny the Soviets technology is naive and 
outdated," said William T. Archey, inter-
national vice president of the U.S. Cham-
ber of Commerce. "This anachronistic 
premise begs reality. The Soviets now 
have the ability to get technology from 
countries that don't share our view of the 
security threat." 

And so. an era is passing, and a recast-
ing of export controls seems inevitable,
And thc debate over controls has become 
an element of a broad rethinking of how 
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to break up CoCo©, the Bush 
Administration has agreed to iess-perva-
sive controls. At CoCom's meeting in 
Paris on June 6-7, restraints were 
scrapped on 38 products of little strategic
importance. The list of controlled dual-
use technologies--items with both indus-
trial and strategic value-will 
be chopped from 116 to 8. And 
higher-performance computers, 
machine tools and telecon
munications equipn'rnat can 
now be sold to the Fast. 

But these changes were not 
enough 	to satisfy many Mem-
bers of Congres;--or American 
businesses that want the green 
light to sell Eastern Europe 
more-advanced technologies, 
especially telecommunications 
hardware, and quicker U.S. ip
proval of export licenses. 

The House-passed bill, spon
sored by Sam Gejdenson, D-
Conn., would narrow the De
fense Department's role in 
reviewing export licenses and 
would set up i mechunism to 
resolve interagency disputes and 
expedite licenses. 

The White House threatened 
to veto the bill, but i: was rased 
overwhelmingly, 390-24. The 
bill now goes to the Senate, 
where its future isuncertain. Oil 

has always been prepared to go further, 
and the Senate has always been more cau
tious." 

The Senate Banking, Housing and Ur
ban Affairs Committee isexpected to pro
duce a draft bill soon But most analysts 
think that the Senate's version will be 
written 	on the floor, and that conserva. 
tives' resistance and the Administration's 
easing of controls will lead to a bill that's 
!"-,sambitious than the House's. 

With Congress working against a Sep
tember deadline for reauthorizing t'he 
1969 Export Admini.tration Act, the le
gal authority for U.S. export controls, no 
one rules out the possibility of a simple 
one-year extension. 

That would not Kc acceptable to many 
Americans businesses, Cohen said. "We 
can't afford to wait" for major changes,
he said, noting that a number of Eastern 
European countries are crosidering up
grading their telephone systems. "These 
are big contracts, and whoever gets these 
initial orders for major telecommunica
tions systems will have them for the fore
seeable future." 

More broadly, a rethinking of export 
controls isnecessary, advocates of change 
say, because there is no longer an Allied 
consensus on restraints and because so 
many things have changed. Within the 
EC, trans-Atlantic trade, as a factor in its 
economic future, isdiminishing in impor
tance. Intra-Europe trade isviewed as the 
real engine of growth, and expanding that 
trade eastward has a natural appeal. 

In addition, Archey said, "There is an 
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exhaustion on the part of CoCom mem-
bets in seeking to control so large a uni-
verse of products, and there is a lack of 
conviction that that which is controlled 
needs to be, under any reasonable defini-
tion of strategic interest." 

"When one looks at Europe, it becomes 
painfully obvious that the United States is 
moving incrementally while everyone else 
isthinking in a more revolutionary way," 
a U.S. government expert on export con-
trols said. 

And Harold Brown, who was President 
Carter's Defense Secretary and now heads 
the Johns Hopkins University Foreign 
Policy Institute in Washington, said that 
the Bush Administration's change of 
heart in Paris "will probably not satisfy 
th-.other industrial democracies." 

CHANGING PEICIPTIONS 
With the diminution of the Soviet mili-

tary threat, the U.S. security role in West-
ern Europe likewise will shrink. In that 
environment, European nations are likely 
to be less willing .osubsume their eco-
nomic interests to U.S. concepts about re-
straining some business sales for the sake 
of Western securilty. 

"We have to recognize that there are 
new trade opportunities in Eastern Eu-
rope and that the Europeans are not going 
to sit on the sidelines much longer," Rep. 
Toby Roth, R-Wis., a strong supporter of 
the Gcjdenson bill, warned. 

That push for change is already trans-
forming CoCom."CoCom, like NATO, is 
a creature of the Cold War and of the 
Soviet threat," Paul Freedenberg, Com-
merce undersecretary for export adminis-
tration under President Reagan, wrote in 
a recent study for the Japan-U.S. Joint 
Study Group on Trade, Finance and 
Technology in East-West Economic Rein-
tions. Freedenberg, a Washington trade 
consultant for the Houston law firm of 
Baker & Botts, wrote: "As the threat per-
ception recedes, CoCom even more than 
NATO is likely to seem unneceisary and 
anachronistic. And, unlike NATO, there 
is no sector of the constituent countries 
that benefits from its existence." 

At Great Britain's insistence, CoCom 
members agreed to draw up a short list of 
key technologies subject to controls. In 
effect, all exports soon will be permitted 
unless specifically banned, 

Over the years, the list had gotten 
longer and more technical, identifying 
types of products subject to controls 
based on technical performance--com-
puters' speed, for instance. The list set 
performance levels above which any ex-
port to Eastern Europe or the Soviet 
Union had to be reviewed by CoCom. Ifa 
CoCom member objected, a license was 
denied. Expcrts of high-tech products to 

the Soviet bloc were effectively 
banned unless specifically per
mitted. 

The new list is scheduled to 
be completed by December. 
Few American experts think 
that schedule can be met. Atd, 
Archey warned, "The danger is 
that people can play games with 
it by defining categories." Nev
ertheless, after the new list is in 
place, CoCom won't be the 
same. 

The British also wanted an 
agreement to treat exports to 
the Soviet Union the same way 
that sales to Eastern Europe wil 
lx treated. But the Americans 
objected, and under the Paris 
accord, the Soviets will still be 
denied some telecommunica
tions technology and computers 
that Eastern Europeans can get. 

Gejdenson's bill also would 
deny the Soviet Union access to 
some computer and telecom
munications technology until it 
ends its economic blockade of 
Lithuania and formally eases re
strictions on Jewish emigration. frank J. Gaffuy St, of a conservatlve think tank 

But treating exports to East- Atwo-tiored system of controls vrould be difficult. 
ern Europe one way and exports 
to the Soviet Union another won't work in 
the long run, some analysts say. The con-
tinued easing of East-West tensions is 
predicated on the success of Soviet eco-
nomic reforms, they say, and success may 
turn on the Soviets' access to Western 
technology. As a business association ex-
ecutive in Washington put it, "What is 'he 
greater threat to the national security of 
the United States---selling to !he Sovf,-ts 
or the economic disintegration of the So-
viet Union?" 

Furthermore, because of the growing 
number of joint ventures be:ween West-
ern and Soviet partne,'s--such a the deal 
between Gulfstrea,.. Aerospa4.e Corp., 
Rolls Royce Ltd. and the Soviet Aviation 
Ministry to develop a supersonic aircraft 
for business travel-it may become in-
creasingly difficult to keep key technol-
ogies out of Soviet hands. 

"A two-tiered concept of expor con-
trols is likely to have a relatively short 
life," Malmgren said. "It is likely to be 
replaced in due course by a general end-
user certification and verification ap-
proach for all technology transfers to all 
countries designated as subject to CoCom 
controls." 

CONiACLLLNG BY INSPECTION 
Even proponents of a two-tier system 

acknowledge that it will be hard to sus-
tain."The Bush Administration has made 
the defense of [a dual system] infinitely 

more difficult by its embrace of [Soviet 
President Mikhail S.] Gorbachev and its 
repeated expression of its commitment to 
his programs," Gaffney said. "The logic 
of [the White House po ition] is, you 
won't deny him any technology he 
wants." 

As t';e list of controlled technologies 
shrinks and more trade with the Soviet 
Union becomes possible, the very nature 
of export restraints may change-from 
contriling the Soviets' access to technol
ogies to controlling the way they use 
them. 

The CoCom agreement signals a shift 
in thinking. It grants access to higher lev
els of technology to Czechoslovakia, 
Hungary and Poland than it offers the 
other Warsaw Pact nations, based on 
those three nations' safeguards against the 
diversion of such technologies to the So
viet Union. 

Conservatives grouse that by agreeing 
to such steps, the West is starting down a 
slippery slope and ultimately will grant 
the Soviets access to advanced technol
ogies if they give assurances that they 
won't be used for military purposes. 

These objections may be well
grounded. In November, Soviet deputy 
prime minister Leonid I. Abalkin sug
gested in Brussels that the USSR would 
accept some form of Western end-user 
verification in return for access to more 
Western technology. 

Commerce's Kloskc said the Adminis-
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tration does not Uke Abalkin's proposal 
seriously. But Malmgren said that the So-
viet suggestion, which seemed to be a sur-
prising turnaround, has an internal logic, 
"The Soviet economic reformers are eager 
to prevent the USSR defense enterprises 
from acquiring Western equipment which 
might better be applied to production of 
consumer goods," he said. Thus, he said, 
Soviet reformers have their own reasons 
for wanting the West to ensure that new 
technologies aren't put to mititary use. 

Effective verification may demand in-
spectioti-Western observera wandering 
around factories to ensure that machine 
tools are making cars, not tanks, for ex-
ample. Today, that sounds like an unac-
ceptable infringement of sovereignty, but 
such inspections may become a fact of life. 
Compliance with new arms control agree-
ments, for instance, will require increas-
ingly open societies. 

Nevertheless, it will not be easy to regu-
late high-tech exports by certifying how 
they're used instead of controlling their 
shipments across borders. Western Euro-
peans object to verificzzion, worrying that 
Washington might also want to inspect 
their operations, 

The new, shorter control list will also 
undoubtedly be difficdt to enforce. In the 
past, whole categories of goods couldn't 
be exported. In the future, permission to 
export will depend on judgment calls of 
how technology could be used. 

A new system of inspection and veri-
fication will only be as good as its ability 
to impose sanctions if violations are 
found. History suggests that Western gov-
ernmerts are often reluctant to rebuke the 
Soviets for violations for fear a confronta-
tion will jeopardize efforts to improve 
strategic relations, 
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Moreover, it isn't easy to punish those 
who violate expon controls--as the 
United States found out in 1988 wilen it 
tried to penalize Toshiba Corp. because 
one of its subsidiaries sold advanced ma-
chine to.ols to the Soviets. That incident 
led to a crisis in U.S..Japan relations and 
resulted in little more than a slap on the 
wrist for Toshiba. 

Ultimately, the most revolutionary 
change some expect in CoCom is a shift 
from a focus on the Soviet bloc to a con-
centration on the control of regional con-
fliics and terrorism. As East-West ten-
sions subside, there is growing concern 
that countries such as Libya and Iraq may 
gain access to nuclear weapons, missile 
technology and the wherewithal to con-
duct chemical and biological warfare. 

CoCom is the logical multilateral or-
ganization to impose new controls on the 
flow of these technologies. The enforce-
ment bureaucracies of CoCom's members 
are the only organizations with the neces-
sary experience and trained personnel. 
And the breakdown of national con-
trols-as illustrated by revelations of 
West German sales of chemical-weapons 
technologies to Libya---suggests that in-
ternational rules are needed. 

Kloske said that the Administration 
will soon address this issue. But CoCom 
membcrs alone cannot halt such prolifera-
tion: The Soviet Union and the nations of 
Eastern Europe have also been responsi. 
ble for selling technologies with military 
applications to the Third World and may 
be sorely tempted to enter into more such 
deals. 

"There may be a convergence of inter-
est between CoCom and the Soviets over 
what goes south," Archey said. "I think 
we are heading more and more toward 

seeing a CoCom that involves the Soviet 
in the process." 

quickly added that he does not 
advocate such a union. And observ

ers don't expect such a move soon. But 
"that is the revolutionary implication of 

changes we have begun for the export 
control system," Cohen said. 

bigger problem in the short run, for
mer Defense Secretary Brown said, may
be differences within CoCom over prolif
eration issues. "There is greater cohesion 

CoCom member states in their at
toward the Soviet Bloc than with 

respact to out-of-area countries," he said. 
may take some ghastly incident to 

-force a change in the present attitudes." 
SThese questions are likely to be ad
. Iressed in a National Academy of Sci

cnce.s report, due next February. that is 
.2 expected to go far beyond the Adminis
2 tration's current position or Gejdenson's 

bill. 
The potential changes in export con

trols are momentous but by no means in
evitable. They could be derailed by a 
switch in the Soviet leadership. Or a high
visibility case of technological piracy 
could sour Western public opinion, which 
now favors greater trade with the Soviets. 

Opponents of export decontrol warn 
that the West is moving too fast. "The 
threat is, we are taking essentially irre
versible steps, and it will be too bloody 
late to establish the in~ of security ar
rangements we need," Gaffney said. 
Western economies could become so tied 
to Soviet trade that they would be reluc
taut to cut it off even if the Cold War 
returned, he said. 

Critics also say that advocates of 
change assume that U.S. industry will be 
able to take advantage of new openings, 
but that European and Japanese firms 
may get there first. West German compa
nies, for example, are investing much 
more heavily in Eastern Europe than 
Amcrican companies are. If the U.S. 
economy doesn't see much benefit from 
lifting controls, U.S. businesses' ardor for 
export decontrol may cool. 

Given the problems and uncertainties 
in the Soviet Unioa and Eastern Europe, 
the liberalization ofcontrols on high-tech 
products is likely to be slow. The Admin
istration's proposed changes will take 
some time to digest and, according to 
many CoCom observers, have for the mo
ment dampened proposals for further ac
tion. And whatever new system may be 
installed, restraints on militarily signifi
cant technologies are likely to stay in 
place so that the West can keep a comfort
able strategic lead over the Soviet Union. 

Nevertheless, Malmgren said, "Now is 
the time to begin thinking about what we 
really want to achieve and how we go
about it." U 
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Is the Scandinavian Welfare State a Model
 
for Eastern Europe?
 

he Cato Institute regularly sponsorsaPoicy Forum at its Washington 
headquarters,where distinguished schol-
ars andpolicymalcers present their views 
to an audiencedrawn from government, 
the media, and the pzblic policy corn-
munity. A recent forum featured CarlI. 
Hagrn, the leader of Norway's Progress 
party. 

Carl I. Hagen: As communism is dis-
mantled in Eastern Europe, social dem-
ocrats all over the world are urging the 
new regimes in the region to adopt a 
Scandinavian welfare-stat? model, not 
a pure free-market system. Having 
spent most of my life in such a"utopia" 
-- "the most perfect of all systems," 
Norwegian social democrats love to call 
it-I want to warn the East Europeans 
not to heed that siren song. 

The most obvious failings of the wel-
fare state are that it is too expensive. 
and has not produced the results it was 
intended to produce. But a closer look 
reveals that the welfare state has begun 
to destroy the work ethic and a sense 
of personal responsibility,on which eve-
ry society depends in the long run. It 
has already distorted people's under-
standing of some basic concepts, the 
most important of which is the con-
nection between producio;i and con-
sumption-between performance aiid 
rewards. 

The attitude embodied in the Marx-
ist dictum "From each according to his 
abilities, to each according to his needs" 
-which- is nothing other than that one 
has a right to other people's property 
or productioni but not one's own-still 
dominates the philosophical and polit-
ical scene in Scandinavia The defini-
tion of so-called welfare rights-that 
is, of what people are "entitled to," re-
gardless of their efforts-has been ex-
panded constantly. Years ago most 
Scandinavians believed that what the 
state should provide was enough food, 
shelter, and clothing to allow people to 
get by Later it was a larger flat and a 

television set, and this year it is a color 
TV,a videocassette recorder, and a va-
cation abroad. What will it be next 
year? 

The intellectual basis of that devel-
opment is the determinism of the left. 
If the individual is not responsible for 
raising his own standard of living, it is 
unfair for one person to have more 
than another. If society, upbringing, oi 
class determines one's station in life and 
wealth can be attributed to luck or 
exploitation, there isno reason that the 
tax system should not be used to soak 
the rich and extend "compassion" to 

' 
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Carl I.Hagen: "The Scandinavian welfare state 
has little to offer either East or West" 

not only the poor but also the middle 
class. Such thinking is common among 
the intellectuals in Scandinavia but less 
so among the voters at large. 

Many Scandinavians believe that 
wealth should be a function of ability 
and hard work yet also believe that it 
is right for the government to claim the 
responsibility of providing welfare pro-
grams for the poor. I would like to see 
the state's role confined to providing a 
minimum safety net for the really weak. 
Moreover, that safety net should not be 
so generous that it takes away their 
motivation to get off welfare and im-
prove their lives, 

During the election campaign last 
fall I questioned the fairness of the gov-
ernment's supporting single parents. 
Why, I asked, should the state guaran-
tee that an individual's choices have no 

adverse consequences? Why should it 
reward irresponsibility? Never have I 
received so much abuse! Many people 
thought that I had Zurned into some 
sort of "moral majority" crusader. They 
missed th point. I do not want to in
terfere with anyone's personal life, nor 
do Iconsider single parenthood intrin
sically immoral. However, I believe the! 
people should take responsibility for 
their actions. 

In his remarkable book Losing Ground, 
Charles Murray concludes that the 
Americar welfare system has made it 
more lucrative to be a nonworking sin
gle parent than to be amarried worker 
and thus has been instrumental ir. 
breaking up families. The Norwegiar 
welfaie system is having the 3ame ef
fects. I advocate a strong family struc
ture because I believe that the individual 
i6not strong enough to protect himself 
from the state. Such protection requires 
a lot of voluntary associations, both 
inside and outside the market. The fain
ily is such an association. 

Scandinavians' attitudes toward so
cial benefits have changed considera
bly over the past few decades. The 
architects of the welfare state wanted 
to remove the social stigma of being on 
welfare, which is one of the reasons 
that it has been transformed from a 
safety net for the truly needy to a uni
versal system. Now that everyone is 
viewed as a welfare-state client, being 
on welfare is not considered shameful. 
Perhaps it should be, not because we 
should be unfeeling but because it is 
other people's money that the state is 
giving away. More important, in the 
long run welfare isnot in the interest of 
the recipients. They become trapped 
and lack incentives to escape-as most 
of them could, and thereby improve 
their lives. 

The government's decision to pro
vide financial security to all citizens, 
not only the poorest and the weakest, 
has made the Scandinavian welfare 
state far rnore expensive and obscured 
its effects. Although redistributing 
wealth to the poor is the main objec
tive of the tax system, one of the re
sults is what public choice economist 



Gordon Tullock called "welfare for the 
well-to-do." It may be that the net short-
-term effect of the government's welfare 
-programs is to benefit the middle class, 
not the poor, the disabled, or the el-
derly, but the net long-term effect is to 
-make everyone a loser, 

Besides making it easier to rely on 
other people's efforts, the tax system 
has made it harder and less attractive 
to be self-sufficient. Taxes now account 
for more than 50 percent of Norway's 
gross national product (excluding oil 
revenue). The most damaging aspect 
of the Norwegian tax system is a high 
marginal tax on middle incomes. The 
top rate, 59.3 percent, is applicable to 
incomes above 205,000 :.roner (about
332,000). Likewise, many Swedish fain-
ilies cannot live decently on their after-
-tax incomes. The tax system has been 
-pushing middle-class Scandinavians 
into the welfare queues. 

So what have we achieved by impos-
ing high taxes on o-dinary levels of 
income and providing extensive social 
benefits? What have we achieved by 
-ridiculing such traditional values as self-
sufficiency, thrift, and hard work and 
brainwashing people into believing that 
they are entitled to welfare? The an-
swc, of course, is less ernployment, 
less production, and more welfare 
Tecipients. 

A particularly disturbing result of 
-the welfare state is the destruction of 
the individual's personal, direct, and 
voluntary responsibility for the less for-
tunate. When people get sirk or grow 
old, their ch:ldren are paid by the state 
to take care of them. Indeed, most sick 
or elderly people prefer having the state 
take care of them to "burdening" their 
families. The "compassionate" welfare 
state is in fact destroying compassion 
by socializing it. People are beginning 
to refrain from helping the less fortu-
nate unless they are paid to do so. 

Although direct welfare payments are 
perhaps the most damaging aspect of 
the welfare state, the largest amounts 
of money are spent on entitlements, 
such as health care and pensions. Some 
people think that Norway spends too 
little on health care; it spends less than 
7 percent of GNP, compared with a 
U.S. expenditure of more than 1 per-
cent. The problem is that a!most all of 
the money is spent on health-care pro-
viders in the public sector. As a result, 

there are long waiting lists not only for 
those who need minor operations and 
treatments but also for those who have 
life-threatening illnesses. 

Moreover, although the health-care 
expenditure has grown tremendously 
during the past few years (as in most 
other Western countries), a large per-
centage of the money has been used to 
improve the working conditions of the 
employees, not to secure more and bet-
ter treatment for the patients. That sit-
uation, of course, is typical of a 
public-sector enterprise without com-
petition-the customer is of little 
importance. 

The Progress party wantz to shake 
up the health-care establishment by
adopting a voucher system that resem-
bles America's Medicare prospective 

* 

Eward H. Crane woome C 1.H to a 
Cato luncheon, 

payment system and letting hospitals, 
public and private alike, compete for 
customers. Government financing would 
still be available for most health ser-
vices. That might not seem like a radi-
cal free-market idea in the Un;ted 
States, but believe me, it is in Norway! 

I'm sure you are familiar with the 
problems posed by Norway's pension 
system. Like America's social security,
it is a pay-as-you-go system. The com-
position of the Norwegian population 
is changing rapidly, so there will be far 
more pensioners and fewer workers to 
support them. On top of that, consid-
erable supplementary-benefit obliga-
tions are being built up, but no money 
is being set aside. 

The only real solution is to adopt a 
fully funded system, but that would be 
politicaliy impossiblein theshort run-

today's workers would have to pay for 
both their own pensions and those of 
today's pensioners. The Progress party 
hes therefore proposed to phase in a 
system under which a minimum pen
sion for all workers would be financed 
by the state, but any extra benefits 
would be provided by private (and 
hence fully funded) pension funds. 

We made that proposal during the 
election campaign last fall, and we 
probably lost several percentage points 
as a result. Bravery is a dangerous thing 
in politics, and many of the voters 
didn'i appreciate our telling them the 
truth about the coming social security 
crisis. Looking back, I have mixed feel
ings. It is never nice to lose votes, but 
the issue had to be confronted. Lately 
various experts and the popular media 
have been saying that a system involv
ing private pension funds should take 
over some of the government's respon
sibilities, which is basically what we 
were saying last fall. 

If the Scandinavian welfare state is a 
failure, why hasn't it been dismantled' 
Let me first say that Norwegian voters 
are beginning to demand an alterna
tive, as evidenced by the growth of the 
Progress party's mandate over the past 
three years-from 3-4 percent of the 
vote to 12-15 percent-and the decline 
of both the Labor party and the Con
servative party. One of the reasons the 
Norwegian welfare state has survived 
is that the establishment has backed it 
so strongly. An overwhelming majority 
of the intellectuals it, Norway are so
cialists; many of them are outright 
Marxists. 

Norway doesn't have a strong free
market intellectual tradition like that 
of the United States. The conservatives 
in Norway have .always been very "wet," 
to use a British term, and had always 
been on the defensive, accepting and 
adopting most of the socialists' basic 
positions. However, last year Norway's
chief social democratic think tank pub
lished a report concluding that the left 
was on the defensive and that dissatis
faction with the welfare state was 
spreading. 

Another reason the Norwegian wel
fare state has survived is the windfall 
tax revenue from North Sea oil and 
gas, which constitutes 10 percent of 
Norway's revenues. It has enabled the 
government to pay for a growing wel

(Cont. on p.81 
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fare system without increasing taxes. If 
Norwegians had been forced to pay for 
all the social benefits out of their own 
pockets, they probably would have be-
come disenchanted with the welfare 
state much earlier. 

I must also stress that the welfare 
state is a kind of time bomb. As the 
population ages and Norwegians de-
mand still more services, the health-
care and pension systems will undergo 
some real crises. Moreover, the conse-
quences of destroying the individual's 
incentives to be self-sufficient have yet 
to be fully felt. I believe that the fail-
ings of the welfare state will become 
even more apparent over the next few 
years and that there will be opportuni-
ties for real reform. We might soon see 
the turn of the tide. 

An important lesson, especially for 
the new regimes in Eastern Europe, is 
that astrong productive sector is needed 
to support a large welfare state. Con-
sider the case of Sweden. Prewelfare 
Sweden was one of the world's richest 
societies. At first the Swedish govern-
ment managed to keep the economy 

going while expanding the welfare state. 
But in the 1970s and the 1980s Sweden 
experienced some of the lowest eco
nomic growth rates in the Western 
world-not because its industries were 
inefficient but because they were not 
strong enough to bear the heavy bur
den of financing the welfare state. Nor
wegians would have been even worse 
off without the oil revenue. 

My advice to East Europeans is there
fore to keep welfare benefits to a mini
mum and provide a safety net for only 
the truly needy. After you have built 
productive economies, you can con
sider redistributing wealth. It would 
still be a bad idea, but at least it 
wouldn't bankrupt your societies. 

My advice to Westerners is to take a 
closer look at the Scandinavian model. 
We Scandinavians are growing disillu
sioned with the welfare state and ceas
ing to believe that it can deliver what 
was promised. The moral hazard of 
the system-its encouragement of un
productive and antisocial behavior-is 
becoming evident to us. The Scandina
vian welfare state has little to offer 
either East or West. Neither should 
adopt a model that we have begun to 
reject. N 
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TRADE 

U.S.-Soviet Pact May Falter
 
Over Baltics, Emigration
 

W ith the summit betweenPreside!nt Bush and So. 
viet President Mikhail S. 

ited credits for such countries. 
The president was empowered to 
waive the law when he was con-

Gorbachev less than two weeks 
away, a trade pact expected to be 
a central feature of that meeting is -o 

vincod that the country in ques.
tion had revised its emigrationprvitea. 

generating more doubt than en-
thusiasm on Capitol Hill. 

"I'd put it high on the list of 
things that are without momen-
turn right now," said House GOP 
Chief Deputy Whip Steve Gun. 
deron of Wisconsin. 

As recently as April 26, Julius 
Katz, deputy U.S. trade represen-
tative, announced that negotiators for 
both sides were in "virtual agreement" 
on a trade deal. 

The pact would be the first be-
tween the two superpoweys since their 
military alliance ended with World 
War I. It would grant the Soviets 
most-favored-nation status (MFN) 
and subject Soviet goods to the usual 
import duties. For some Soviet goods, 
duties aye now 10 times higher. 

But on May 15, White House 
spokesman Marlin Fitzwater refused 
to confirm that the agreement would 
be signed during Gorbachev's May 30-
June 3 visit to Washington. 

"ldon'tknowiftheagreementitself 
is in trouble, but I can picture trouble 
for it in Congress," said Bob Packwood 
of Oregon, ranking GOP member of the 
Senate Finance Committee. 

The most obvious obstacle is con. 
frontation between Moscow and the 
Baltic States of Lithuania, Latvia and 
Estonia. A non-binding resolution in 
the Senate already has linked ap-
proval of the trade agreement to So-
viet behavior in Lithuatiia. (Weekly 
Report, pp. 1334, 1084) 

But Packwood immediately paired 
that problem with another that could 
kill the agreement faster: emigration 
rights of Soviet Jews. That is the aame 
issue on which the last effort at a U.S. -
Soviet trade agreement foundered in 
the early 1970s. (Story, p. 1538) 

The Soviet Union has loosened re-
ratraints on emigrants recently, allow-
ing the number of visas to hit new 
heights. But the United States has in. 

-

By Ronald D. Elving 

Llyd' Beftean Bob Packwood 

sisted that the freer practice be given 
statutory permanence, 

"Lithuania by itself might not be 
enough to atop (the agreement]," said 
Senate Finance Chairman Lloyd 
Bentaen, D-Texas. "But if the Soviets 
have not passed that (emigration] law 
by the time we see the agreement, that 
agreement will be in very, very serious 
trouble." 

Pioises an Postponinmonts 
Bentsen said that during a visit to 

the Soviet Union in January, he re-
ceived promises that the new emigra-
tion policy would be codified "soon." 
The passage of time, he said, has been 
troubling. "I have heard rumors, and 
they're just rumors, that the codifica
tion is in question," Bentsen said. 

"We've been iwmderstanding they 
were about to do it almost weekly for 
the past three malnths," said Rep. Bill 
Frenzel, R-Minn. "I'm just going by 
smell, but obviously they've got prob-
lems. My guess is they're having sec-
ond tkoughts about losing a lot of high-
powered people Ito other countries)." 

Among the dater t-he Soviets have 
mentioned most recently for final ac-
tion on the law by the Supreme Soviet 
are May 26 and even May 31, in the 
midst of the summit, 

Congresaional objections to Soviet 
limits on emigration in the early 1970s 
led to passage of the Jackson-Vanik 
amendment tc the 1974 trade act 
That language, still in effect, stipu-
lated that no communist country 
could enjoy MFN status until the 
president assured Congress that the 
country's citizens had free rights of 
emigration. The amendment also 71im-

Interest in normal trade rela. 
tions with the Soviet Union has 
increased during the Gorbachev 
years, and the numbers of Jews 
allowed to leave has soared. In 
1989, more than 60,000 Jews were 
allowed to go. Thus far, it appears 
1990 will see even more leave the 

Soviet Union. The more than 10,000 
who left in April alone represented a 
new high, according to Rep. Charles E. 
Schumer, D-N.Y. 

"The numbers are terrific," said 
Schumer, who has opposed an early 
waiver of Jackson-Vanik. "The con. 
cern is, will it continue? How precari
our, are the policies and even the gov
ernment that's behind the policies?" 

Schumer also acknowledged that 
while playing the MFN card too early
risks a loss of leverage, holding the 
card too long could cause the Soviets 
to give up in exasperation. "But the 
economic imperatives are different 
now than in 1973 and 1974," he said. 
"There was less urgency then." 

A Conflict of Urgencies 
As urgent as the Soviets' desire for 

MFN status may be, Gorbachev has so 
far refused to let Lithuania, Latvia 
and Estorda follow Eastern Europe to 
independence. 

These states were absorbed into 
the Soviet Union in 1939, but the 
United States has never recognized 
them as ouch, treating them instead as 
"captive nations." 

"Without some resolution of the 
problem in the altic States I'd say it 
was almost imposible to get most-fa
vored-nation status for the Soviets," 
Gunderson said. 

As of May 16, Bush still Peemed 
willing to take that chan.e. "I'm un
happy about the state of play in the 
Baltics," he said at a Whitc House 
news conference, "because I'd like to 
see them obtain their desire of free
dor as soon as possible. But I feel it's 
important from our standpoint ... 

CQ MAY 19, 1990 - 1337 
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and indeed (that of] the whole world 
that we have these discussions with 
Mr. Gorbachev." (Text, p. 1591) 

Immediately following the an-
nouncement of the trade agreement 
on April 26, Sen. Alfonse M. D'Amato 
of New York and eight other Republi-
cans sent a letter of protest urging 
Bush to renounce the agreement while 
the Soviets maintained their embargo 
against Lithuania. 

The initial protesters were soon 
joined by Democratic Sens. Barbara 
A. Mikulaki of Maryland and Dennis 
DeConcini of Arizona. Senate GOP 
leader Bob Dole of Kansas sent a note 
of support. 

D'Anmto followed up with a reso-
lution attached to the 1990 supple-
mental appropriations bill (HIR 4404;, 
warning that the Senate would rejecL 
any trade agreement until the Soviets 
lifted the embargo against Lithuania 
and began negotiations aimed at giv-
ing the state its independence. 

Some senators characterized that 
vote as a pressure valve that allowed 
lawmakers to let off steam without ac-
tt!ly affecting policy. The Bush ad-
ministration did not extend itself to 
battle the amendment. 

But Packwood gave the vote 
weight. "That vote expressed the feel-
ings of the Senate," he said. "I wonder 
whether the president would even 
want to bring the agreement up for a 
vote. I don't think he wants to get 
himself in that situation." 

One of those voting against 
D'Amato's resolution was Max Bau-
cus, D-Mont., chairman of the Senate 
Finance Subcommittee on interna-
tional Trade. "I just didn't think we 
should be making foreign policy on the 
Senate floor," Baucus said. 

Baucus pointed to the mood created 
not only by Lithuania but by sputtering 
efforts at negotiating controls on nu-
clca and conventional forces. 

"By the time an agreement gets 
signed and sent up [to Congress]," 
Baucus sad, "I fully expect these situ-
ations to have been resolved. It's so 
much in the interest of both countries 
that we do this." 

Fuzzy on Details 
The actual agreement has not been 

made public by the Office of the U.S. 
Trade Representative (USTR), al-
though a broad outline has been 
shared with the media and congres-
sional staff members. 

In general, the agreement sets 
forth basic mechanisms for expinded 
trade, a kind of framework for further 
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negotiations. It does provide for sat-
isfying the Jackson-Vanik conditions, 
according to the USTR, apparently by 
having the president waive them for 
some period of time. 

The agreement provides for trade 
officials of each country to have corn-
mercial offices in the other. It also 
contains commitments to keep all 
rules and regulations under the accord 
open to scrutiny on both sides. 

Like other trade agreements, this 
one reportedly includes several "side 
letters" of understanding that are not 
part of the formal pact. These are said 
to contain some of the concessions 
sought by the U.S. negotiators. 

Beyund this, the agreement pro-
vides financial regulations for cur-
rency exchange, return of profits to 
the profit-maker's country of origin 
and protection of intellectual prop-
erty. It also reportedly allows either 
country to bar certain imports from 

"rd put it high 

on tie list of 


thing that are 

without 


momentum 
right now." 


-Rep. Steve Gunderson, R-Wis. 

the other if those imports are seen as 
"flooding" a particular market. 

Under the original Jackson-Vanik 
amendment, either the House or the 
Senate could kill a grant of MFN st--
tus by passing a resolution of disap-
proval. 

But that provision ran afoul of a 
1983 Supreme Court decision 
(Chadha v.Immigration and Natural-
itation Service), which essentially 
ruled one-chamber congressional ye-
toes unconstitutional. 

A new set of rules making its way 
through a conference committee as 
part of a customs and trade bill (HR 
1594) would eliminate the Chadha 
problem by having both the House 
and Senate pass a joint resolution if 
they wished to disapprove of a Jack-
son-Vanik waiver or of the granting of 
MFN status to any other country. 

Such a resolution would have to be 
presented to the president, who could 
veto it. The House and Senate could 
then attempt an override, 

China Question Open 
One more trade-policy tripwire ly

ing ahead for Bush is the expiration of 
China's MFN status on June 3. 

China has enjoyed a burgeoning 
U.S. trade and already runs a consid
erable surplus, up nearly 80 percent in 
the first two months of 1990. At the 
cur:.ent rate, the Chinese ourplus 
could hit $11 billion this year, making 
it second only to Japan's. 

But Bush has been under pressure 
from human rights groups and others 
who see renewal of China's MFN sta
tus as tacit approval for last year's 
massacre in Tiananmen Square and 
the brutal repressions of the past year. 

In a floor speech May 18, Senate 
Majority Leader George J.Mitchell, 
D-Maine, said renewal of MFN status 
would "sacrifice our principles to tern
porary dictators." Mitchell said 
Bush's nonciliatory efforts to date had 
been "a dismal failure" and urged him 
not to "compound the mistake." 

"It isn't an easy call," Bush had 
said Miy 16, "because I don't want to 
send a signal that we are happy with 
the human rights record." 

The same day, Stephen J. Solarz, 
D-N.Y., chairman of the House Sub
committee on Asian Affairs, held a 
hearing on the issue at which human 
rights and trade groups presented 
their views. 

The National Association of Wheat 
Growers argued for an extension of 
MFN for at least a year to cover grain 
sales already negotiated. Business 
groups from Hong Kong warned that 
removing MFN status fo;- China 
would hurt their economy as well. 

Others, such as former U.S. Ambas. 
sador to China Winston Lord, argued 
that Bush could retain the benefits of 
MFN status without Fignaling approval 
for the regime in power. Lord said 
Bush should offer a year's extension of 
MFN "with the openly expressed pur
pose of supporting progressive forces in 
China ...aid maintaining the founda
tions for longer-term American-Chi
nese relations." 

Congressional anger over the crack
down in China resulted in passage last 
year of a bill (HR 2712) that would 
have permitted Chinese students who 
were in the United States at the time 
of the massacre to seek permanent res
ident status without returning to 
China. The measure, aponsored by 
Rep. Nancy Pelosi, D-Cplif., passed the 
House on a 403-0 vote and the Senate 
by voice vote. Bush vetoed it in No
vember; the Senate sustained the veto 
in January. (Weekly Report, p. 245) a 
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A Recipe for a Free-Market Hungary
 
By Bat 'E CHAPMAN 

"Comunist 'isopenly a dirty word in 
Hungryo.theteihetcabdfitfl shout 
atOthen whogetin their way KarlMarx, 
whoseItumerecently wasremoved from 
theUlerstlly of Economis. is shownin 
one campaign poster as a plaster bust 
dropped Into a trush can, next to Mao s 
LUtileRed Buk and a Medal ofLnt 

But. despite Hungary s head)political 
atmosphere. inflation still exceeds 7t"., 
ost workers needat le two JObsto sur 

sine. collapsing state enterpirses threaltn 
hIgh urnmployment, aindIungary sf20bit 
lion foreign debt-aI $2.000per capita-is 
Europe's highest. The government formed 
Ifer Sunday s elections will find itll in 
charge ot an economic crisis 

In anticipation of this moment. several 
Hungarian ecohomist.s attached in nvil 
paries, and i expaitate. Paul Marer of 
Indiana L'siversil.a.I= tall came up with 

hat. for Hunlars. was a novel idea a 
pnvate Blue Ribbon Commission ot prom 

sent domestic and Inernaiional figures In 

give a new government an integrated pro 
ram for transformng Hungary into a 

market economy Hudsox Institute. an In 

diaaapolis based think tank, and East Nest 
Forum. the Btronfman Foundation s policy 

center, became the chief international or 
ganilers 

The commission report is likel to be 

implemenied in some forn, by the neu 
Hungarian goernrtienr Experts from thP 
oulgolng government participated. thereby 
helping ngatralize future opposition Con 

mission members from nine foreign coun 
fries will help provide international credi 
bility Most important, leaders from Ihe 
Iwo top pa,.ies 'both nonCommunis in 
Sunda) s runoff are members of the coni 

mission and haie signed the report 
The report. e cerpted nearby and to be 

released today in Budapest and ".%ashino 
ton, chors the advice given -ecentl or, 
this page by former Net Zealand fInance 

minister Roger Douglas-' packagereform 
Into large bundles -and implement ihen; 
quickly Here are a le- o the bundles 

Polatlit ion The preyiots gmern 
ment sellorts at privatization were nis 
handled. causing public scandal then iI 
turned o t that some fnterprise managers 
used the process to enrich themselies S,. 
the commissior, proposes an ageny under 
the prime ministerno speed and guard the 
new pntiautation process and protrole 
competition A more enforceable bank 
rupicy la, is adiocated iohelp flush out 
those slate enterprises with non perlorn 
Ing loan! especially those participating in 
the notoriss queuing gambit. wherein es 

senliall broke oullits keep going by 
nleanns of chains of crdit extended to one 

another The conmission also) calls for 
broad restoration of prital-sT-.:zltr 
and for bringing private compeittion Irlife 
in banking. medicin:. education. and ever 
oral garbage collection 

Forelgn investment: Ei en with the pr., 
grams it proposes to spark domestic sa 
logs. he comnission makes clear that 
Hungary must acquire much of Its capital 
flrom foreign private Inveistment Approval 
procedures, it says. should be simplitied 
Lnd an Invest Hungary agency set up so 
help outside investors get inside 

Entrepretreurslip: Laws that overnegs 

late enreepreneurs should be repealed. ac-

cording to the plan. and anew government 
olfice should constantly m niOr the finan 

ciaf reg lators to find outwhat kinds of 

Beyond Half-Measures 
Excerpis flonthrBlue Ribbon Coin 

msqon'os report on Hunqryer'strnsfo-
motion toafrr( i,,rrt 

Since It, t New Economic Mecha 
nism.which decentralized lsome I dec 
%sonmaking.Hung'ary hasseen repeatpd 
half measures to reform theexhausted 
command economy Politics didoot r 
mit full transformation But aneconomy 
only par iree, a people onlyItall, ike 
partially free in their political ife. ult 
mately Is demoralized when fLse hopes 
are dashed by experience 

Any large proram sill take years to 
put Into place even at maximum sped 
The keys area preannounced path und a 
firm timlabl , Certain benefits 
should be appartnl wilhin montn$- for 
example. imprvred quality and availa 
blhl, of consumer goodsand services. 

cuts in waste and ititlinci"). land b 

ter emoploynment cpporlunitip for 
skilled. diligeot emplnyees 

Practicaly all retail trade, Prvice 

establishmpents. wiorkshops and sinilar 
suzed fitrn shouliJbe privattzed wthin 

one Year Parent companies should 
be forced to sell their outlets and shops 
to privste buyers %ho will obtain real 
awssts in exchange for cash and real 
payment obligaions 

A sea Ar; on AgTicultural Land 
Ishould guarante the right of private 

ownership and the righl to distos of 

land Land transferred earlier to the 
cooperatives. or similar land, should to' 
offeredfor repurchase to the original 
owners 

Coniert present import restrictions 
into temporary tar'ffs and concurrenliy 
announce a fir.timetable lorthe reduc 
lion o such laritlf 

The current proportion of toreric 

own"ership in man) small NAest EU'' 
pean countries is about one third of the 

burdens are being imposed Schools are I(, 
teach. the nirits-and morality -of entre 
preneurship. along u-ith bookkeepinpr cost 
accountancy and other requirenen s of 
nev businesses Salesofgoiernmenl enie'-
prisesio foreigners are to help establish 
venture capital funds lorHungarians. as 

well as i help pay off ihe foreign debt 
Tanes The report describes personal 

and business taxesas puntshtngl high and 
makes a consensus call for - significant re 
dulctions ,n taxes -American Comnis 
sioner Pel du Pont and U S Chamber of 

Commerce adviser Richard Ft'n arrued 
for targeting speciti rates butIoS out On 

that poist ' 

Carr't - Comminsi'nersgr e that 
the lortnl saouldbe made full) con ertible 
and tied I-' a strong European currenc). 
but dit-ide on timing and sequencing hiost 
of thc internaltonal members favor swifl 
roniersion, within. for example. one year. 
us o some Hungarians But other Hun 
garians fear a political backlash if conver 
sion gets ahead of ohes restructuring. Din 
agreement on this point, maya presage con 
tirvers) within the nw- governmuent 
Meanuhile. ibe report offers only a dead 
line of three years for lull conversion 

Poltical change. Americans may con 
aider obsous the call to hold publir hear 
logs Ioexplain the governmtent s plans and 
to hear cittins concerns. but if is an nn 

country I.industry. Al thebeginning of 
1991foreigners own only atol 2'. of 
Hungary s indust). so there. is ample 
manmforespansiol, 5)an) reawotble 
standard 

Hungary s Ipastlians 'were n,.[used 
for soundinveslments that couldgenpr 
aleforelgn exchangeeahng 'r; ice 
thedebt Hungary Inow ! has t,obtam 
addiional capital imports ofab ut $1 
billion a year ftor each of the next three 

years in order to turn a potentially larg
net oualt into, a net Ishw . I 
large part. tih current account gap can 
be financed though an aggressise palic) 
of foreign iniesinii 

Therenlralgoernment shoufdretar 
broad planning responsibility lot the 
railroad systen. and the national netot 
works. eg . mai roadx. oil and gun 
pIlIIes. electricilty grid., and the ilPe 
phone systenm But it shou!d I,.kir n 
ywame waYs of rooperamirwith the 

pri air sector to finance, build. and op 
crate lihen., 

The entire sector of slate-owned 
apartments sh-uld become globall%selt 
tinancing in three Years sh,,u;dRer be 
adjused to relirc real conditions based 
on luailin, ze.and quait An% sub 
sidien should be llitenup!ron In pet, 
piebecause they are por and nol be 

cause the. iccup) particular dxe'irgo 
Free mtarket rents should beali,,d 

toemerge torstate (asredapariTmen s. 
the bes quality The current pr,,ces 
of selling ott ewrit-d sha llslare uiats 


continue, thoupt prices shold be set 
closer to real niarket uulues The 
guleroment shou' oir! eler mno an 
more morigagi' contracts l, ul , 
interest subsidies 

Initate steps It,seek assrcate e r 
bensbip in the Europear. Comntrtil 

usual concept in a former dictalorsipr , 
are the proposed Freedon. (i tnforno.at'r. 
at, a depoliticized cIvil sertice and d' .' 

lttr of tasing and spending autheriy I' : 
local functions to local efected officials 

Tv reduce gnieronient spendir.p. the 
commtission would cut public sf.bsiiec Of 
cotsuniet prices. busies! and housirg 
uhih chilt benefit the better of itfa. 

, 
glarians. it turns out Iron 13" of pos d,. 

meslicpruouct iv 19m.i( -, in 19: tn 
empl,.vniert compensation and j,tretrait 
Ing priograms-more novelfies-ar prm 

posedto hell cushion ire,'iabie layoils as
uocon.pcitt enterprises fail 

The conImisiIon arctis that if Hungatr. 
follns Ih tiodel plartitlhould bee l iti 
for a pruigran: of cataltic Supt't: iron: 
IheInlernattucal %tone:ar%Fund h-ig. 
government loonp uarant's for Iivst-ro 

easing of import resrric ti s. anW technical 
assistance in tan adni trationt the falls 
tical s$1en..public admtinistration. enitr 

labor laws. and an e%
pr-nurialtraining. 

panrsoi of h volnter s ant a 

Such belt', surel. in the e% si ter 
est Hungarn s siclor, howeitr difficult. 
will be ours.as well 

Ate Chno,#ii s in . o' Hus,, Ion 
ifat Hi,,ndi irrstn tr Coui,,nis i H., 
onu A Travni tonit.., 
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In East Europe, Only Poland Makes Hard Decisions
 
yhave 	 fflaigrijly ooauciled that Itjolt M t InZas Buopw. 00 trPUMn1tC Costsof ichlaw necessitiesother lIi& It opiated 

WAIAW-U. a anItalian (xann 

Party leader oncesaid "ihere are milny 

ioedstortcri -m.' the"r'
tierd U 
&I* as mny rosO bvA trai A. Allof 
them am full of pnoles andOber -r 
tau 

er, omtry InEamESiP hasnow 
embarkedan ad aJosrniy-or isaWke 
&KUtiadn whst bal to pact Thedeared 
deintionI Inew ac b lomwnebulous 
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but confusing beerfis of clillsim, hd 
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Recaoltravel to Clcklova la. Hun-

p y nd PolA eadsto tb Per" sur. 
priuing conclsion thai ft Is Pceui4-toe 
country ting fromiUnbe be-i aind

'traveling the tacklestrod-that stamns
Lhebeatchance of actually mi" 
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IIts wealitier neighbors are still pranningtk
their voyage. 

In any snanlystsof Big rorpetb 
uiet.melrs.mo ttn AsIdeEZatGermany. 

Tu It sares the pan nitrues of 
larx m. It ha2aunie future as an tie-
SI pail o(a enlarged Germin aicm.Al 

the other extreme. Bi4vuamin i 

deple ewvtt sto~ecalan de~as~uxrai fr baa tai the ae drane tor 
rma t,am Thus. 
lenig A poe Al o echosloykl& 
Hunapry and Poland. 
C(alned to Sovil Ecisicoty 

Cearly there art comisnales. All 
three have theburdeinsomefegrcy of ontl 
fled. tmccetlltlve economies All three 
are ahimbeenchained tolhe riglid Soviet 

economy. To a degree nerally over 
looked
by Americuis. all three sill count 
tbeSosiets astheir largest tracng "pan. 
tr."The Ulliputills In this msr remain 
Utly tied downbyGulliver. There simply 
tool anyquick way out of &iendency on 
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quently shoddy goods;made by uanili 
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Mentioed Inte t"MOesNaor Ilese Of 
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Wiethe momwV stall with.Checlskz 
tlhy fear they bave mt to low. With a 
degreeof comfoe hu oe a higher d-
free ofctnpficeticy. 
1"reCc are warc'ng for a roule to 
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Continue to debatea national yowcho: ss, 
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Soviet raw materials. nor i lediate al. meaning that both vuchers and enter. 
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borti countries. lo Itorigner i n;,61t 
o Eana Europe. there are a number of 
dtstinct countries w111%defledbordem. Lout 
tomany tia Ua Erope. the" are rthera 
miroberof dislis cti tulsritaies soio trial.Itrt Li mn=lh I Madean a0ft.?14l. 
scrd pwar toirdert. The Issuof Ftfr 
mantalntreatment of kignarln minostles 

ntme than 4.domlnales Hunigr- . politis 
amo of scialisn andcapitaisn.

While th, Ccct, sixllungiaroa 
seektng plolem paihsto prapeny, the 
Polesam ceptingfveULneaecownicac-. 
f" ,Jand 

tn January.ofeauis SoldaIty 
gnvernenl lasuch Wtli. Itcalls 
"kap to the mrt." The toverment 
Wlashed thi budget, iuding awiderang 
Of ubsides. It ligtend the Lp-
ply. If radically devatlued t zloty. It 
Wry decontrolled prices. thoughnot-

"as electricity raw by nw, than 3W, 
within a mailer of weeks,andIeven the 
W'e o a bottle ofvodkadoubled Inlflatrm 
Imld-t) Ir to JAnuary-he has &ub 
iaded icto r glhly S. a moith. Wagrs. 
itsnderid hor price lnrrrases. dropped 

lhrlplyis rei terms. Polish unemplo. 
,tnlrawtorughly .0 ,still les tin 

I sandIspr dicted torise to million 
byyearreml: by cntrast, toeHuunauns 

hind a table on a %arssas streetl con, 
Mr.Kulbab iswiling the shopsfor It a 
pair; he buys ilt at its6 pair from a 
wholesaler whotravels bark and orth L.. 
busto Germany. whert he burs the iiv 
ftr $12 a pair Mr Kullibb howpirr. 
doeut Itend to n, alna ,alalks- 
saleiman. His almbtlt is tosave en-.Lv:!: 
kA to rent a uah, . VcntpsreV 


hecan display a wider range ofshoesa'II 
undlercut the ahalddtlerthandi,e tl It 
stl-orrned d"tirmnl store od," II. 

profil tboul tl nutIi witha shopI 
do much elller" as'he s 

In aMiln to the enterprise of its Kt, 
babe.Poland aso henefILSfrom a dlegiln
of political unily still unknown elselti e 
is East Europe. In Hunlary and Caw:. 
alovakim-and even Mace s InRnnaria 

Bulgaria-the 'se *political l .rnrr 
ship tulatS Of 1heata handful of former 
opsiktionp politicians who sit atop li).-r 
uton la r of poiltcians and bureurrillS. 
WhomAy havwchanged their parly atn:A 
Uotbut notneessarlty their Marxtismr. 
alally.Li the rest of ai" Europe pe ,% 
tilreformatlon runs only shin deep. Butl 

yet-wage. I encraged foreign pt. Poland there is grnuine political rii(.:J 

tlon at the kriskoi mnbn.hsnkrutlng stale e 
Irpr. se . That rrCutlci.ofCourse.hasbeenui 

me eftea wer prediably li"cklO 	der ey for nearly a decade-since Li-'. 
Wiles andhis Solidarity movemenl Ir-: 
challenged the moudillc power of i-
P ols unit Party. Here ihe pr,
save9w political changehas come I,-: 

telow-tframslipiyard warkers rather Il.i
playwrights.


Skeptics.Ld thr areMany.ltillat 
gaethat thetr is little inPoland's long I:, 
tory of divilon to julstymuch oalilnis: 
sbouttranlicit to loni-term deniorra 

operiXty. t the tarts sIlpqn srljllr
Few otsJders hltv'o back in 

daikdays OfMartial lw supprensi -
Solildilty thaIthe moveeri could nov 

It to challev r coelti.ne ,uniS 
orere'elY, many doubted whether Ih' 

Solidarty governmit wouldhave the ruot 
to take 7hI aiounts to a free tall i", 
matte ec nmnics. Ineach cae, ,t5 

confoundedskeptics.
Withallthey'vebeenthrough. Poles are 

Mcdreamers aboutthefuture. butnellhr 
are they aIeLsrl O worriers aboul the 
presenl. Theclear tmprson is that the)
have resolutely embarked ona roi),rad 
hack tlan coxnmulnilm id that theymean 
to a or )urry oght.thtr 


Ms.Hoate4s tire preid'la, oltera 
i ,Iof DoarJonesJ Co.. pablicrr W' 

rAflullSIMrl,o0artll. 
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ECONOMY PAUL STAROBIN
 

INSTANT CAPITALISM
 
n Eastern Europe, the collapse of ought to &ive pause. In particular, 
Communism has the local popula- both aniyses point to the potential 
tion dancing on the remains of the d.ngers of an appr".ach toward East 

Berlin Wall. In this country, it has balkut,SCL European market reform thaf 
classically schooled economists do- . stresses the economics, without re. ni$,cy 
ing an ivory-tower jig in celebration gard to the politics, of the problem 
ofwhat isseen as proofthat free mar- b and that is directed toward Linkwrd all-at. 
kets work best. ,," J once transformation. 

Their euphoria is understandable. Consider, for example, the politi-
After all, many economists toil at ab- cal ramifications of unemployment. 
stract tasks that have little apparent "There is little doubt that the vigor
connection to the outside world. It is ous pursuit of industrial reetructur
not often that history serves up a ver- L ing will precipitate unemployment," 
dict, still !-ss such an unambiguous . the CIA report s.id. "Populations 
one, on an academic school of accustomed to lifetime jobs will ex
thought. . perience new uncertainties," and 

What's more, he fun seems to be "there will be a risk of public protest 
just starting. Now comes one of those that could set back reforms and eco
rare opportunities to put a theory into practice. Having shaken nomic recovery." That's the political analysis-but, as common
off the chains of a centrally planned economic system, East sensical as it sounds, it's not how economic analysts talk. 
European countries aspire to become market economies. Listen to what RAND's Wolf has to say on this sut,ject. 

Not surprisingly, there's no shortage of American analysts "What is manifest as unemployment is really making visible the 
ready and willing to proffer advice. And it's hard to imagine that unemployment that was 'hidden' by the make-work, featherbed
their services ever have been in higher demand. ding, pay-without-product regime of the command economies of 

Probably the best-known guru is international trade professor Eastern Europe," he told lawmakers. Maybe so, b,:t tell that to a 
Jeffrey D. Sachs of Harvard University. Among other things, the person who for the first time is wilhout a job. 
ptripatetic Sachs is an adviser to Witold Trzeciakowski, a top Price decontrol is another favorite of Western eccnomists, 
economic policy maker in the new Polish government. Sachs is who view it as an essential step toward rational production and 
also a leading exponent of what is variously called the "big bang" consumption. But as The Economist pointed out, decontrol isnot 
or "shock therapy" approach to market development: the view likely to work unless governments first shift property into pri
that East European countris need to adopt market reforms vate hands. Otherwise, in perverse fashion, state-controlled 
quickly and in big doses. monopolies, to maximize revenues, may simply raie prices and 

"Very little can be achieved going slowly," said David Lipton, cut production. And, like rising unemployment, that to) could 
a Washington-based associate of Sachs who studied economics have unattactive political consequences. 
with him at Harvard and who is also an adviser to the Polish "A failed attempt to implant market economics could set 
government. The pair are busy with plans for a summer intern- exaggerated extremes of wealth and poverty against the familiar 
ship program whereby economics graduate students from Har- background of economic decay," The Economist warned. "That 
yard and elsewhere will go to Warsaw and prepare research would prepare the way for populist authoritarian governments 
papers for Trzeciakowski. of the traditional Latin American sort." 

A similar ine of thinking comes from the RAND Corp., the Of course, as Lipton pointed out, leaders of many East Euro-
Santa Monica (Calif.) think tank that pioneered the use of sys- pean countries have asked U.S. economists for help-and cr
tens analysis in defense planning. Charles Wolf Jr., director of tzinly can reject the economists' advice. Poland's lurch toward 
RAND's international economic research, recently presented deep reforms was "not a decision made by some technocrats," 
Congress's Joint Economic Committee with a chart showing Lipton said. And, as he noted, the hyperinflation experienced in 
seven boxes representing the "components" of market reforms in Poland before its leaders adopted "shock therapy" itself made 
nonmarket countries-such things as price and wage deregula- for political instability. 
tion and property rights revisions. Lots of arrows were dfawn Still, economists might be of more use if they put down their 
back and forth between the boxes--the point being, Wolf models and thought in more-modest and practical terms. And 
testifed, that the individual parts of market reform are linked instead of congratulating themselves on the triumph of the mar
and should be put in place together. ket, they might think ab,)ut how to help Eastern Europe avoid 

"In this 2;ense, reforming the economics of Eastern Europe is the mistakes that the nct-so-perfect stewards of the capitalist 
analogous to restructuring any large system: for example, in system have made. 
education, in the military or in the health care industry," Wolf Economit Charles L. Scultze of the Brookings Institution 
said. may be on the right track. 7lTe analysts at the think tank have 

Uh-oh. First the Pentagon, now Poland? Have we already been swamped with requests for advice from Fast European 
reduced Eastern Europe to the sterile abstraction of asystem-- economists, journalists and others, and they have talked among 
Tinkertoy or erector set for economic modelers? themselves about how best they could help. 

If so, a couple of warning signs flashed recently--one in a According to a Brookings spokesman, "Charlie said we could 
survey ofperestroika by The Economist of London, the other in tell them how not to screw up in certain areas-such as financial 
an assessment of the Eastern Europe economies by the CIA- institutions." 
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A Giveaway Out of Touch With Reality
 
i U. S. aid: Without structural 

- refo rms, our tax dolUiars will do 
.ittle for Eastern Europe. 

Igy DAVID DREIEiRI 
.Thoughtl you had seen the last ef minfi-

clent, c--ntrallzed economies in Eautern 
.,*Europe? Think again. Congress is plodding

forward with a multibillion-dollar aid 
package designed to reward even the most 
committed centrvlized planner. 
. In fact, what started out as a legitimate 
effort to asstst the emerging democracies 

.has become a contest to see who can apend 
the most tax dollars in the shortest period 
of time. These efforts ignore past experi
ence with our foreign aid budgets, as well 
a current fiscal and political realities. 

While direct U.S. aid will certainly play 
a valuable rnle in the developing econo
.mies of Eastern Europe, aid without struc
.tural reform will be ineffective. Britain, the 
largest recipient of U.S. aid from the 
Marshall Plan, continued to rely on social
tst ecenomic policies during the postwar 
era. As a iesult, it remained economically 
stagnant throughout much of the 1950s. 
West Germany, which adopted more ag
gressive market-oriented policies in 1948, 
re.eived far less U.S. financial aid but 
recovercd In a matter of a few years. 

The United States cut off economic 
assistance to South Korea in the early 
160,, believing its economy to be hope-
less. Today. as a result of structural 
reforms, South Korea has one of the 
stronges-t economies in Asia. The lesson is 
that money is no srb, itute for sound 
market-driven econc. # policy, 

The United States, the World Bank and 
the International Monetary Fund have 
already committed more than $2.1 billion 
to Poland alone. Japan and other Asian and 

.XEuropean countries have pledged billions 
-inore. 

Meanwhile, legislation for the multibil-
lion-dollar giveaway moves along. Some 

.experts are now concerned that the econo-
mie of the region may have difficulty 
:abnorbing these vast resounes. st. Sec-
retary of State Lawrence Eagleburger tcld 
the House Budget Committee in March: 
"We may get more out of spending less 
each year for the next several years." 

President Vaclav Havel of Czechoslo-
vakia expressed similar concerns. "We do 

-not want direct aid," he said during his 
visit to Congress. Another Czech official 

was even more blunt. "Foreign aid," he 
said. "is for Third World countries." 

So why isn't Congress !istening? Unlike 
the new leaders of Eastern Europe, many 
stillfail to grasp the benefits of private 
enterprise and free markets. The cure for 
any ailing economy is free trade, not aid. 
We need creative, private sector means of 
helping our friends in Eastern Europe. 

To spur U.S. investment, Congress 
should provide tax incentives for American 
businesses who hold business management 
conferences in Eastern Europe. 

To improve human capital, a fellowship 
training program should be established to 
bring young leaders from Eastern Europe 
to the United States to work with Con-
gress, businesses and the media. 

Small business development is the en-
glne that drives any free-market economy. 
Retired American business executives are 
a valuable resource. The Small Business 
Administration's Senior Corps of Retired 
Executives program, which consists of 
volunteers willing to share their talents 
and expertise, could be expanded to pro-
vide management assiatance for emerging 
entrepreneurs in Eastern Europe. 

B 
ailoi,StL 

ty 
L ~ l 

buyout, leveraed 

6"
 
wr4ILA ,5. 

And the U.S. government should prac
tice what it preaches. If the goal is to 
encourage privpte sector development in 
Eastern Europe, it makes no &ense to 
expand our own bureaucracy to do it. 
American aid should be funnejed through 
private organizations whenever possible. 
Last November's aid bill contained more 
than $938 million for Eastern Europe, but 
much of it was sent through the already 
overworked U.S. enibassy system. 

The United States has a critical role to 
play in Eastern Europe's transition from 
cernally planned economies to free mar
kets and private enterprise. In our zeal to 
pass along America's secrets to success, 
great pains must be taken to ensure that 
we don't also pass along our mistakes. 
International welfare programs only In
crease dependence and remove incentiv.-s 
for Individual.initiative. An the old Chinese 
proverb says, "Give a man a fish, and he 
will eat for a day. Teach him to fish, and he 
will eat for a lifetime." 

David Dreier (' iLa Verne) isthe chair
man of the HouseRepublican Task Force on 
ForeignPolicly. 



NEW YORK TIMES, June, 13 1990
 

Democracy on Hold
 
rope. The practical result of thisBy Edward J. Markey policy will be that Eastern Europe 
and the Soviet Union will only be abl-

WASWHNGTONto communicate with the world in 
f the Bush Administratin has 
its way, the people of Eastern 
Europe and the Soviet Union 
will hear the sounds of democ-
racy with one ear. 

At a meeting in Paris last 
weck, the Administiatlon convinced 
U.S. allies to accept the bulk of Its 
proposals to restrict high-tech ex-
Sp:,ztto the former East bloc. The 
agreement is lng touted as a m.;jor
breakthrough in liberalizing high-
tech e;cport controls. Yet in the field 

*of telecommunications, all it 
afford the new democracies In Po-
land. Czechoslovakia and Hungary
about the same access to technolo- 
gies that we allow the old dictaEarsrlp 
in China. 

The F"rviet Unioa. along wifh Bul-
-garis and Romania, would be held to 

- an even lower level of technology. Al-
ready, a 1500 million proposal by h 
U.S. telecommunications firm to in-

Sstall a fir.er optic line to connect .he 
Soviet Union, Eurorw and Asia - for 
civilian long-distance phone service 
and business dals communications-
isimperiled.

We Amnricans know about the 
power of communication. It isan arti-
cle of faith among us that free and 

,open c,)mmuni.'ations is the betz 
guare.e of democracy. The old 
Stalinist regmes that oncc ruled 
throughout the East bloc paid hom-
age to that faith: they systematically
denied their people access to modern 
telecommunications. 

Yet the Bush Administration's 
.	 shortsighted policy refuses to ac-

knowledge the fundamental oppor-
tunity for demucracy witeanng down 

, 	 the Sonic Will that now divk.J. s Eu-

Edward J. Markey, Democrol of 
Massachusetts, is chairman of the 
House telecommunicotons and fi-
nance subcommittee. 

the technologlcel equivalant of whis-
per,.

It Is the U.S. Intell!eStcc com-
munily that represents the key stum-
blin blk. Its representatives argue
that eavesdropping on civilian com-
munlcutilons sysptci-s in these coun- 
tries will become more difficult if we 
grant theia access to more modern, 
and more secure, tel&communica-

Bush bars 
telephones
fdroppingfoIastern 
- i0pe. 

... ....... _ 


Joans technologies. They are correct: 
Itwill. 

While the interests of the intelli-
gence community should not be diLs- Union access to items already avail. 

If these natiors ae to cucAeed in
making their transilLim to freedom 
and free markets, their antilqated
civilian tecormmunication systems 
- soime consisting of rotery phone
equlpmem dating bacl. to the is30's 
- must be upgraded. While the U.S. 
has about 90 phone lin.' per 130 peo
pIe, and Western Europe has about 
60. Eastern Europe averages only
nine phones for every 103 people.
Even today, a Polish citizen must 
walt 13yeair to get a telephone inhis 
home. 

Telecommunications toots Are a 
vital part of the infrastructure of a 
free, open tnd economically viable
society. We should be encouraging
Eastern European and Soviet citizens 
to shout demccracy frora the techno
logical rooftops rather tdan eaves

= their every whisper. 
Instead of the Bush AdministrL

ton's half-hearted policy, we should 
enact the legislation adopted by the 
House of Representatives last week. 
Amongotherhings, thebillwould: 

* Decontrol exports of less sophisti
cated civilian telecommunications 
products nd technology. This would 
give Eastern Europe and the Soviet 

missed lightly, we must remember
that they 2xist in serve, not dictate, 
America's broader national interests. 
In Eastern Europe and the Soviet 
Union, our overarching interest must 
be to actively encnurage the transi-
tion to pluralistic, democratic soci-
etles with market-oriented econo-
mies. 

Do we want to deny emerging
democracies access to these tech-
nologies simply because it makes It 
harder for us to listen inon acivilian 
telephone line? The Soviets already
maintain a separate, dedicated tele-
communications system for sensitive 
Government communication; civil-
lan telecommunications equipment is 
largely resistant to diversion for milk-
tary use&. 

We wnt t encoxrae democracy. 

abletoChina
wAllow the Western nations aLd 

Japan, at their discrction, to decide 
which sophisticated civilian telecom. 
rnunicatlons -qulpment and te-h
nology to export to Eas'em Europe. 

0 Encourage continued progress to
ward reform in the Soviet Union by
allowing exports of sophisticated
equipment on the basis of national 
discretion. However, the lifting of 
more restrictive controls on tech
nology transfer would be contingent
unfurtherdemocratization. 

With these policies in place, Amer
ica can take pride in layng the tech
nical foundations of democracy in the 
modem world. We will have provided 
a precious gift to the people of East
em Europe a"d the Soviet Union: the 
power ef com munication. 0 
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GREEN REVOLUTIONS
 
IN EAST EUROPE
 

ieos Vai-gka 

he half of Europe that many Ordinary people, however, are only experience that parliamentary
people had virtually forgotten - slowly becoming aware of the dangers, democracy will not in itself solve


the Eastern half - has suddenly because information has been fiercely today's global ecological problems.

become the focus of attention in tne suppressed. Research -funds - Even those societies which are more

West. Ih" whole region is currently in virtually a state monopoly - left very successful in guarding their democratic
 
a stme of flux and change, making it little m.ney for research and teaching traditions Are mainly concerned with
 
very exciting but also very unstable. in ecology and environmental science. the non-human and non-biological


The danger is all the 
 effects of technology - like
 
greater since continued In East Europe and the fte rmain environmental profit, for example.

instability would affect not USSR, the revolftons of ismues? How imporan do The serious environmental
only society aad the 1989 mprked the biggest people think they am? problems in Eastern Europe
economy, but also the political upheavals which And what do some cf the can probably only be partially
environment. Under the they - and perftrs the main parties Inthe resolved by a return to demo
command economies of whole world - hav seen ,4ections plan to do a out cracy. Can there be a solution"socialism", the more for decades. Possibly for them?aggressive technologies - the firit time, environ- which does not reproduce the
aggrsie Trhe 10 authors iclide crisis, or spread it to mrrtichnolgiesg communists and greens,a mental problems were one csi or sread o re

those which need a great of the main causes of the socialists and free- and more areas of life? Can

deal of energy and natural unrest. marketers, and their there be a solution which

resoirces and cause extens- From January to June articles are more overtly ensures in the iong term that

ive environmental pollution 1990, these changes are political than is usual in the biosphere and society will
 
- represent a large per- being followed by more-
 Panoscupe.They paint a survive and that fundamental 
centage of indutrial produc- oi-Iess free elections Ina unique picture of societies resources will be preserved?
tion. As a consequence, a score of countries and which am now able, for Uhe Fastern Europe musk find the
remarkably large number of Mpubics. fiV time in 40 years or answer soon.
harmful substances have Panoscooe asked more, to say what theybeenmpllutngthnes avejournalists from througout At the same time, answers
been polluting the environ- Ith 0"ink about theregirin to respiwid to environrts In which they must also be found for the
 
ment. three questions: What am have to ie. 
 new probl'mn that the
 

The fol!owing articles give 
 inevitable reco'struction of 
a long list of the symptoms the market eco'omy will

of Eastern Europe's ecological crisis: The crisis of the political-economic cause. In our coun!res. 'ie

forests being destroyed, lakes 
 and system in Eastern Europe is risky, but underdeveloped state of civil society,rivers being poiluted, environmental it is also necessary: without melting and an inadequate ecological
diseases, declining life expectancy, and away the old structures, there is little consciousness, will make it difficult to
growing mortality rates. hope that a moe sensible social limit effectively the use of aggressive


Our reports also show that, in recent 
 system will emerge. The break with technologies. 
years, public opinion in Eastern the totalitarian system and the return to Obviously, the approach of the new,
Europe has linked the crisis of the the tradition of European political democratic political parties will be
environment with the political system. democracy is now within reach. It is different from the approach of the
Among the list of crimes brought also an e,.sential step for bringing civilian environmental movements. 
about by the political system, low about the end of the ecological crisis. Just as their temporary strong alliance
standards of living and suffocating, For these reasons, a stong bond has was necessary, so will the divergence
polluted air are linked together. People developed between the civilian of their paths be inevitable.
concerned about the environment have environm.ntalists and the democratic Jdxos Varg,%& founded and led the Danube 
had to fight for their basic human political movements. The question is: Circle. the NGO which successfullyrights - exactly as have the How long will this alliance last? campaigned against the Nagymaros Dor.
politicians in opposition. Eastern Europe still has to learn by , He is Director ofPanos-Budapest. 
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Overseas Development Council 
kimwe 1717 aachuctts Am., NW. Washington, D.C. 20(36 

U.S.-Third Worid Policy Perspectives Books 
Economic Reform in Three Giants 
U.S. Foreign Policy and the USSR, China, and India $15.95 
by RichardE. Fcinbcrl,John lchcI'crri-(;et,Fri'donami A'iull'r, and contribtaors 
"fucinatinqreadinqfiran*vone interested in "a ve y timely assessmnent of'the socialist 
the historicdevelopments tnder way in these conomic re.mmns ofour time" 
countries and thcir impact on tgcqlobal --ohn I1lard 
economy" (omp-sna: RescarchSeit
 

-1bci1 1)I hnr11t% "at once innovative, comprehensive, and wise" 
;ohh,u., ,hl C-("ompam -1 Lirr I arding 

The'BoL ilqlshlmajtit
 

Environment and the Poor 
Development Strategies for a Common Agenda $15.95 
b6H. J.flh.y Leonardand contributors 
"oflers usefid stepsfin'policymakersconcerned "clearly demonstratesthe irqcncyofsolving
with the critical challenqOes of integratinq the problems ofpoverty ifwe are to stop present
environnientand developnent concerns" abuses ,fthe natural world and begin to 

-- IcSSiL.1 I'll' M.110hcws achieve sustainable development" 
I "mdR ,,t ls;:ztc -Jimoves Mfac;NiIl 

lstitttcrarRcsearch on Public Policy 

Pulling Together
The International Monetary Fund in a Multipolar World $15.9 
by Catherine (h 'in, Ricihard E.FChibcrl, and contributors 
"a thoughtfidand thorotsqh assersmnt" "a vivid snapshot oftle world's econmnic challenges" 

- I.,i Arcnke iiamaid -Jim l.cadc 
hatnke),
I iust ( "vmPim), U.S. House ojReprcientatics 

Fragile Coalitions 
The Politics of Economic Adjustment $15.95 
b'JoanAl. Nelson and contribntor" 

"flcuseson one ojthjeiontiertopics in the politicaleconony of 
developnent:The politics of economic reJr or 

-Robrt II. Batesltc"'v tt.Lauce I'ivf!uso,; Dutke University 
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THE WHITE HOUSE 

Office of the Press Secretary
 

For Immedlate Release 	 JUne 27, 1990 

ENTERPRISE FOR THE AMERICAS - INICIATIVA PARA LAS AMERICAS
 
A NEW PARTNERSHIP FOR TRADE, INVESTMENT, AND GROWTH 

FACT SHEET 

As nations in Latin America and the Caribbean turn 
increasingly to democracy and market-oriented economic reformr,
the President has proposed a new partnership to encourage growth 
in the Americas. This partnership will be based on three core 
initiatives addressing trade, investment, and debt. In addition,
it will strengthen environmental policy in the hemisphere.
 

During the past decade Latin America and the Caribbean have
 
faced a series of difficult oconnmic challenges, reduced growth

and lost opportunities. This di, cult economic period has
h 

coincided with revolutionary political change. Democracy and
 
freedom are now the clear choice of the peoples throughout the
 
hemisphere.'
 

In view of these developments, Treasury Secretary Brady was
 
asked to lead a review in the Economic Policy Council of U.S.
 
economic policy toward Latin America and the Caribbean. That
 
review is now complete and we are proposing a new economic
 
partnership in the hemisphere to meet the challenges ahead.
 

The Trade Initiatly
 

o 	 The first pillar of this progrmm in a broad-based trade 
initiative which sets forth a vision and a challenge to 
Latin America to move toward a broad regime of free and fair 
trade within the hemisphere. 

Barriers to trade continue to be a serious obstacle to
 
growth and trade within our hemisphere which seriously

lagged the pace of growth in world trade during the
 
1980's.
 

o 	 The most effective way of promoting long-term trade growth
in Latin America and the Caribbean and mor, fully
integrating the62 nations into the global trading system is
 
to successfully conclude the Uruguay Round.
 



0 
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o The trade initiative contains three elements: 

(1) 	 A comprahensive Free Trade Agreement (TA) for Latin 
America is our long-term goal. We are prepared to 
enter into PTAs with other markets in Latin America and 
the Caribbean -- pmricularly with groups of countries 
that 	have associated for purposes of liberalization.
 

As we have begun to see in cur trade with Canada and 
hope to see with Mexico, such agreements can oZfer 
significant and lasting benefits for both sides. 

(2) 	As an initial stepping Rtono toward this and -- and for 
those which are not yet positioned to embrace a free 
trade agreement -- we are prepared to develop bilateral 
framework agreements. 

Such agreements can help ostablich principles for
 
bilateral cooperation on trade lsaues.
 

(3) We are also preparad to work with Latin countries to 
help address their specific trade concerns within the 
Uruguay Round. To show our commitment, we will seek 
authority for deeper tariff cuts on specific products 
of interest to them.
 

The 	 Investment InitI&LtIm 

o 	 The sacond pillar of our program is an investment initiative 
to unlock the potential for domestic and foreign investment, 
encourage capital flows, reduce debt burdens, and improve 
the environment.
 

o 	 To encourage appropriate policies and help the nations of 
Latin America and the Caribbean attract indispensable 
capital, the United States is prepared to pursue a program 
on several fronts. 

First, we propose to work to develop a new investment sector
 
loan 	program in the Intol,-American Development Bank. 

The program could provide both technical advice and 
financial support for privatization efforts and
 
liberalization of investment regimes -- possibly in
 
conjunction with the World Bank.
 

O 	 Second, in a parallel effort, we ill seek support to 
establish a multilateral investment fund to advance 
comprehensive investment reforms in Latin America and the 
Caribbean. 

This Fund would provide grants of up to $300 million
 
annually in response to broad investment reforms.
 



It would also support efforts to privatize government
owned industries and to finance worker training, 
education, and health programs to develop vital human 
capital. 

The IDB would administer these funds, which would 
complement both IDB and World Dank sector lending 
programs. 

The Debt Initiastv 

o 	 The third pillar provides additional support for debt and 
debt-service reduction in Latin America and the Caribbean in 
an effort to provide further incentives to investment reform
 
and a more flexible basia for hemispheric groeth. 

o 	 The first part of this initiative builds on the progress 
already being made in addressing the debt problems of the 
region by proposing that the IDB become an additional source 
of enhancements under the eaisting debt strategy. 

These enhancements would be used to back specific 
transactions negotiated by Latin American and Caribbean 
countries with their comercial banks. 

As in the IW and World Bank, the availability of these 
resources would be tied to economic reform efferts.
 

o" 	 Second, to address the growiing problem of official debt, we 
will propose legislation to permit substantial reduction and 
restructuring of existing U.S. concessional loans to Latin 
American and Caribbean countries with serious debt servicing
difficulties. 

Action would be taken on a case-by-case basis for
 
countries in the region which adopt strong economic
 
reform programs in conjunction with the INW and World 
Bank, puzsue comprehensive investment reforma with the 
Inter-Amezrican Development Bank or other multilateral 
institutions, and completo commercial bank debt
reduction programs as tppropriate. 

We expect this program to produce cubstantial debt 
reduction on concessional U.S. AID an6 PL-480 claims, 
particularly for the mmaller countries of the region. 
At the same time, new flows of foreign assistance to 
the region would be maintained. 
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Zn the past 12 months, every one of us - from the man in the 
White House to the man on the street -- has been fascinated by 
the trearndous change. - positive changes - taking plr.ce around 
the world. Freedom ban made Vrmat gains - not just in Eastern 
Europe - but right here, in the Anerica. le'v'e seen a 
resurgence of democratic rule - a rising tide of democracy neve= 
before witnessed in the history of this hemisphez'i. 

With one exception - Cuba -- the transition to democracy is 
moving towards completion. And we can all sanse the excitement 
- that the day is not far off when cube joins the ranks o the 
world's democracies -- and makes the Americas fully free. 

The political transformation sweeping Latin America and the 
Caribbean has its parallel in the economic sphere. Throughout 
the region, nations are turning away fron the Statit economic 
policies that stifle growth -- and are no-a looking to the power 
of the free market to heip this hieisphar realize its untapped 
potential for progress. A new leadership has emwrged - backed 
by the strength of the people's mandate - ledership that 
underetands that tho future of Latin America lies with free 
government and free markets. In the words of Colombia's 
courageous leader - president Virgilio Barco: "The long-running 
match betwasn Karl Marx and Adam Smith is finally coming to an 
endu with the "recognition . . . That open economie with access 
to markets can lead to social prograss." 

For the U.B., th~sse are welcome developments - dev6lopments 
we're eager tn oupport. But we recognize that each natio," in the 
region must make its own choices. There is no blueprint - no 
one-size-fit-all approach to reform. The primary rooponsibility 
for achieving economic growth lies with each individual country. 
Our challenge in this country is to respond in trays that support 
the positive changes now taking place in the hemisphere. We must 
forge a genuine partnership for free narket regorm. 

Back in February, I met in Cartagena wth the heads of three of 
tho Andean nations. I came away from that meting convinced that 
the U.S. must review its approach not only to that region -- but
 
to Latin America and the Caribbean as a wholo. T asked Treasury
 
Secretary Brady to lead a review of U.S. economic policy toward
 
this vital region -- to make a fresh assessment of the problems
 
and opportunities we'll encounter in the decade ahead. That
 
review is now complete. The results are in -- and the need for
 
r -w sconomic initiatives is clear and compelling. 

All signs point to the fact that we must shift the focus of our
 
economic interaction -- towards a now economic partnership:
 
Bacause prosperity in our hemisphere depends on trade -- not aid.
 

I've asked you here today to share with you some ideas on ways we
 
can build a broad-based partnership fos the 90's. To announce
 
the new enterprise for the Azericas Initiative that creates
 
incentives to reinforce Latin America's growing recognition that
 
free rarket reform is the key to sustained growth and political
 
stahility.
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The three pillars of our new initiative are trade, investment, 
and debt. To expand trade - I propose that we begin the process
of creating a henisphare-wide free trade zone; to increase 
investsmat - that we adopt measures to create a new flow of 
capital into the region; and to furthez ease the burden of debt, 
a new approach to debt in the r"ion -- with important benefits 
for our environment. 

Let's begin with trade. In the 1980's, trade within our 
hemisphere trailed the overall pace of growth in world trade. 
One principal reason: Over-restrictive trade barriers that wall 
off the economies of the region from each other, %2nd from the 
United Statas - at great cost to us all. These barriern are the 
legacy of the misguided notion that a nation's econozy Leeds 
protmction in order to thrive. The great economic lesson of this 
century is that protectionism stiflas prcgreaz - and free 
markets breed prosperity. 

To this end, va've formulated a three-point trade plan to 
encourage the emerging trend toward free market reform now 
gathering force in the Americas. 

First, as we enter the final months of the current Uruguay Round 
of the world trane talks, I pludge close cooperation with the 
nations of this hemisphere. The successful completion of the 
Uruglay Round rain the most effective way of promoting long
term trade growth in Latin America -- and the increased 
integration of Latin nations into the 71obal trading system. 

our aim in the Uruguay Round is free and fair trade. Through 
these taks, we are seaking to strengthon existing trade rules, 
and to expand them to areas that do not now have &greed rules of 
fair play. And to show our cozitment to our neighbors in Latin 
America and the Caribbean, we will seek deaopr tariff reductions 
in the Round on products of special interest to them. 

Second, wo muzt build on the trend we met toward free markets -
and make our ultimate aim a free trade system that links all of 
the AmericAn -- Fir'li, Central and South. we look forward to 
the day vhen not only are the Americas the first fully free 
democratic henimphere -- but when all are ot7al partners in a 
free trade zoni stretching from the port of Anchorage to Tierra 
del Fuego. 

I m announcing today that the U.S. stands ready to enter into 
free trade agreements with other markets in Lati.n America and the 
Caribbean - particularly with groups of countries that have 
associated for purposes of trade liberalization. And the first 
stop in this process is a free trade agreement with Hedico. 

We must all recognize that we won't bring down barriers to free
 
trada overnight. Changes so far-reaching may take years of 
preparation and tough negotiations. But the payoff -- in tarms
 
of mutual prosperity -- is worth every effort. Now is the time
 
to make f comprehensive free trade zone for the Americas our
 
long-term goal.
 

Third, I understand that some countries aren't yet ready to take
 
that dramatic step to a full free trade agreement. That's why

we're prepared to negotiatz with any interested nation in the
 
region bilateral framework agreements to open markets and develop
 
.-I-sp- trade ties.
 

Such agreements already exist with Mexico and Bolivia. Framework
 
agreemonts will enable ua to move forward on a step-by-step basis
 
to eliminate counter-productive barriers to trade -- and towards
 
our ultimate goal of free trade. That's a prescription for
 
greater growth and a higher standard of living in Latin America 
- and right here at hore, new markets for American products, and 
more jobs for Anerican workers. 
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promoting fre. trade is just one of three key olonents in our now 
enterprise for the Americas Initiative. Our second pillar is 
increase, investment. 

The =otitlon for capital today is fierce. The key to 
incroased Investment is to be competitive -- to turn around the 
conditions that have discouraged both foreign and domestic 
investment. Reduce the regulatory burden - clear away the 
thicket of bureaucratic barriers that choke off Latin America's 
aspiring entrepra.-4urs. In one large Latin city, for Instance, 
it takes almost 300 days to cut through the red tape to open a 
small garment shop. In another country, the average overseas 
caller has to make five phone calls to got through - and the 
wait for a nov telephone line can be as long a five years. 
That's got to change. Investment reform is essential - to make 
it easier to stA7t new iAisnsss ventures -a nd make It possible 
for international Investors to participate and profit in Latin 
American markets. 

In order to create Lnentives for investment raform, the U.S. is 
praparod to take the following steps: First, the U.S. will work 
with the Intor-American Development Dank to create a nov lending 
progran for nations that take significant steps to remove 
impedents to international investment. The World Bank could 
also contribute to thin effort. Second, we propose the 
creation of a nev investment fund for the Anerlcaa. This fund, 
administered by the IDB, could provide up to $300 million dollars 
a year in grants in rosponse to market-oriented investment 
reforms and progress in privatization. The U.S. intrads to 
contributo $100 nillion to the fund - and we will neek matching 
contributions fro Europe and Japan.
 

But in order to create en attractive climate for new Investment 
- we Aust build on our ouxce sful efforts to ease the debt burden 
- ths third pilar at our new enterpria for the Americas 
Initiative. 

Many nations have already undartaken painful economic raforma for 
the sake of futut- growth - but the investment cliimte remains 
clouded bky the heavy burden of debt. Under the Bridy plan, we 
are making significant progress. The agraaents reached with 
Mexico, Costa Rica and Venezuela are already having a positive 
Impact on investment in those countries. KxJco - to take just 
one example - has already seen a reversal of the destructive 
capital flight that drains so many Latin American nations of 
precious inv*stnent resources. That's critical: If we restore 
confidence - capital will follow. 

As one means of aupanding our debt strategy, we propose that the 
IDB add its efforts and resources to those of the international 
Monetary Fund and the World Bank to support commercial bank debt 
reduction in Latin America and the Caribbean. And - as in the 
case of World Bank anm IMF -- IDB funds should be directly linked 
to economic reform.
 

While the Brady plan has helped nations ruduce commercial bank 
debt, for nations wit high levels of official debt - debt owed 
to governments, rather than private financial institutions -- the
 
burden remains heavy. Today, across Latin America, official debt
 
owed to the U.S. Government amounts to nearly $12 billion dollars
 
-- with $7 billion of that amount in concessional loans. And in
 
manj caszs, the heaviest official debt burdens ftll or,
 
the region's smallest nations -- countri±s like Hol..iuxem, zl 
Salvador, Jamaica.
 

That's a problem we must address. Today -- as the key component 
in addressing the region's debt problem -- I am proposing a 
major new initiative to reduce Latin America and the Caribbean's
 
official debt to the U.S., for countries that adopt strong
 
economic and investment reform programs with the support of
 
international institutions.
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Our debt reduction program will deal separately with concessional 
and commercial types of loans. on concessional debt - loans
 
made fron aid or food for peace accounts: V will propose 
substantial debt reductions for the most heavily burdened 
countries. And we will also sell a portion of outstanding U.S. 
commercial loans to facilitate debt-for-equity and debt-for
nature swaps in countries that have et up such programs. These 
actions will be taken an o- case-by-case basis. 

One measure of prosperity - and the most iaortaut long-term 
investment any nation can make -, is snvironmental well-being. 
As part of or antftprise for the Americas initiative, we will 
take action to strengthen environmental polLcies in the 
hemisphere. 

Debt-for-nature wwp are ana example - patterned after the 
innovative agrosmntu reached by sone Latin American nations and 
their com~ercial creditors. we will also call for the creation 
of environmental trnsts - where interest payments owed on 
restructurd U.S. dabt will b& paid in local cu-rency and set 
aside to fund environmental projecto in the dabtor countries. 

These innovative agroomcnts offer a powerful new tool for 
preserving the natural wond&,ro of this hemisphere we share. From 
the vistas of the unspoiled Arctic, to the beauties of the 
barrier rof off Belize, to the rich rain forests of the Amazon 
- we must protect thic living legacy ve hold in trust. 

For an increasing numbor of our neiqhborm, the need for free 
market reform is clear. Theow nations need economic breathing 
room to er.Act bold rafoms. And this official debt initiative is 
one answer: A way out from under the crushing burden of Csbt 
that slows the process of reform. 

I know there is eons concearn that the revolutionai,,, changes weeve 
witnessed this past year in Eastern Europe will shift our 
attention away from Latin America. I assure all of you here 
today - as I've assured many democratic leaders in Central and 
South Americd, the Caribbean and Mexico - the United States will 
not lose aight of the tramandous challang3s and opjiortunities 
here in our own h i rphar. 

Indeed, as we talk with the leaders of the G-24 about the 
emerging democracies in Europe, I have boen talking to then also 
about their supporting democracy a&d economic freedom in Central 
Americs. Our ni is a closer partrership between tht Americas 
and our friends in Europe and Asia. 

Less than two years from now, our hemisphere will celebrate the 
500th anniversary of an epic event -- Columbus' discovery of 
Anericat Our .-w world. We trace our origins - our ahared 
history -- to the time of Columbus' voyage, and the courageous 
quest for the advancement of man. 

Today, the bonds of our common heritagq are strongthened by the 
love of freedom and a common commitment to democracy. Our 
challenge -- the challenge 4n this new era of the Americas - is 
to secure this shared dream and all its fruits for all the people 
-of the Americas, North, Central and South.
 

The comprehensive plan I've just outlined is proof positive the
 
TInited States is serious about forging a new partnership wich our 
Latin American and Caribbean neighbors. We're ready to p." =
 
constructive role at thia critical time -- to make ours the first
 
fully free hemisphere in all of history.
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Introduction
 

I am honored ti represent President Bush and the people of the
 

United States of America at thk inauguration of this year's General
 

Assembly of the Organization of American States. I bring you his
 

warm greetings. and the best wishes of my fellow citizens.
 

President Bush was particularly disappointed- that he could not
 

attend because, as he wrote to President Rodriguez, "The celebration
 

of the 100th anniversary of the Inter-American system in u country
 

that has recently rejoined the ranks of democratic governments, has
 

very special meaning."
 

For the first time in the history of the Americas, we share a
 

common economic and political vision. That vision is of the
 

extraordinary achievements possible when the imagination and
 

industry of the individual are allowed to emerge from the dark
 

shadow of government control into the bright light of liberty.
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That light now dawns each day across the length and breadth of
 

our hemisphere, from Tierra del Fuego to the Northwest Territories,
 

and from Natal to Nome. It is a light that illuminates a new path;
 

it beckons us like a beacon to a new era of growth and prosperity.
 

The nations of Latin America and the Caribbean are following
 

this light. Your courage and resolve to maake profound changes in
 

your economies causes it to burn even more brightly. Your boldness
 

and determination Js an inspiration, and encourage us in the United
 

States to revitalize our economic relationship with the region.
 

Therefore, today, as the President's special representative to
 

this historic 100th anniversary celebration of the Inter-American
 

system, I call on the nations of the Americas to forge a new
 

hemispheric partnership to fulfill our shared vision. Let us work
 

together to make the decade of the Nineties the decade of the
 

Americas, the decade of growth and opportunity,
 

More than two centuries ago, the French jurist and philosopher,
 

Baron de Monte3quieu, wrote, "Commerce cures destructive
 

prejudices .... The spirit of commerce unites nations." A
 

hemispheric partnership that breaks with the old and forges a
 

dynamic new relationship based on a balance of obligations and
 

benefits, can be a unifying force for the region and an engine of
 

growth for all of our economies.
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It is this new partnership that I want to talk to you about
 

today. First, let me explain how it fits into U.S. trade policy.
 

Second, the benefits that will be derived from our partnership.
 

Third, why we stand ready to work with you to achieve this
 

objective. And finally, how best to go forth from here.
 

U.S. Trade Policy
 

The Bush Administration's trade policy is straightforward: it
 

is to unlock once-sealed markets, so that trade can expand, and to
 

negotiate a clear set of enforceable rules that will curb unfair
 

trade practices worldwide.
 

At the top of our agenda is our goal to achieve, by December, an
 

ambitious result in the Uruguay Round of global trade talks ongoing
 

under the auspices of the General Agreement on Tariffs and Trade -

known as the GATT.
 

GATT is the Constitution of Trade, and the world's most
 

important trade agreement. Its participants include nearly 100
 

We want
nations accounting for more than 8S percent of world trade. 


to crown this four-year round of talks with an agreement to
 

modernize our aging system of international trade rules.
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An unprecedented eleven countries are now applying to join the
 

GATT. Six of the eleven are from Latin America, including our host
 

nation, Paraguay. All o these countries are transforming their
 

economies to more market-oriented systems. Each seeks to join the
 

GATT for a single reason: To secure the enormous benefits that
 

derive from partnership in an open global--trading order.
 

These countries know that when nations open markets to trade,
 

the real winners are people *- consumers, workers, taxpayers, 

farmers, entrepreneurs -- men and women who live in Cedar Rapids, 

Asuncion, Saskatoon, Rio de Janeiro, and thousands of other cities 

and towns around the world. 

People win because open markets mean new jobs. Trade barriers
 

limit the growth of a country's most competitive industries, and
 

thus reduce the number of productive high-paying jobs. Opening
 

global markets will benefit all exporters, but particularly small
 

businesses, which account for a growing percentage of exports and
 

new jobs.
 

ORpen markets also mean lower prices and greater choice for
 

people. Free trade is not just about getting rid of foreign trade
 

barriers. It also is about reducing, ana eventually eliminating,
 

restrictions on our own markets. This will benefit our consumers
 

and industrlal users through lower prices and an even greater
 

variety of goods and services in the marketplace.
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And, open markets mean opportunity. When trade barriers are
 

removed, ambitious young entrepreneurs are able to start new
 

companies, produce new products, offer new services. Factories are
 

filled, houses constructed, schools opened, and hospitals built.
 

Many Latin American countries are-discovering the benefits of 

open markets, and launching astonishing economic revolutions. For 

example, it is fitting that we hold this meeting in Paraguay, a 

country which recently began a remarkable transformation. Last 

year, the new Rodriquez government abolished the country's crippling 

system of official export prices and multiple exchange Tates. In
 

its place was instituted a unified, floating exchange rate without
 

currency controls. 

Just 12 months later, Paraguay's registered exports had doubled
 

to more than $1 b ,lion. Roughly 80 percent of that growth was due
 

to a shift in exports from the informal economy to the mninstream
 

economy. Exporters no longer were penalized by having a portion of
 

their export earnings confiscated through unrealistic exchange rates
 

and artiicially set export , prices. 

We see other budding signs of progress. Reform governments
 

throughout Latin Americz are dismantling economic barriers, seek.fng
 

recharge their economies with new commercial freedom. President
to 


Menem in Argentina and President Collor in Brazil are boldly casting
 

off the shackles of economic regulation ,-n favor of free enterprise
 

and open markets. 

I-
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Led by the examples of their own neighbors -- such as Bolivia,
 

Chile, Costa Rica. and Mexico -- other countries are adopting new
 

macroeconomic policies, opening markets, and freeing the private
 

sector to encourage entrepreneurial activity.
 

The 	results reveal vast potential:
 

o 	 Costa Rica is now a major producer of cellular telephones
 

for the region;
 

o 	 The island states of the Eastern Caribbean are creating a
 

regional stock exchange;
 

o 	 Venezuela is selling aew petrochemical products to Japan,
 

financed and developed by joint ventures in the private
 

sector; and
 

o 	 Tijuana is known as the world's 'capital of television
 

manufacturing;" its exports to California are roughly equal
 

to the two-way trade between the United States and Poland
 

and Hungary combined.
 

Several countries also are returning state-run businesses to the
 

private sector, making them more competitive and ending years of
 

capital-draining dependence:
 



o 	 In Mexico Last month, President Salinas announced the
 

privatization of his nation's banking system, opening the
 

door to progress in that all important service sector.
 

o 	 In Uruguay, the government is ending its monopoly on
 

insurance, and demonstrating a commitment to an open market
 

for services.
 

o 	 Chile has transferred twice the value of state assets to the
 

private sector than has Britain, and in half the time.
 

o 	 In Brazil, the Volta Redonda Steel plant -- once a symbol of 

state-supported industrialization -- is to be privatized. 

o 	 And in Argentina, efforts are underway to privatize ENTEL,
 

the massive state telecommunications monopoly.
 

U.S. Interests
 

This is an impressive record of success accomplished with vigor
 

in a short time. The United States stands ready to work with our
 

trading partners in this hemisphere to achieve even more. We do so
 

not simply because it is good for them, but also because of our
 

considerable economic interests in the region.
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The "Lost Decade" of the 1980s was nor only your tragedy, but 

also ours: It is estimated that U.S. exporters lost as much as $130 

billion in the region from 1982 to 1988. It wasn't until 1988 that 

our exports climbed back to their 1981 level.
 

Many-of the most successful companies in the United States and
 

the world have a stake in this region; many more h2ve substantial
 

interests. Over 300 of the U.S. Fortune SOO companies are invested
 

in Brazil alone. Total direct U.S. investment in Latin America at
 

the end of 1988 was nearly $50 billion. That figure is an increase
 

of nearly 25 percent from just twc years before, and represents
 

almost 60 percent of all U.S. direct investment in developing
 

countries. Our total merchandise trade with the region is now well
 

over $100 billion a year.
 

Despite the intense involvement we have with Latin America, many
 

in this hemisphere worry that, to their detriment, the world has
 

become spellbound by the changes in Eastern Europe. I do not
 

agree. I am convinced that as barriers to foreign investment are
 

dismantled, as providers of essential services are welcomed, and as
 

intellectual property is protected in Latin America, investors will
 

view this region as offering as many, if not more, exciting new
 

opportunities as any in the world.
 



Our Hemispheric Partnership
 

To make this a reality, we should take charge of our destiny and
 

act now to forge a new homispheric partnership for growth and
 

opportunity. Our purpose should be to tear down barriers to trade
 

and invostmoat. Let us allow commerce to be a unifying force,
 

liberating the imagination and energy of our people to create new
 

Jobs and wealth.
 

The partnership I envision is one based on a balance of benefits
 

and obligations. It is founded on a firm commitment to the
 

multilateral trading system and the principles on which it stands -

non-discrimination, freedom of choice, and respect for the rule of
 

law. It seeks to expand trade within the region, looking toward a
 

hemispheric zone of open trade. And it seeks to expand trade
 

between the region and the rest of the globe, making the Latin
 

American nations world class competitors.
 

As an element of this partnership, the United States launched an
 

Andean Trade Initiative, designed to help boost the legitimate trade
 

of those nations fighting in the front lines in the war on drugs.
 

We have also introduced legislation to enhance the trade 

expanding Caribbean Basin Initiative by making this program
 

permanent.
 

And I am here to say that the Bush Administration stands ready
 

to work in partndrship with you as you free your economies:
 



o 	 We are ready to liberalize trAde and investment by
 

negotiating new commercial agreements with you, as we have
 

with Eastern Europe. Agreements such as our bilateral
 

investment treaties, promote econamic opportunity by
 

promoting economic reform.
 

o 	 We are ready to negotiate bilateral or regional framework
 

agreements, like those we already have with Bolivia and
 

Mexico. These agreements provide a forum for resolving
 

trade friction and for facilitating market-opening
 

initiatives.
 

o 	 We are ready to encourage and support additional Latin
 

American applications for membership in the GATT. We will
 

assist with GATT accession any country in the region that
 

has demonstrated a firm commitment to free and open markets.
 

o 	 Finally, and most important, we are ready and eager to work
 

as partners to strengthen the international trading system
 

through the Uruguay Round negotiations in the GATT. No set
 

of 	nations has more to gain from these trade talks than
 

those in the Americas.
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The Uru uy Round 

That is why President Bush has made a successful conclusion of 

the Uruguay Round by December our nation's number one trade
 

priority. Over the past 40 years, the GATT has sponsored seven
 

successful rounds of tariff cuts by the world's great trading
 

nations. As a result, world trade has soared from $60 billion in
 

1950 to break the.$3 trillion mark last year. The global economy
 

has grown faster in the last four decades than in any other 40 years
 

of recorded history.
 

The problem today is that world trade has outgrown the GATT.
 

Areas inadequately covered by GATT rules like agriculture, or not
 

covered at all like services, investment, and intellectual property,
 

are of much greater importance than they once were.
 

Compounding the problem, the success of some developing 

couatries means that they are no longer at the margin of the trading 

system. However, some still claim exemption from the rules that we 

already have. These countries now account for more than $500 

billion in world trade asnually. 

Thus today, nearly one-third of world trade -- or more than $1 

trillion in goods and services -- is not adequately covered by 

internationally agreed rules. 

Our goal .n the Uruguay Round is to develop rules that will
 

guide us in the areas not now covered, and to involve all countries
 

fully in the trading system.
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Listen to what we can achieve by working together:
 

First and foremost, we seek to reform agricultural trade, a
 

market badly distorted by subsidies and trade barriers. According
 

to the Organization for Economic Cooperation and Development (OECD),
 

the cost to taxpayers and consumers worIdwide of these subsidies is
 

$245 billion a year.
 

The United States, the Cairns group, and other agricultural
 

exporting countries would benefit enormously from the fundamental
 

reform we envision. That reform will require progressive and
 

substantial reductions in barriers to market access, in internal
 

supports, and in export subsidies. We should put an ,nd to the
 

astronomic export subsidies by which governments bribe the
 

marketplace. Unfortunately, the European Community refused to
 

confront this issue at last week's meeting of the OECD in Paris.
 

If, by working together, we can cause our reform proposal to
 

prevail, the developing world will no longer have to compete against
 

the treasuries of the developed world.
 

I recognize that for many of the countries in this room,
 

agriculture is the issue in the Uruguay rnound. Because it is so
 

vital to you and to the United States, President Bush is solidly
 

commltted to achieving agricultural reform in the Round. Just last
 

month in a speech to top American business executives and
 

Congressional leaders, the President bluntly said: "There simply
 

cannot be a successful conclusion to the Uruguay Round without
 

fundamental agricultural reform."
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for trade in goods o.
Second, we want to expand market access 


all descriptions. We have challenged our trading partners to
 

envision a future tariff-free world, and we are prepared to
 

negotiate increased access in all areas, from tropical products to
 

textiles. Improved market access coupled with internal reforms,
 

should help to draw business into the mainstream of this
 

hemisphero's economic life.
 

Third, the United States wants to rein in the hundreds of
 

billions of dollars of trade-distorting subsidies that governments
 

pay to industry. Entrepreneurs shoula compete on the basis of price
 

and quality, not on the depth of their government's checkbooks.
 

Fourth, we want to develop comprehensive rules of fair play for
 

the $600 billion of world trade in services. Services are an
 

increasingly important sector in our economies, whether construction
 

services in Brazil, financial services in Mexico, or computer
 

services in Uruguay. And while services are important in
 

themselves, agriculture and manufacturing would grind to a halt
 

You cannot grow grain without financing, market it
without them. 


without advertising, or export it without transportation.
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Fifth, we want new rules governing investment. Entrepreneurs
 

should be able tc invest overseas without being forced to take a
 

local partner, export a given percentage of their output, use local
 

parts, or meet any one of a dozen investment restrictions that make
 

them less of a world class competitor. In the Nineties, there will
 

be extremely stiff competition for investment resources -- whether
 

it be dollars, yen, or deutschmarks. The countries with the most
 

attractive investment climate will be the big winners.
 

Sixth, we want improved protection for intellectual property to
 

shield producers of fine chemicals, pharmaceuticals, movies,
 

texbooks, and high technology from the theft of their ideas.
 

Entrepreneurs throughout the Americas depend on their ability to
 

take a good idea, develop it, and reap the rewards of their
 

creativity.
 

Companies in the United States estimate their losses in theft of
 

basic know-how at $60 billion annually, but developing nations lose,
 

too. Without strong intellectual property protection, talented
 

domestic scientists and entrepreneurs cannot develop their own
 

innovations. Adopting strong intellectual property protections also
 

provides enormous incentives for individuals and companies to locate
 

new facilities, produce new goods and services, create 1new Jobs, and
 

increase the flow of investment and technology.
 

Seventh we want to create a swift and effective means to resolve
 

our trade differences before the inevitable dispute escalates into a
 

regrettable war.
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And finally, we want to ensure that the rules that we have, and
 

those that we are negotiating, apply to developing countries. A
 

vibrant trading system is a global ticket to prosperity. But that
 

m'2ans that every country represented here must assume greater
 

responsibility for that system, a responsibility that if shouldered,
 

will provide enormous benefits to all our citizens.
 

The objectives we seek in the Uruguay Round of trade talks
 

should not be viewed in a North-South context. Rather, a successful
 

Uruguay Rournd will benefit every nation in the world, particularly
 

the countries of Latin America and the Caribbean. By working
 

together for sweeping reforms of trade rules in the GATT, we believe
 

that we can put the world's economy into high gear, not just for the
 

rest of this decade, but well into the 21st century.
 

Without question, this round of the GATT is a bold and ambitious
 

undertaking. It is our last, best chance this century to create the
 

trading rules we need for the next century.
 

The vision underlying all of our efforts in the Uruguay Round is
 

the same as that which energizes our hemispheric relations. It is a
 

vision of commerce as a unifying force and an engine of growth.
 

A solid agreement coming out of this round of GATT talks can be
 

the force for integration in world capitals from Budapest to
 

Brasilia. Only through such an agreement will each nation aJOne,
 

and the world as a whole, gain tho assurance that can come from a
 

strong set of fair and enforceable global trade rules.
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Conclus ion
 

Yet, even as we achieve success, we must be on guard, because
 

the political will to keep markets open is always under attack.
 

There are those in my country, in each of your countries, and
 

all around the globe, who think that they can solve their problems
 

by buildinD barriers to trade.
 

But as Nobel laureate Milton Friedman says, "Protection is
 

really a good label for a bad cause." Protectionism hurts people.
 

It stifles innovation and entrepreneurship. It does nothing to aid
 

the people it is intended to help. It insulates them from the
 

market and makes them increasingly less competitive. And it robs us
 

of opportunities and choice.
 

Choice is the indelible link between our political and economic
 

systems. As so many of the countries in this room are boldly
 

demonstrating, political freedom and .conomic freedom go
 

hand-in-hand. Our people should have the ab.liy to choose how,
 

when, and where to buy or sel, goods and services freely in a fair
 

market., That is competition: the freedom to do most what each of us
 

does best.
 

Therefore, we must welcome open markets, not fear them. We must
 

be confident of our ability, not uncertain. Together the nations of
 

the Americas have abundant nztural resources, financial resources,
 

and labor resources. And we have creative, competitive, and
 

confident people. Our opportunities are boundless.
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We should demand an open trading system that does most to
 

develop our assets, not one that stifles them.
 

We must not allow the siren-song of protectionism to lure us off
 

course. We must head the call of President Menem in his inaugural
 

address when he said: "I am here to call you to the birth of a new
 

era, of a new opportunit7, perhaps the last one."
 

This new era, this now opportunity, this decade of the Americas,
 

is ours for the taking. Let us make it not the last opportunity,
 

but the best. Let us go forth from here and forge, in the crucible
 

of commerce, a vibrant hemispheric partnership to ensure lasting
 

prosperity for all of our people.
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Mr. Chairman and Members of the Subcommittee:
 

I am pleased to be here today to address this Subcommittee on
 
the status of the "section 936 program" in the Caribbean Basin
 
Initiative (CBI) countries.
 

I. Use of Section 936 Funds in the CBI -- General
 

Section 936 of the Internal Revenue Code effectively grants
 
an exemption from federal income taxes on certain income earned
 
by certain U.S. corporations doing business in Puerto Rico and
 
other possessions ("section 936 corporations"). The exemption
 
applies to the corporations' active business income from Puerto
 
Rico and to certain passive income ("qualified possession source
 
investment income" or "QPSII") from Puerto Rican sources which
 
the corporations derive from qualifying reinvestment of their
 
Puerto Rican business profits.
 

It is estimated that the Puerto Rican banking system
 
currently holds almost $10 billion in qualifying reinvested
 
funds. Eligible persons can borrow from these funds at a
 
below-market interest rate because of the tax exemption provided
 
to the section 936 corporation, which is the ultimate lender.
 

The Tax Reform Act of 1986 added income derived from certain
 
investments in qualified CBI countries to the definition of
 
QPSII. This change was perceived to be a means by which Puerto
 
Rico could share its benefits under section 936 while the United
 
States furthered its CBI objectives. Under that 1986
 
legislation, income from investments by section 936 corporations
 
in Puerto Rican financial irstitutions is entitled to the same
 
preferential treatment as other QPSII to the extent used by those
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financial institutions to invest in qualified projects in CBI
 
countries. As part of the compromise to obtain Administration
 
support for section 936 in the 1986 Act, the Puerto Rican
 
government pledged to make a good faith effort to make $100
 
million of these "936 funds" or "QPSII funds" available for CBI
 
purposes each year.
 

Congress placed clear limits on which CBI countries and what
 
projects in those countries would qualify. Only CBI countries
 
having an effective Tax Infcrmation Exchange Agreement ("TIEA")
 
with the United States are eligible. In addition, QPSII funds
 
may only be invested in development projects or active business
 
assets.
 

To ensure that the funds are being used properly, potential
 
investments must be reviewed and approved by Puerto Rican
 
authorities. Beneficiaries and leading institutions also must
 
certify to the Internal Revenue Service that the proceeds will be
 
used promptly for authorized purposes. Furthermore,
 
beneficiaries and lending institutions must allow the Internal
 
Revenue Service to inspect their books and records. Congress
 
made clear its intent to monitor the progress of the CBI program.
 

Since enactment of the 1986 Act changes, approximately $167
 
million has been lent to projects in CBI countries under this
 
program. Treasury and the IRS have negotiated TIEAs with a
 
number of countries. Temporary and proposed regulations under
 
section 936(d)(4) were issued in September 1989.
 

II. Tax Information Exchange Agreements - Progress and Problems
 

A. TIEA Policy
 

As noted above, a CBI beneficiary country must have an
 
effective TIEA with the United States to be eligible for section
 
936 funds as well as certain other CBI benefits. The trade-off
 
required is quite explicit: CBI tax benefits are not available
 
for economic development where the economy being aided relies on
 
tax haven activities. Bank secrecy and bearer share laws are
 
explictly noted as tax haven attributes inconsistent with
 
effective TIEAs and the CBI tax benefits that accompany them.
 
The Administration supports this fundamental policy.
 

The United States' tax interest under the Code extends beyond
 
its borders. U.S. citizens and residents are taxable on their
 
worldwide income. Moreover, under the subpart F, foreign
 
personal holding company, and passive foreign investment company
 
provisions of the Code, a U.S. shareholder in a foreign
 
corporation may be subject to current U.S. tax on income measured
 
by the earnings of the foreign corporation, even though the
 
foreign corporation may not conduct any business in the United
 
States and even though the income has not yet been distributed to
 
the U.S. person. In addition, the Internal Revenue Service has
 
broad authority under Code section 482 to reallocate income,
 

1,/ 



-3

deductions, or credits between two or more businesses owned or
 
controlled directly or indirectly by the same interests.
 
Administration of these provisions requires that the United
 
States be able to obtain information with respect to
 
international transactions. TIEAs are an important source of
 
this information.
 

The need for international exchange of tax information also
 
extends to information which may be used in criminal tax cases.
 
In some international transactions it is impossible to uncover
 
unreported income without the assistance of a foreign country in
 
obtaining information which permits U.S. authorities to trace the
 
funds earned or to determine the ultimate ownership of the
 
entities involved.
 

We believe that TIEAs are beneficial to other countries as
 
well as to the United States. By encouraging countries to open

their banking and corporate systems, a TIEA can add to the
 
integrity of a country's tax system. This openness can help to
 
assure a more stable revenue base for infrastructure and other
 
governmrntal projects and services, which in turn provide a
 
foundation for economic growth.
 

B. Recent Progress
 

The last few months have seen an encouraging trend in TIEA
 
activity. Until September 1989, we had effective TIEAs with only
 
four CBI countries eligible for section 936 funds: Barbados,
 
Dominica, Grenada and Jamaica. In October 1989, a TIEA with the
 
Dominican Republic went into effect, and in February of this year
 
a TIEA with Trinidad and Tobago became effective. In addition,
 
our TIEA with Costa Rica is at the ratification stage in Costa
 
Rico, and we anticipate having a TIEA with Guyana shortly. It
 
appears that specific economic development projects that could
 
make use of section 936 funds were a motivating factor for some
 
of these new beneficiary countries to enter into a TIEA.
 

New projects with section 936 financing in CBI countries with
 
TIEAs could produce momentum to move negotiations forward with
 
other CBI countries.
 

Progress on TIEAs with non-CBI countries may also provide
 
momentum. In January 1990, a TIEA went into effect with Mexico,
 
and at the Cartagena drug summit we signed a TIEA with Peru. We
 
have received inquiries from other Latin American countries as
 
well. These countries are not CBI countries and want TIZAs
 
solely for the benefit of enhanced tax administration and
 
enforcement. The high level of interest is illustrated by the
 
model tax information exchange treaty recently formulated and
 
approved by the Inter-American Center of Tax Administrators with
 
Treasury and IRS participation, which is expected to be used as a
 
basis for tax information exchange among all the countries of the
 
Americas. When CBI Ieneficiary countries, and particularly the
 
Central American countries, see that other Latin American
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countries believe TIEAs are beneficial even without the CBI
 
benefits, they may become more interested in a TIEA.
 

III. Approval Process For Borrowing Section 936 Funds
 

A potential investor in a CBI country desiring to borrow
 
section 936 funds must obtain approval from the Commissioner of
 
Financial Institutions of Puerto Rico and the Economic
 
Development Administration (FOMENTO). FOMENTO performs an
 
economic impact test and will approve the transaction if it
 
determines that the transaction will not have a negative impact
 
on the Puerto Rican economy. The Commissioner of Financial
 
Institutions determines whether the proposed CBI investment is
 
consistent with the Puerto Rican regulations governing investment
 
in CBI countries. Once the project is approved by Puerto Rican
 
authorities, the investment will qualify as a 936/CBI investment,
 
as long as it also complies with the regulations issued by the
 
Internal Revenue Service under section 936. The borrower need
 
not obtain an approval from the Internal Revenue Service.
 

Before the regulations were issued last September, the
 
Treasury Department and the Internal Revenue Service reviewed
 
potential CBI investments submitted to us on a case-by-case
 
basis. This was done in order to assist potential investors in
 
the absence of published regulations, but such approval was not
 
required. Nevertheless, it was often sought by potential
 
investors for assurance that an investment would indeed qualify
 
as a 936/CBI investment. During that period, twelve cases were
 
submitted to us for review. Of these, seven cases were approved.
 
The review process ranged in length from several weeks to several
 
months, depending on the complexity of the case. Transactions
 
which were obviously consistent with the Congressional intent as
 
reflected in the statute and the legislative history were
 
approved promptly. Some transactions, however, needed to be
 
restructured several times to make them consistent with the goals
 
of the CBI program. Most of the cases that we did not approve
 
involved the arbitraging of section 936 funds and did not go
 
beyond the planning stage.
 

We believe that the 936/CBI program benefited fLom our review
 
of specific transactions. From the review process, we were able
 
to identify many problems associated with CBI investeinnts. As a
 
result, we were able to provide more relevant and practical
 
g" 4ance in the regulations. Some of the major issues Lhat we
 
faced during the approval process and covered by the regulations
 
are summarized below.
 

Refinancing. The goal of the CBI program is to promote
 
economic deve opmcnt in CBI countries by encouraging new
 
investmeitts. We learned, however, that some investors were
 
planning to use section 936 funds on)v to refinance existing
 
facilities. Refinancing does not generete any appreciable new
 
assets in a CBI country. Therefore, the regulaions provide that
 
section 936 funds generally may not be used to refinance existing
 



facilities.
 

Privatization. Some industries in some CBI countries are
 
nationalized. International development agencies, such as the
 
World Bank and the Agency for International Development (AID),

have promoted privatization as a means of revitalizing the
 
economies of CBI countries. It has been proposed that section
 
936 funds should be eligible for use in privatization cases.
 
Although many privatization cases involve refinancing of existing
 
facilities, we believe that there are sufficient developmental
 
benefits from privatization transactions to warrant approval for
 
some privatization efforts. We are working with OPIC, AID and
 
the State Department to develop a useful definition of
 
privatization projects and procedures for covering appropriate
 
cases. Pending resolution of those issues, the regulations
 
reserve on the issue of the use of section 936 funds in
 
privatization cases. We expect to complete the work in the near
 
future.
 

Federal Guarantees. Many CBI countries are already burdened
 
with excessive debt, and several potential lending instiLutions
 
have already lost money lending to CBI countries. Therefore,
 
most lending institutions are reluctant to lend for investments
 
in CBI countries unless the institutions receive a guarantee from
 
OPIC or some other federal agency. An issue arose as to whether
 
section 936 loans may be guaranteed by a federal agency and still
 
retain their tax-exempt status. The concern was whether section
 
936 funds should be analogized to tax-exempt municipal bonds.
 
The Code rules governing the tax treatment of interest on
 
municipal bonds prohibit a federal agency from guaranteeing the
 
obligation. The rationale is that a double benefit -- in the
 
form of a tax exemption and a federal guarantee -- would involve
 
an excessive tax expenditure. We ultimately concluded that the
 
federal guarantee of section 936 funds should be allowed because
 
the purpose of the section 936/CBI program is sufficiently
 
different from that of municipal bonds.
 

Arbitrage. The review process illustrated that there exists
 
an opportunlty to "arbitrage" section 936 funds, i.e., invest
 
section 936 funds in obligations that yield higheF-i-terest than
 
the borrower owes on the section 936 funds that it received from
 
a Puerto Rican bank. If arbitrage were permitted, the higher
 
yielding investments would likely be such obligations as
 
Eurodollar obligations and guaranteed investment contracts issued
 
by insurance companies. The purpose of the section 936 program

is to keep the funds invested in business assets in Puerto Rico
 
and CBI countries to promote economic development in those
 
jurisdictions, and not to permit financial profits by

speculation. Therefore, the regulations try to curb arbitraging
 
of section 936 funds by requiring a CBI borrower to use borrowed
 
funds promptly for authorized purposes, and by restricting the
 
types of investment that can be made with the funds in the
 
temporary period before their final use.
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Use of Financial Intermediaries. Some of the projects we
 
reviewed proposed to use several financial intermediaries in CBI
 
countries before an ultimate borrower would obtain the use of the
 
section 936 funds. It was argued that such an arrangement is
 
necessary to disseminate section 936 funds more easily in the
 
local market. However, the goal of the CBI program is to make
 
financing available to ultimate users of section 936 funds at the
 
lowest cost possible. IE the ultimate borrower has to go through
 
several layers of financial intermediaries to obtain section 936
 
funds, at least some of the benefit of a reduced section 936
 
interest rate would not accrue to the ultimate borrower but, in
 
effect, to the intermediary institutions. Furthermore, while the
 
interest rate charged by a Puerto Rican financial institution is
 
subject to supervision by the Office of the Commissioner of
 
Financial Institutions of Puerto Rico, there is no means to
 
monitor the interest rate charged by non-Puerto Rican finaacial
 
institutions. However, in recognition of the fact that a
 
financial intermediary in a CBI country indeed may be in a better
 
position to reach the local market than a Puerto Rican financial
 
institution, the regulations permit one such intermediary.
 

Conduit Investments. Many of the potential investors in
 
qualifyinng CBI countries are section 936 companies or their U.S.
 
or foreioc affiliates which wish to set up complertentary
 
operations in the CBI countries as part of Puerto Rico's "twin
 
plant" policy. CBI loans are required by the statute to be made
 
through a Puerto Rican financial institution because, among other
 
reasons, the interest must be from a Puerto Rican source to
 
qualify as QPSII. In order to comply with that requirement, the
 
parent corporation deposits a specified amount of section 936
 
funds with a financial institution in Puerto Rico, which in turn
 
lends the same amount to the subsidiary on substantially
 
identical terms. An issue arose as to whether this type of
 
transaction should be recast as a direct loan from the parent to
 
the subsidiary under the general "conduit" or substance over form
 
rule. If the conduit rule applies, the interest from the
 
subsidiary will be sourced outside Puerto Rico arid, as such,
 
would not qualify as QPSII. We believe that when Congress
 
amended section 936(d) to provide that investments in certain CBI
 
countries will be deemed to be used in Puerto Rico, it intended
 
to treat the income from such investments as derived from sources
 
within Puerto Rico. Therefore, we anticipate that regulations
 
will be issued under section 936(d)(2) to provide that income
 
received from a CB obligor in such a case will be treated as
 
Puerto Rican source income for purposes of determining whether
 
such incomie qualifies as QPSII.
 

IV. Evaluation of the Section 936/CBI Program
 

You asked Treasury to address whether the section 936/CBI
 
program has been effective in promoting investment and employment
 
in the CBI region and how the program could be improved to better
 
achieve these goals.
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Because the section 936 funds available for lending are
 
private deposits in financial institutions, not public funds, the
 
success of the 936/CBI program must be evaluated in light of the
 
commercial reality of the CBI market. Financial institutions
 
have been reluctant to make section 936 loans for CBI projects
 
due to the perceived risks involved in investments in the region,
 
except when the institution can obtain a comprehensive guarantee
 
providing commercial and political risk coverage. The Overseas
 
Private Investment Corporation (OPIC) may provide such a
 
guarantee. However, OPIC involvement is generally limited to
 
transactions that do not have an adverse impact on the U.S.
 
economy or jobs. Also, the problem of a mismatch between
 
potential lenders' and borrowers' needs is more pronounced in the
 
section 936/CBI market than in the non-section 936 market. In
 
particular, there is substantial volatility in the short term
 
corporate deposits on which section 936 lending is based.
 
Therefore, while development projects require long-term
 
financing, financial institutions have been generally reluctant
 
to lend on such terms when they are not assured of a long-term
 
deposit base.
 

These unavoidable commercial restraints have affected the
 
section 936/CBI program. The program could be improved if a
 
comprehensive guarantee mechanism existed for CBI investments.
 
The legislative history of the Tax Reform Act of 1986 makes it
 
clear that the section 936/CBI program should operate without
 
additional cost to the United States. It provides that the funds
 
for such program should be made available from a variety of
 
sources including possessions ccrporations (in exchange for
 
future Puerto Rican tax concessions), Government Development Bank
 
funds, and grants by the Government of Puerto Rico. See H. Rep.
 
No. 99-426, 99th Cong., 1st Sess. 413, 420 (Dec. 7, 1 M ); and H.
 
Rep. No. 99-841, Vol. II, 99th Cong., 2d Sess. 631, 632 (Sept.
 
18, 1986). We have been informed by Puerto Rican authorities
 
that they recently created a public corporation, called the
 
Caribbean Basin Financing Authority, which will make section
 
936/CBI loans and provide guarantees for such loans. The future
 
success of the section 936/CBI program may depend on the
 
Caribbean Basin Financing Authority's ability and willingness to
 
provide guarantees for section 936/CBI loans.
 

Conclusion
 

The efforts of the last few years are just beginning to bear
 
fruit. We have more TIEAs in place now, and several projects are
 
in development. In the next two years we will see whether the
 
program will work as intended. I am hopeful that, economic
 
circumstances in the CBI countries permitting, we will see
 
positive results.
 

I thank you, Mr. Chairman and Members of the Committee, for
 
the opportunity to testify concerning this issue of great
 
importance to the Treasury Department.
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I would like to thank the Chairman and the Committee for this
 
opportunity to update you on activities of the Department of the
 
Treasury to combat international money laundering.
 

My testimony today will touch on the work of the G-7 Financial
 
Action Task Force on Money Laundering and related initiatives,
 
measures that the Endara Government in Panama has taken against
 
money laundering, and current progress in pursuing agreements
 
under section 4702 of the Anti-Drug Abuse Act of 1988.
 

The overall message I would like to convey to the Committee is
 
that we are seeing advances in the international community in
 
helping countries to understand the nature and global scope of
 
the money laundering problem and the steps necessary to address
 
it. The United States is committed to the ultimate goal of a
 
worldwide network of countries linked together with a common
 
resolve to close the doors of our financial institutions to money
 
launderers. We also recognize that forging this chain of dozens
 
of sovereign nations with different laws, practices, and
 
financial systems is not quickly or easily achieved.
 

Treasury Role
 

Before turning to these matters, I would like to discuss the role
 
of Treasury in the area of money laundering and financial
 
enforcement.
 

Money laundering is a complex economic crime that demands a
 
thorough understanding of how our financial institutions operate
 
in order to prevent their abuse. TreaEury brings to the problem
 
the perspective of a law enforcement agency, a financial
 
institution regulatory agency, and the agency concerned with the
 
overall condition of our domestic and international financial
 
systems. Our recent experience with the G-7 Financial Action
 
Task Force, which I will discuss, demonstrates that Treasury's
 
understanding of law enforcement and the financial system is very
 
useful in dealing with our foreign counterparts, many of whom are
 
grappling with developing anti-money laundering programs for the
 
first time.
 

We understand not only law enforcement concerns, but the
 

NB-783
 



-2

necessity to balance law enforcement needs with other
 
legitimate considerations affecting the financial system.
 
Achieving this balance is one of the challenges facing the
 
Administration and Congress as we seek solutions to the problem
 
of money laundering.
 

Among the key elements of anti-money laundering efforts are the
 
reporting and recordkeeping requirements of the Bank Secrecy Act
 
so that the trail to the money can be followed. Treasury has
 
worked over the years to refine regulatory requirements for
 
reporting and recordkeeping to reflect changing law enforcement
 
needs and to enhance compliance by financial institutions.
 

The currency reporting system has become an essential component
 
of the U.S. financial enforcement program against money
 
laundering, tax evasion and other criminal activity. It is
 
relied upon by law enforcement agencies, not just to target
 
suspicious activity, but to support ongoing investigations,
 
prosecutions, and forfeiture actions in a variety of ways.
 

The U.S. Customs Service a,;d the Internal Revenue Service (IRS)
 
have been delegated authority to investigate criminal violations
 
of the Bank Secrecy Act -- IRS with respect to domestic currency
 
reporting and Customs with respect to the reporting of
 
international transportation of currency and monetary
 
instruments. Reporting violations are frequently indicative of
 
money laundering activity, carry severe criminal sanctions, and
 
can be prosecuted without proof of the source of the money. Both
 
Customs and IRS also have authority to investigate the crime of
 
money laundering.
 

Among the most successful of international drug money laundering
 
cases are Operation C-Chase initiated by Customs and Operation
 
Polar Cap developed jointly by IRS, Customs, FBI, and DEA. The
 
details of the cases are well known to the Committee, but the
 
degree of cooperation from foreign governments in the cases
 
should be noted. In Operation C-Chase, involving the Bank of
 
Credit and Commerce International, Customs was able to meet with
 
targets in France and the United Kingdom with the knowledge and
 
assistance of those governments. The United Kingdom and France
 
issued search warrants and seizure warrants and the United
 
Kingdom arrested suspects in London. Similarly, in Operation
 
Polar Cap, Uruguay arrested a suspect and later extradited Canada
 
and Switzerland effected seizures. IRS and Customs report that
 
there has been a marked upsurge in cooperation in money
 
laundering cases generally as our allies come to appreciate the
 
common nature of the money laundering threat.
 

Based on the success of joint efforts in Operation C-Chase, U.S.,
 
British, and French Customs have established an arrangement
 
designated "C-Chase International." This is an informal
 
arrangement to promote sharing of investigatory information and
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cooperation in all types of Customs cases with special emphasis
 
on money laundering cases.
 

Through the Italian American Working Group, Customs also has
 
created a joint operation with Italy called "Primo Paso" (First
 
Step). U.S. Customs and Italian authorities work together to
 
identify information about organized crime operating in Italy and
 
the U.S. Their work is facilitated by on-line access to the
 
currency reporting information in the Treasury Financial Database
 
available to our Customs attache in Rome. Our Customs attaches
 
are working to replicate the success of Primo Paso with similar
 
operations in other European countries.
 

Secretary Brady has applied Treasury's years of experience in
 
financial analysis and investigation in the creation of the
 
Financial Crimes Enforcement Network, "FinCEN." FinCEN has been
 
established within Treasury to provide a multi-source data access
 
and financial analysis service to Federal, State, local and
 
foreign law enforcement which will assist them in the
 
investigation and prosecution of money laundering and other
 
crimes.
 

FinCEN represents a fresh approach to financial analysis. For
 
the first time, experts from law enforcement, regulatory agencies
 
and the private sector will work together routinely to apply
 
their collective expertise to the issue of money laundering and
 
other financial crimes. We look forward to testifying in the
 
future that the creation of FinCEN was a watershed event in the
 
history of the government's war on drug money laundering.
 

International Cooperation
 

G-7 Financial Action Task Force on Money Laundering
 

Our most important recent initiative was the U.S. participation
 
in the G-7 Financial Action Task Force on Money Laundering. This
 
Task Force was convened at the direction of the 1989 G-7 Economic
 
Summit in Paris. The heads of state and governments of the G-7
 
gave the group a mandate to study measures that have been taken
 
to prevent utilization of financial institutions by money
 
launderers and to make recommendations on how to improve
 
international cooperation against money laundering.
 

The Financial Action Task Force was born of the ideas that
 
narcotics trafficking and money laundering are inextricably
 
linked and that money laundering is an international problem that
 
must be addressed through international solutions.
 

The Task Force met under French chairmanship and consisted of
 
sixteen members: the seven Summit participants (Canada, France,
 
Germany, Italy, Japan, the United Kingdom and the United States),
 
eight other industralized countries, (Australia, Austria,
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Belgium, Luxembourg, the Netherlands, Spain, Sweden, and
 
Switzerland), and the European Community. The Task Force brought
 
together over 130 experts from finance ministries, financial
 
institution regulatory agencies, foreign affairs and justice
 
ministries, and law enforcement agencies of the member countries.
 

I had the privilege of serving as the chairman of the U.S.
 
Delegation which consisted of delegates from Treasury, including
 
Customs and the Office of the Comptroller of the Currency, the
 
Department of State, the Department of Justice, FBI, DEA, and the
 
Federal Reserve Board.
 

After monthly meetings from September 1989 through February 1990,
 
under the able direction of our French Chairman, the group issued
 
an 	excellent report with 40 action recommendations. The report
 
was published in the United States last week and will be a topic
 
of 	discussion at the Houston Summit this summer. Treasury has
 
provided the Committee with the report. I would like to submit
 
the report and its annexes for the record.
 

These recommendations, as they are implemented by the member
 
countries, should establish a nucleus of comprehensive programs
 
to 	address money laundering and will facilitate cooperation in
 
international investigations, prosecutions, and forfeiture
 
actions. I think it is fair to characterize the report as the
 
single most comprehensive, forceful international declaration on
 
money laundering to date.
 

The report reflects recognition by the Task Force members that in
 
order to wage an effective war against money laundering each
 
member must have an effective domestic program to attack money
 
laundering and that we must cooperate with each othec in the many
 
cases that traverse international borders through both formal and
 
informal mechanisms. The group also recognized that financial
 
institution secrecy laws should not stand as barriers to
 
effective financial crimes enforcement.
 

Most importantly, the Task Force recommendations reflect the
 
fact that money laundering is a complex crime that cannot be
 
effectively attacked by conventional law enforcement methods
 
alone. Law enforcement authorities, finance ministries,
 
financial institution regulators, and financial institutions
 
themselves must work together to prevent financial institutions
 
from being used by money launderers.
 

With these tenets in mind, the Task Force made a number of
 
recommendations, including the following:
 

o 	Countries should criminalize drug money laundering and
 
consider criminalizing other types of money laundering.
 

o 	Countries should adopt effective seizure and forfeiture
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laws.
 

o 	Financial institutions should not have anonymous
 
accounts and should be required to identify their
 
customers when accounts are opened and when conducting
 
transactions, in particular when performing large cash
 
transactions.
 

o 	Financial institutions should maintain adequate
 
records of transactions, including currency
 
transactions, for five years, so as to be able to
 
provide evidence in future investigations and
 
prosecutions.
 

o 	Financial institutions should be alert o suspicious
 
transactions and be able to report such transactions to
 
law enforcement authorities free from liability under
 
secrecy laws.
 

o 	Financial institutions should develop comprehensive
 
anti-money laundering programs with employee training
 
and audit procedures.
 

o 	Financial institution regulators should cooperate with
 
law enforcement authorities and insure that financial
 
institutions have adequate money laundering prevention
 
procedures.
 

o 	Countries should provide the widest possible assistance
 
in money laundering cases at every stage from
 
investigation and prosecution through extradition.
 

While the Task Force recommendations may cause us to do some fine
 
tuning of U.S. financial enforcement, by and large the
 
recommendations reflect policies and programs already in place in
 
the United States. This is not surprising given the fact that
 
the United States has been addressing money laundering
 
enforcement issues for many years longer than most of our allies,
 
and our system was frequently looked to as a model.
 

The degree to which the Task Force was able to reach consensus on
 
the recommendations is worth noting. Some of the
 
recommendations, such as active participation by bank regulators
 
and reporting of suspicious transactions, are major departures
 
from legal and banking traditions in many of the countries.
 

This is not to suggest that the recommendations rubber-stamp the
 
U.S. system. For instance, while the report has a number of
 
recommendations dealing with large cash transactions, and takes
 
specific ncte of the U.S. currency transaction reporting system,
 
the report recommends that each government should individually
 
consider the feasibility and utility of such a system.
 

J, lt, 
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The United States views routine currency reporting as one of t,,o
 
important components of our financial enforcement program,
 
particularly in view of the complexity of our financial system,
 
the number and diversity of United States financial institutions,
 
and our geographic size. However, other countries may be able to
 
achieve an effective enforcement program without routine
 
reporting through programs that combine currency recordkeeping,
 
customer identification, the availability of records to law
 
enforcement authorities, and suspicious transaction reporting.
 
In time, some of these countries will come to adopt routine
 
currency reporting, as Australia has.
 

In the meantime, Treasury has extended an invitation to foreign
 
government and banking officials to visit us for a demonstration
 
of the effectiveness of our program. Treasury's Office of
 
Financial Enforcement regularly arranges multi-day "tours" for
 
delegations of foreign officials to view Treasury facilities at
 
FinCEN and elsewhere and to discuss enforcement issues. This
 
year to date, we have hosted several such delegations from
 
various countries. In addition, Customs and IRS participate
 
regularly in bilateral money laundering seminars and training of
 
foreign officials.
 

Recognition by the Task Force member countries of the need for a
 
united front against money laundering is a major step, but only a
 
first step. We must keep working to encourage other countries -
large and small, developed and developing -- to embrace the Task
 
Force recommendations and move forward to address the problem
 
from a concerted, multilateral approach.
 

FATF-Re.ated Initiatives
 

We shortly will have just such an opportunity to encourage other
 
countries to endorse the recommendations. President Bush has
 
accepted the invitation of Prime Minister Oduber of Aruba for the
 
U.S. to participate in a conference inspired by the success of
 
the Financial Action Task Force, focusing on money laundering in
 
the Carribean area. On behalf of Secretary Brady, I will chair
 
the U.S. Delegation with assistance from the Departments of
 
Justice and State and our law enforcement and bank regulatory
 
agencies. We hope that the countries participating will endorse
 
the recommendations of the FATF as well as deliberate on other
 
recommendations appropriate to addressing the money laundering
 
problem in this region. The first organizational meeting of this
 
Aruban Task Force took place in Washington yesterday.
 

A related undertaking is underway in the Organization of American
 
States ("OAS"). On April 17 - 20, 1990, the OAS convened a
 
Meeting of Ministers on the Illicit Use and Production of
 
Narcotic Drugs and Psychotropic Substances and Traffic Therein.
 
This "Alliance of the Americas Against Drug Traffic" unanimously
 
adopted a resolution for the formation of an Inter-American Group
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of Experts to draft model regulations in conformity with the U.N.
 
Convention Against Illicit Traffic in Narcotic Drugs and
 
Psychotropic Substances.
 

The mandate of this experts group is to develop model legislation
 
to criminalize drug money laundering to prevent the use of
 
financial systems for money laundering, to enable authorities to
 
identify, trace, seize and forfeit illicit proceeds, to change
 
legal systems to ensure that bank secrecy laws do not impede
 
effective law enforcement and mutual legal assistance, and,
 
finally, to study the reporting of large currency transactions to
 
national governments and to permit the sharing between
 
governments of such information. It is expected that the OAS
 
will soon convene this group and that Treasury will play a
 
central role in its work.
 

Panama
 

Next, I would like to address measures taken by Panama.
 

Recent history dramatically demonstrated to the Panamanians the
 
pernicious effect of money laundering on the Panamanian
 
political, economic and social structure. With this backdrop,
 
the Endara government has taken a number of steps that show its
 
resolve to address drug money laundering. These steps have been
 
taken with U.S. encouragement, but at the initiative of the
 
Panamanian government.
 

In January, the Endara government entered a Mutual Cooperation
 
Agreement on Narcotics with the United States (a so-called
 
"Chiles" agreement required under P.L. 100-690). Under the terms
 
of this agreement, both governments committed to take a variety
 
of cooperative measures related to narcotic matters, including
 
steps to combat drug money laundering. Panama also accepted an
 
invitation to participate in the Aruban initiative.
 

Panama has begun to use its anti-narcotics legislation which was
 
dormant for many years and to interpret its bank secrecy
 
provisions in drug cases to allow access to bank records by both
 
domestic and foreign law enforcement authorities. Following the
 
fall of the Noriega regime, the Panamanian government froze over
 
200 bank accounts related to drug and drug money laundering
 
cases based on information provided by U.S. law enforcement
 
agencies. The accounts remain frozen to their owners and the
 
Panamanian Attorney General has begun to share information about
 
these accounts for use in U.S. investigations and prosecutions,
 
including the Noriega case. These documents were important in
 
the investigations that led to the freezing last week of a number
 
of U.S. bank accounts last week arising out of Operation Polar
 
Cap. This is to be contrasted with the lack of cooperation U.S.
 
authorities received from Panama in past years in drug money
 
laundering cases.
 



The Panamanian government also has taken steps to enlist its
 
banks and bank regulators in the fight against money laundering.
 
On February 13, 1990, the Pa.namanian Cabinet issued Decree No.
 
41, mandating that the National Banking Commission require banks
 
to identify their customers and to record currency and certain
 
negotiable instrument transactions in excess of $10,000. The
 
decree gives authority to the Commission to examine banks for
 
compliance, and provides for civil penalties and criminal fines
 
against banks and their directors, officers and employees for
 
failure to adhere to these requirements.
 

The provisions of Decree 41 and the regulations that have been
 
issued under it appear to be a major step forward for Panama to
 
safeguard banks against money laundering. it also represents the
 
first time that Panamanian regulatory authorities have been
 
actively engaged in the struggle against money laundering.
 

Finally, in mid-February 1990, the Endara government approached
 
the '--.S. about its desire to enter into an exchange of
 
information agreement to facilitate the sharing of information
 
and records, including bank records, in drug and drug-related

investigations and prosecutions, including money laundering. A
 
joint State, Treasury, and Justice team has been discussing this
 
agreement with officials of the Panamanian government.
 

While I hope the Committee will understand that we cannot discuss
 
the details of the course of these discussions, both the U.S. and
 
Panama are intensivcly pursuing an agreement. We can add that we
 
seek provisions for the sharing of currency recording information
 
maintained in Panama under Decree 41, and consider this aspect of
 
the discussions tu be under the authority of section 4702.
 

In summary, the news from Panama is encouraging and reinforces
 
the Administrat4 on's commitment to do everything possible to
 
assist the Endara government to help stabilize democratic
 
institutions to insure that the nightmare of the Noriega regime
 
cannot be repeated. We want to continue to send a message of
 
trust and friendship to the government and people of Panama.
 

Section 4702
 

Next, I would like to turn to an integral part of our
 
international anti-money laundering strategy, section 4702.
 

Under Section 4702 of the Anti-Drug Abuse Act of 1988, the
 
Secretary of the Treasury negotiates with countries that do
 
business in U.S. currency to require their financial institutions
 
to keep records of large dollar currency transactions, and to
 
share those records with U.S. law enforcement authorities upon
 
request. The Secretary, in consultation with the Attorney

General and the Director of the Office of National Drug Control
 



-9-


Policy (ONDCP), is to place highest priority on those countries
 
whose financial institutions may be engaging in transactions
 
involving the proceeds of international narcotics trafficking,
 
particularly U.S. drug sales.
 

On November 18, 1990, the Secretary reports to Congress and to
 
the President on the status of the negotiations. The President
 
is to apply sanctions against any country that has not reached an
 
agreement or is not negotiating in good faith unless he certifies
 
that sanctions would not be in the national interest. Sanctions
 
include virtually closing off access to the U.S. banking system
 
to the financial institutions of a country.
 

In enacting section 4702, Congress recognized that it is
 
essential that financial institutions adequately identify those
 
engaging in large cash transactions, record those transactions,
 
and make the information available to law enforcement in
 
drug-related cases.
 

The Financial Action Task Force Report reached the same
 
conclusion about the need for financial institutions to keep
 
records of large currency transactions, to identify their
 
customers when conducting large transactions, and to share
 
financial institution records with foreign law enforcement
 
authorities. In this regard the Financial Action Task Force
 
report should serve as a foundation for future section 4702
 
agreements. If properly implemented in the member countries,
 
this will facilitate our ability to reach agreements under
 
section 4702.
 

Treasury has given priority to the negotiation of these
 
agreements. Our first accomplishment was the complex task of
 
assessing which countries should be given highest priority for
 
negotiation. After solicitating the views of federal law
 
enforcement and intelligence agencies and our embassies abroad,
 
and consulting with the Director of ONDCP and the Attorney
 
General regarding priority countries, and caeful review of all
 
available information, we initially selected eighteen countries
 
for negotiation of 4702 agreements. Three countries have been
 
added to the list since our interim report to the Committee last
 
November for a total of twenty-one. We do not regard the list as
 
fixed, and we will adjust the list of countries as appropriate.
 

Next, we determined what resources would be needed to get the job
 
done. We determined the task could be best accomplished by a
 
multi-agency approach. So, under the direction of the Assistant
 
Secretary for Enforcement, we have assembled a team to work on
 
this project. The team includes four full-time international
 
specialists detailed from IRS and Customs, an administrative
 
officer, officials from Treasury, (Office of Financial
 
Enforcement and General Counsel) State (International Narcotics
 
Matters and Office of Legal Advisor), and Justice (Office of
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International Affairs and the Deputy Assistant Attorney General,
 
Criminal Division).
 

Treasury is working closely and meets regularly with the
 
Departments of State and Justice to discuss our strategies for
 
section 4702 agreements and to coordinate these initiatives with
 
other drug and money laundering initiatives, especially any
 
ongoing or planned Mutual Legal Assistant Treaties (MLATs) with
 
any of the countries. I think Justice and State would agree
 
inter-agency cooperation in this project has been excellent.
 

The negotiations with and approaches to the countries are at
 
various stages. Our embassies abroad have been very helpful in
 
making formal approaches to appropriate foreign officials and in
 
fielding questions for Treasury that these officials pose
 
regarding currency recordkeeping or the operation of the
 
agreements. Over the next months, we will send negotiating
 
delegations to many of the priority countries. Where it might
 
facilitate the negotiating process, I intend to personally to
 
visit my foreign counterparts.
 

This is a major undertaking through often uncharted waters. At
 
this point, it is not possible to predict the course of any
 
particular negotiation or a time when we can consider the project
 
completed. While Treasury will report back to Congress in
 
November on the status of negotiations, we see the process
 
continuing beyond that time. However, our goal is clear: an
 
international network of countries with stong anti-money
 
laiindering programs and broad colloboration among law enforLement
 
authorities.
 

Several tactors contribute to the uncertainty of these
 
predictions. First, we are asking countries to adopt
 
requirements that are often unprecendented for their financial
 
institutions and governmental authorities. While we take the
 
currency transaction recording and the connection between
 
currency and drugs and drug money laundering for granted, there
 
is an educational process to go through with many of these
 
countries, which takes time. This is the case even for countries
 
that are genuinely determined to have effective drug and money
 
laundering enforcement programs.
 

Second, we are asking countries in most cases to amend statutory
 
or regulatory provisions both to require currency recording and
 
to authorize information sharing. Finally, the U.S. experience
 
with law enforcement agreements generally is that negotiations
 
can be protracted. For instance, as the Justice Department can
 
attest, Mutual Legal Assistance Treaties often take a number of
 
years to negotiate.
 

Let me assure the Committee that we are firmly committed to
 
forging a network of section 4702 agreements. We are optimistic
 



that countries will be persuaded to conclude these agreements as
 
we help them to understand the money laundering problem and the
 
relation of these agreements to effective enfcrcement programs.
 

I hope the Committee will understand that, because of the
 
sensitivity of negotiations and the source of the info:mation
 
upon which we have ba.3d our selection of countries for
 
negotiation, we cannot now report in morp dLtdil on the
 
discussions or name the countries selected. We beliee that to
 
do so would be harmful to the negotiation nrocess.
 

Conclusion
 

Our experience has taught us that we cannot make progress against
 
drug trafficking and the international money laundering that
 
sustains it with traditional law enforcement methods, applied
 
within national boundaries. What is needed is painstaking,
 
sophisticated finanrial analysis to uncover the tangled web of
 
financial dealings of drug organizations, followed by determined
 
action to deprive the organizations of their hold *,z. This
 
cannot be achieved without two partnerships workii.g together -- a
 
partnership among financial institutions and government
 
authocities and a partnership among nations. As money launderers
 
know no national boundaries, countries must worK together to
 
insure that international boundaries will pose no impediments to
 
enforcement efforts.
 



WASHINGTON UPDATE
 
Policy and Politics in Brief 
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y BAUCI STOKES 

exican President Carlos Salinas de 
Gortari was back in Washington 
in mid-June looking for a commit-

inent from the Bush Administration to 
negotiate a free-trade agreement between 
the Uuit .d States and Mexico. He went 
hume with half a loaf. 

Fa,ed with the daunting task of trying 
to successfully complete the current 
round of multilateral trade negotiations 
that have been going on for four years, all 
President Bush would agree to in .his 
meeting with Salinas was further con-

Meik.. Presidmet Slilm med President Bosi 
Tbey ereed to meet *el Isteltis yeow. 
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sultations between Was~hington and Mex-
ioS City. 

These talks will lay the groundwork for 
formal free-trade negotiations sometime 
after December, when the two Presidents 
are scheduled to meet again in Monterrey,
Mexico. 

The timing is significant because the 
talks on the General Agreement on Tariffs 
and Trade (GA'IT)-an attempt by 
nearly 100 nations to reduce agricultural 
subsidies, to develop new rules for trade in 
services and to protect intellectual prop-
erty and foreign investment--are slated to 
end that month. 

Both sides are officially optimistic that 
comprehensive U.S.-Mexican trade nego-
tiations can begin next year. "There is a 
virtually unstoppable dynamic towards 
closer integration," an Administration of-
ficial said. 

But the U.S. business and labor inter-
ests likely to be affected by an agreement 
with Mexico have yet to be heard from. 
And many U.S. trade experts warn that 

gaining congres-
sional approval for 
such a pact may 
prove much more 
difficult than was 
the case for the 
agreement with 
Canada, which 
took several years 
to negotiate and 
was finally signed 
in 1988. 

Mexico's sudden 
interest in a trade 
agreement ap-
pe red to catch the 
Administration by 
surprise. Sectoral 
trade negotia-
tions-discussions 
that had concen-
trated on agricul-
ture, automobiles, 
steel, textiles and 
services-had been 
going on for some 
time, but Mexico 
had blown hot and 
cold on the idea of 
creating a full-
fledged free-trade 
area. 

Why the change 
of heart? "The 
changes in Eastern 

Europe showed me that the [world] com
petition for resources and markets will 
strengthen," Salinas said at a June I 1 
press conference in Washington. He said 
that he's concerned about the influence of 
regional trading blocs that are forming in 
Europe and Asia; to ensure that Mexico 
does not find itself cut out of world mar
kets, he decided Mexico had to strike a 
deal with the United States. 

"The Europe of 1992 will be the largest 
market in the world if we don't get an 
agreement," he warned; a North Ameri
can fre-trade area, including Canada, 
would be bigger. 

Recen. trade figures reinforced Sali
nas's conviction that the time to act had 
arrived. The United States bought $15.7 
billion of Mexican exports in 1989, ac
counting for more than two-thirds of 
Mexico's trade (Mexico is the third-larg
est trading partner of the United States). 
But the healthy $4.1 billion trade surplus 
Mexico ran with the United States in 1987 
slipped to a $2.2. billion deficit in 1989, 
with prospects that the red ink would get 
deeper. 

The Administration has been aware of 
Mexican concerns, but U.S. trade negoti
ators have been preoccupied with other 
matters. "The trade bureaucracy is up to 
its ears in the GATT' process, and they 
will have difficulty pulling this together in 
very quick order," said John St. John, 
who used to head the State Department's 
Mexican desk and is now an international 
business consultant in Washington with 
St. Jol-Villarreal Associates. 

The 1988 Trade and Competitiveness
Act also requires the clock to start ticking 
on a 60-day period of consultation be
tween the Administration and Congress 
after free-trade talks begin, something 
neither the U.S. Trade Representative's 
Office nor Congress wants at this time for 
both logistical and political reasons. In a 
recent letter to the Administration, Ways 
and Means Committee chairman Dan 
Rostenkowski, D-Il., said that he sup
ports free-trade talks with Mexico, but he 
cautioned against starting the process 
now, presumably because of concerns that 
the GATT discussions could be ham
pered 

Nevertheless, "we must be responsive 
to the needs of the Mexican government," 
a U.S. trade official said in explaining the 
artful wording of the Presidents' joint 
communique, issued on June 11, that al
lowed the Mexicans to say progress had 

. 
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been made, though the Administration in - trade agreement by textile producers, 
fact kept things on a back burner. some farm interests and organized labor 

Once free-trade talks begin, "the actual - akes on greater signifigance. 
negotiation should be simpler than Can- -_ Textile manufacturers are likely to 
ada," predicted Stephen L. Lande, presi- -- - mount aspirited opposition. They are un
dent of Manchester Trade Ltd., a Wash. TOLL willing to give up in a free-trade agree
ington-based trade consulting firm. 'The ment with Mexico the protection from 
technical aspects of the negotiation could I cheap imports that they now enjoy. And 
be done in six months if there is some fruit and vegetable producers in the 
political will to do so." Southwest are expected to cite examples 

Many border-state Members of Con- _ of Mexican use of pesticides and other 
gress, many of whom met with Salinas . dangerous chemicals to bolster their argu
during his stopover in Washington, ments ag' 
sounded enthusiastic. "We have assured ' can produce. 
the PrLsident [Salinas] that we will do all - American union leaders, who haven't 
we can to help with the [free-trade] dis- had much influence on trade policy in 
cussion," said Rep. Ronald D. Coleman, to engage in a tit-for-tat exemption exer- recent years, would go all out to preserve 
D-Texas, who represents aborder district. cise, support for afree-trade treaty may be U.S. jobs. "More than 450,000 Mexican 

But interest elsewhere doesn't seem rapidly undercut. workers [are] working in plants produc
that strong. The Business Roundtable, a In addition, opponents of atrade agree- ing solely for the U.S. market," AFL-CIO 
New York City-based group that repre- ment are likely to be able to tap growing economist Mark A. Anderson said. "We 
sents more than 200 major U.S. corpora- public concern in the United States about would expect a free-trade agreement to 
tions, has called for a comprehensive Japan's widening sphere of influence increase that number significantly and 
U.S.-Mexican trade agreement. But south of the border. "Are we opening the that those jobs are, by definition, ones that 
reconstituting the business coalition that backdoor for Japanese investment?" would be here if we were producing for 
orchestrated congressional approval of Archey asked. Though Japanese invest- our own consumption." 
the trade agreemen with Canada could ment is still a small portion of over-all Even those who support freer trade 
be more difficult. "It will be much harder foreign investment in Mexico, Salinas will warn against moving too fast. "The 
to get the same coalition for Mexico," pre- soon travel to Asia to urge more compa- United States ought to be wary in going 
dicted William T. Archey, international nies to come to Mexico. "I hope [a free- into this process," Aho said. "The status 
vice president of the U.S. Chamber of trade agreement] will be an additional quo ante will not be the same in the wake 
Commerce. "The cost to companies of be- stimulus for investmeni into Mexico," he of failed negotiations. Business interests 
ing out front will be greater." acknowledged. will change their behavior." (Economists 

For example, Salinas told reporrs he C. Michael Aho, director of economic say that increased Japanese investment in 
envisioned an agreement that focused on studies at the Council on Foreign Rela- Mexico in anticipation of easier access to 
freer trade in gcods and protection of tions in New York City pointed out that the U.S. market is likely to lead to an 
intellectual property rights. This ismusic "a critical dimension of afree-trade agree- increase in U.S. imports from Mexico 
to the ears of some major manufacturers ment will be rules of origin-what is truly whether a free-trade agreement succeeds 
looking for low-wage production sites; it's a Mexican product and what is Japa- or fails, for example.) 
a sour note to many small and medium- nese." Neither side would relish engaging Moreover, Aho pointed out, "no nego
sized producers of such items as automo- in that technically difficult and politically tiator wants to go down in history as hav
bile parts. Auto parts are r.3w one of Mex- explosive exercise, he said, but opponents ing failed to complete an agreement. If 
ico's principal exports to the United of the agreement might demand it. they can't overcome the manifold differ-
States, and the prospect of even more pro- There is ample precedent for such an ences between the two countries, they are 
ductiop heading south of the border is effort. A long-standing U.S.-Canadian likely to try to paper them over." 
bound to engender industrial states' oppo- auto pact, which allows newly manufac- Salinas acknowledged all these prob
sition. tured autos to be hauled over the United lems, but he argued that "a growth in the 

Salinas also acknowledged that some States's border with Canada duty-free, ex- market of 81 million people [the popula
sectors of the Mexican economy may be empts recent foreign auto investment in tion of Mexico] will mean additional ex
off limits to free trade. Alluding to Ameri- Canada from the agreement's benefits. ports from the United States to Mexico." 
can-requested exemptions from the U.S.- Salinas left uncertain in his remarks to And he reminded his listeners that his 
Canadian agreement, he said: "If you are what extent the expe.ied treaty would goals are not that ambitious. "We do not 
going to leave out maritime and telecom- cover service trade-such things as insur- want a common market type of agree
munications, we will certainly leave out ance or banking. The booming American ment," he said. "For that means a con
oil, electricity." service industry was aprime backer of the mon parliament and a common currency. 

Experience with the Canadian agree- agreement with Canada; if it stays on the We merely want a free-trade agreement." 
ment demonstrates that such exemptions sidelines during any talks with Mexico, its Yet he firmly believes that an arrange
may be necessary to defuse domestic po- absence would be felt. ment must have some substance. "We are 
litical opposition, trade specialists say, but If the American business community is not looking for symbols but practical so
when both parties to an agreement begin divided, the expected opposition to afree- lutions," he said. N 
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U.S. Joins 
Peru's~~= 

DirtyWar _ 

By Juan E. Mendetz -_____ 	 ________" 

world todamyIf past ezpenence In 
.i ,Vietnam and El L€,alvador ii anlyguide, the US. presenc wiUexercise 

virtually no restraint on the murder, combat Senldero. This woud tus-n the ________elsi it for collaborating with the 
torureases thatandare r.w routinehumrm in Peru. n tuule aginst Sidr U..,., 1rs s reuss, the army considother rnghts a well as Peruvian, u-ar. k Io a rmy;the Ifcommunity "red hot," mean. 

Instead, the U.S. will become aparty Thewar agnlnat Sendero Is na.mly s rn t-IU t ~ilms~r.Sedrf In 5ev

"r .,'de-Adnimstration officials canddly Andean revojutionary orgsliztbon ue [~Jdam 	 units have murdered 
Sen.ckr owldge t.hatthe f-win in contiues to grow Sendero isnow at-	 rbe" rgndros hve killed sus

4er, Lummoso gcrllug are well en- tackhnethe Per-vian state In vlrtu- ee y. petted "aendenstas." 
trenched in the Upper iuallaga re- ally every region of the country. Itre- Inthe cites, the police arret stu

- where mosi of the coa cnn- crs easily amogthe young and the _____-__----____=-----, dents and shantytown dwellers andgion 	 appeals undoubtedly en charge them with terrsnt cnmes.sumed in tElU.S ii produced. More-	 poor, its 
oer, the most recent dscosures by hanced by the collapse of the Peru- Peru d the l/s of "disappear- Th detaes are routinely and ber

the Admlnistrationmake It clear tht visit oconomy and the steep deterlo- ante" r to t Unid Na- tsaly tortured, whlerthe cc.wt cases 
the Peruvian armed forces are to be ration of vlng standards. ta. In 10 ther were nearly 400 armyIst them either Languish or have 
ausied with matriel, weaponry and Peruvianse cross new cases doube the INS figure. In behdsmissed for lack of evidence.t e politcal spec-
trainag specficallyofight Sendero. r m know thait Sendero threatens additn. the Peva Army oca- Human rt s abuses by Peruvian 

The plan includes a permanent demcracy and society. Yet hardly aSonlly reacts o ambushes a at- authones are almost too numerous 
basfor U.S. Gre n Berets in the con- anyonein Peru - ad certainly no tack,, by nvadin a communir and icatlokue In the process of puttig 

tested jungle ara, fighter planes, the presiuntil candidates in the lulling dozensofyoungndoklmale, down a June 19 mutiny by Sendero 

scheduled for early sometimes Infull view ofrelati. Inmates In thr.e largie jails ii thehelicopters arddboatsand the training 	 runoff election ara, thearmed forcesof virtually every Peruvian soldier 	 June - has proposed a way to deal The aroml rce further cop- Lims-Calso 
with the nsurency udbad-"That,it seems.eiIs caps mitters by enouags lle almost 3t ptrsoners - most 

Juan E. Mende s executve director left tone thPeruvianlArmy. e ne formslf-defense ilitie after tey hadsurrendered. Alr.dthy 

of Americas Watch, a human rights Regrettably, the almy Is just as known as "robads compesIna f f •a Inves iati di the milia ry coutns 
organi:aiosn, tndero. v - ended i.f brutl as For the third year, forms rdea, SerArdrom has Lust bsew bPitewas 

In addition, rght-wing death 

n 	 party or to t army havebaefrgovgi 	 i bennlieedof o th______________________________________________________________________________h__tsqadsehatehve
targeted journalists. Layersnd 
human rights moitors, the head

rihts oraemtloms were bombed inquarters of three prestigious human 

US. laws goveyning fored.nAid are 
explicit in ebitng e s 
Ima in the Lastfew weeks. 

pr mlta 
forues thatenhgve in a consIet pat
tern of tresvioLatous human 
rghts. If the Bush Afe itrati 

has conildered this ban at aL it has 
not explained Peru's exemption. Can
gress should Insist on an exPlianton. 

If Peruvians need help in fighting 
Sendero, the authorIties in charge of 
the fight should show that they h ve 
chared their ways. Promises wm°t 
do, A commitment to fighting a 
"dcean war" must first be demon
strated i. practice. 

Once such a strategy is In place, the 
Peruvian authorities may succeed in 
reducing the appeal of Sendero, and 
American involvement may not be 

necesal. 0 

'j ,. 
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Prescriptions for Latin Growth That Won't Kill the Patient 
MANAGUA-Taking a cue from Peru. 

vian economist Iernando de Soto, Pres. 
dent Bush lectured Latin and Caribbean
diplomats In the White House Wednesday 

on what Is stifling Latin American develop 
went: "Inone large Latin city... It takes 
almost 300 days to cut through thered tape 
to open a small garment shop." said Mr. 
Bush. "That's got to change .... The fu. nearly 40 times Its shrunken exports. 
ture of Latin America lies with free gov. 
emnent and free markets." 

Today, few In Latin America would ar-
gue with that prescription. The only ques. 

The Americas 
By Haroldo J.Montealegre 

lion is how to administer the medicine. A 
microcmn of what has gone wrong-and 
what isposslble-tinLatlneconomlesexists 
In Nicaragua. As the new government 
strugles to revitalize Nicaragua's morl. 
bund economy, It's worthwH.lte towe how 
itgutthere &Mdhow It can freeltI of the 
Interventionist ties that bind It-and other 
Latin economies-to underdeveopment. 

During the IM, Nicaragua combined 
the Import substitution model with a "com-
mand" approach to economics. Property 
rights were not respected, regulations 
were excessive and market prices were 
distorted. Productive activity was bur-
dened by extremely high tariffs, punitive 
margina taxrates, and a wide variety of 
selective consumption taxes. statist mo-
r,ipolles and cartels replaced theSamo 
monopolies that dominated production be-
fore the Sandinistas came to power in 1979. 
Moreover, the state became the primary 
force in the economy through a system of 
enlterprises that controlled most imports, 

output fell nearly every year In the lM, 
and unemployment soared to nearly one-
fourth of the labor force, despile massive
emigration. The real volume of exports 

last year was only about onaefifth of what 
It had been 13years earlier. The current 
accont deficit reached one-fourth of GNP. 
And Nicaragua's foreign debt amounted to 

Sadly, more than 10%of the population 
left the country. including aSizable propor-
tin cf Nicaragua's most skilled, energetic 
and talented "human capital." 

The previous government began a pol' 

icy of frequent. large devaluations of the 
to ellml, tract back the many professionals. entre-Nicaraguan currency, designed 

te the spread between officlal aid black-
market exchange rates. But each devalua-
tion creates expectations of another. so the 
black-market exchange rate drops In antic. 

of the next officlal devaluation. re-
qulringanendlessseresofinflationaryde-
valuations. The fear of holding NIcara. 
gia'srepeatedly devalued currency results 
in an enormous Increase In "velocity." as 
people treat the currency as a "hot potato" 
to pass on to someone ele. Inflation. there-
fore, has risen even faster than the run-
away money supply. 

The main economic objectives of Vio-
leta Chamorro-inaugurated president 

lpatlon 


on 
April 25-Include securing property rights, 
Initiating substantial deregulation, liberal. 
zin,trade, structural adjustment ilncluJ-
lg tax reform i and stabilizing the cur. 
rency. Her governnint will have to move 
rapidly In all of these areas. Piecemeal re-
form will notsuffice. 

In some cases, conventional macroeco-
nomic adjustment plans may. in the very 
shortrun, appear lo be In conflict with es. 
sentlal structural adjustments. For exam-
pie. sharply reducing protectionist tariffs 

exports and distributilo, aswell as key in- might seem to conflict with the budgetary 
dustries and banking. not for revenues. Yet the dramatic reduc-

By the end of the past decrAde. Nk:an- tion oftariffs in Mexico and Chile did not 
gim's real salaries were less than 25% of weaen the fiscal position of those cun. 
wtnat they had been 10years before. Real tries, but Instead strengthened It by ex-

panding employment. proft and ales. 
Once businesses face reduced tariff ex-
penses-partlculaly on needed mnLtera s
and equlpment-the profitability and ca-

parity of Nicaragua's future export L us 
tries can be Improved enormously. 

Excessive concern with sikortlterm 
budget estimates likewise could thwart an 
appropriately drastic reduction in NIcara. 
gua's steep marginal taxrates, which now 
top off at 7o%. The income threshojds at 
which those tax rates apply must be made 
competitive with thoseof the U.S. tthe 
main beneficiary of Nicaragua's flight of 
human capt] i. Moderate tax rates can zt. 

prenemurs and technicians who have left the 
country, as well as attract foreign Invest 
ment. And since we are -tarting with such 
a small tax base- Nlcaragua's tax revenue 
as a percentage of GNP was about 4% In 
IW.-we would have everything to gain 
and very little to lose by a steep reduction 
of tax rates. 

A very Important part of thereftorm 
package would be that the only tate enter-
prLws allowed to borrow from the banking 

ystem would be Ume tihtt am protabie 
and current In their taxobligations. Any 
projected deficit of unprofitable state ear 
terprses would have to be explicitly ap-
proved as part of the projected deficit of 
the central go,;ernment. Such a rquire-
ment. combined with deregulation and lib-
eralization, will accelerate the necessary 
prlvatization or closing of elate enter. 
prises. The Central Bank should not extend 
credit or subsidies directly to any state en. 
terpr"e, and should program a significant 
reduction In the growth of credit extended 
to the central government tand to the 
banking system 1. 

These reforms will restrain the rate of 
growth of the money supply. But tasting 
monetary stability also requires Increasing 
the demand for Nicaragua's currency. 
That objective requires anchoring the cur. 
rency to the U.S. dollar, while explicitly 

conducting monetary policy with the ex
change tile as the nominal target. If nec., 
e ry,a temporary altemative could be a 
gradual depreciation of the exchange rate 

according to a predictable schedule, sim. 
liar to the crawling peg in Mexico. In el 
Iher case, existing exchange controls must 
be gradually lifted. A more-stable cur
rency is not Inconsistent with maintaining 
purchasing power parity, since It contrib
utes to reduced Inflation. 

Nicaragua will need subsantilal foreign 
resources over the next three years to help 
flnance a Igcy of external and Internal 
Imbalances wtdle constructive, growth-orl
ented reforms are being put Into effect. 
Important assistance has ben received at
ready, Including 00 million from the U.S., 
as well as aid from the donors conference 
In Ro w and partial financing of oil ni
ports from Venezuela. Nicaragua also will 
request financial support for Its program 
from the International Monetary Fund In 
the form ofa standby and extended fund 
facility, and from the World Bank in the 
form of structural and sector adjustment 
loans,
with co-flnanclng from the Intera. 
merican Development Bank 11DB}. As a 
I.ary step, Nicaragua will have to 
meet arrears with the World Bank and 
IDB In excess of 250 million. 

Starting from such a weakened state, 
the Nicaraguan economy has enormous po 
tentlal for dramatic reco*ery. with soond 
money, competitive tax rates, liberalized 
trade and deregulation. As Mr. Bush er. 
phasted on Wednesday, the old days of 
massive U.S. aid pushing statist "devel. 
opment programs" clearly are over. And 
no ore should mourn their passing. Inter. 
nal development spurred on by deregula. 
tlion and openings to the global economy Is 
the key to Latin America's future. 

Mr. Montenaiere, chairman o/a Miami
bamd iwvest mcxl bank. sas nppLored the 
exter lneronmc adi4er for Nicarnon 
by Presideut Chamorro. 
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President Salinas on Mexico's Economy 
In the past two weeks, reports hae come out of Was.ingfox an Merco City 

about new free trade talks, possibly open.
ing the way to a North Americai- commonmrarket. These reports have renewed the 

debate ithain M)Jzco about whether the 

country is prepared to make aclean break
fromn its pr'ofertioistpolicies of the past. 

In Me wake of this cottroikersy, Mex. 
can President Carlos~ Salinaa dedaotirsanmet~ wih ~ de Goe1ah 
met Monday with DamLd Asinan of theJournal's,washededitorial page.a Lo The sit ruinu., IE ,h ns.tirewpein 
English. was held at Losxe os the presu
dential residence. Excerpts folo. 

On Foreign Investnent: 
SJ: Are foreign inveslors responding 


to the new, liberalized foreign-Investment 

law 7 

President SaUas: After we a 
the law last May. inone semester we got 
the Investment we expected In n e r.But yes, we wculd like to se more foreign
Butvesmewinvestment. 

I believe that a trade relationship with 
the U.S. and Canada on amore certain ho-
rizon would give foreign investors inMex-
ico an additional stimulus to come. It 
would provide them wth a guaranteed ac. 
cess to each of these markets. 

We have been very specific on what we 
want on trade with the U.S. We've been 
walking on a very clear line, which is: 
Mexico has opened unilaterally Its econ. 
omy for foreign trade. And we haven't re-
ceived the reciproc-ity which we believe 
we are open to. 
That's why I am em. 
phasIzing with the 
U.S and Canada. f , 
with Europe and Ja. ; 
pan. rules that 
would allow perma-
nent access to the 
markets. -

WSJ: Do the 
Mexicar pople &up b 
port a further open. 
ing of trade rela-
tns with the U.S. 
and Canada? 

President Salinas: Up to now, the open-
ing of the economy has meant lower prices 
for Mexicans. So now they know that by 
operne the economy, we literally have 
forced domestic producers with tradable 
goods to have prices equivalent to Interna. 
tional prices. This-aong with the macro-
economic changes we have installed-has 
helped us very much to reduce inflation 
from almost lr'- In197 to less than % 
Lastyear. 

If with the opening of the economy Mex. 
Icans find out that there are more job o> 
portunities. that the econony is growing, 
that inflatior, Is kept down, then, yes. I'm 
sur, they will continue supporting the 
opening of the economy. If. on the other 
hand. we open the econowj and do not get 

re iproclity in other markets-and there- will not be able to have the productivity wefore our ecoomcy is rot able to export and need. At the same time, we are S/ting 

not able to grow at hig enough rates- itualntees to private owners In the r,.rl 
then I'm sure public opinion Will be ad- areas so thal they can Invest and take Utvetme, an the public will say. "Le's V~ rik Ur g that their rights wJI be pro-

back to the pas-to the time of a closed tected. We are also strengthening relations 
economy." between the private farmers an.1 the ejIdoOn MigiraUon: workers. 

We have to provide alternatives of work 
Many Mexicans are crossin. the border land. But giving Individual titles to eJidobecause they don't firnd jobs inMexico. But for the ptomants who cannotlive ofa the 

bthe hy ~itfn ordr be-Bt frU esnswocno ieoftecausemany othersthe U.S.areeconomycos demandsdend thi la.I- workers has not been contemplated. 
bor. For the first group, I want to create On the Internal Credit Market: 

osinetc. For the second group. I WS: Mexico's blu.nks were natlonall--ed
jobs in Mexico. 


wont their labor rigts and human rights In 162. But Is there going to be an easier 

pzmec in the U.S. access to credit through private Lnstu 

The Slimpso-Mazzoll bill was against toiis? 

Mexico has opened unilaterally its economy for for. 

eign trade. And w haven't received the reciprocitywhich 
g~e r., g are |o.a r 

economic reallues. The ecormy has 

shown that the rea.ry Is demanding this 

manpower. On the other hand. I would pmi-

ter them to remain InMexico-all c4them. 

Why? Because they are courageous to take 

the risk to travel that far; they are ener. 

getic and youig.

On Mexico's Tax PoUcy" 


w i: Have you i revenue by low-
ering and broadeni eg bt low 
erin drt adbo :es , e the.ing

President Salinas: Yes, we have. On t 
cne hand we made tax rates competitive 
tn International levels. I believe Inthe U.S. 
the corporate rate is 35%; In.Mexico It's 
o 

3 . 
We havealombradened tcbaoe: 20,

of GNP was tax-exempt InMexico. lnag-
Le the loopholes. FVmfn was tax-ex-
empt. So you used to find Industrialists 
who owned a farm and all the profits went 
to the farm, which was tax exempt- and 
the Industry was In Ut red And hitellec-
tual rights were tax-exempt. So you could 
find businessmen who designed a lo and 
charged amillion dollars for the cotpyrtght. 
gra and the revenueowe broadened the ba 
Issdn'aiasaie 
On Meidcan Agiricldtre:

wS.: By almost all accounts, the ejido 
system in Meico-the system of Mctiy 
monitored communal farming-is no an 
effective system for feeding the people of 
Mexico. There are deficits In basic foods 
here that shouldn't be. What about the idea 
of changing iestructure of agriculture in 
Mexico to make the country more sell-suf. 
cent. 

President Salinas: We are changing It. 
The problem is that 50 yeas ago, with 25 
million people, ynu could have this struc- 
ture. But today, with almost 85million, we 
must improve the efficiency of the ejido 
(even though the ejldo will remain as a 
system of property and socal relations I. 
With plots of one acre or half an acre, we 

President Salinas: Yes. there Is. We've 
been stimulatng regional groups to create 
their financial organizations so that tiey 
can participate more In the financial sys. 
tern. The rtock exchange is almost totally 
privately owned. And now the insurance 
companies that are publicly owned are be-
ing sold to private enterprises. So we are 
opening new fields of participation In 
crtdt to the private sector, and fields that 
were previously opened are being eXraeAtinsAmeca. 

e 
panded. 
Oo Prlvelitatloti: 

WSJ: Privatization Is getting tncreas 
ingly complicated as more and more state. 
run companies are put on the marker 
world-wide: there are now ts many as li 
national telephone companies for sale. Is 
this becoming a difficult component of 
your privatization efforts? 

Preidet Salinas: It is. But neverthe-
less, we arm privatizing companies that are 
profitable. 

Take the case of the telephone com-
piny. This year we will show profits of $1 
bllifo. We want to be sure that we have a 

that will maximize profits. At the 
same time we want to be surv that the new 
owners will have the capacity to expand 
the company. And although the new 
owners will have the one company, with 
the cellular phones, there will be comnpeti-
tion in that field. The new company will 
have the obligatiom to connect the cellular 
connections to Its main system.

The privatiation process Iswelcomed 
in two gensLe,. First. It I nvolves the 
workers in the compares. I announced the 
privatization of the phone cnpany in the 
union hall. And the workers put It to A 
vote. It was the only decision they had 
ever taken that passed unanimously; 50,000 
workers voted In favor of privatizatlon.
They were asking for better wages and the 
permanence of their positions, and I told 

them that the only way to achieve thesethings was for the company to expand. But 
the government cannot expand the corn
pany, because of budget restraints. Andthey understood. Besides, they will share 
In the ownership of the company; they will 
participate in the capltal o-nership.Alo, the money we get from prh'atiza. 

to is being channeled into a program 
called "soidartyn" ll answerng de.mantis in slums, Indian communities and 
cle oiaiy t nwrn erural villages for water, paving the roads. 
electricity, health centers, better schools. 

So now the Mexican people know thatprivatization means Improvement Intheir 
divn. o,mean pr ntin tliving. So. I am not printing money to 
ulistc program Itss.a truly popular pr
ultcporm tsatuypplrp 
gram In the sense that you answer social 
demands with real resources-not thosear. 
tificially created by the central bank. 
Tat's how you can match the purpose of 
keeping public-sector deficits down and at 
the same time answering social demandso h ouain 
of th population. 
O Relations With Latin America: 

We are strengthening our relations %ith 
the rest of Latin America. Recently I went 
to Chile and Ecuador to emphasize this re
lationship. We also are renewing our eco. 
nomic relations with Chile. The minister of 
foreign relations of Argentina said recently 
that every ain Mexico gets in relation to 
the U.S. means the strengthening of all of 

WSJ: Will Mexico continue to provide 
ol to Plicaragua on the same terms as it 

President Salinas: I would say we will 
renew or original policy with Nicaragua 
We certainly will be ready to help to con.
 
tribute to restore the Nicareguan economy.
 
Ty have a huge debt with Mexico. and
 
we are looking for ways to help them over.
 
come this burden.
 
O o es Ecn
 
On Europe's Economc Integration:


WSJ: Inyour recent travels to Europe, 
did you see the economic integration of 
Europe as something the Western Hemi. 
sphere should fear or welcome as it affects 
our wealth and trade? 

President Salinas: The changes in East. 
ern Europe introduced two new elements 
that were not present before: First, the un
ification of Germany. which we certainly 
welcome: It's the right of the people to de. 
cide. This will create really massive eco
nomic change.

Second. the change inEastern Europe 
will provide the people of Western Europe 
with atremendous pool of skilled labor and 
cheap labor. Sothe competitiveness o Eu. 
rope will Improve tremendously. This is 
sonething that you do not seein the U.S. 
CanadlEn situation. 

We must have the capacity to penetrste 
those markets efficiently. It's going to b 
tremendously formidable. We better be 
prepared. The sooner, the better. 

.1 \ 
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A Surge of Trade Regionalism
 
WASHfiNGTON - Melvyn Co-

pen is encoarale H, may even be 
vindkcte. 

Mr. Cwum is rector of Instituto 
Centrov:meleano tit Administra-
con d r'mpresas. Based in San 
Jobe. Cesta Rica, R Ps the region's 
premier ,winm lminLstration 
school. 

LAM weekend the leaders of five 
Central 1aria natlipo Costa-

TRADE SCENE 

Richard 
Lawrence 

Luout 

Ries, El Falvador, Guatemala, 

Honduras and Nicaragua - er-
braced an anti-Liflation program of 
open mrkets& pivate enter-
prise, within the contest of a rev-Wilt~ed com.,no market. 

Their goal is to work together to 
lift their region to an era (.f eco-
nomic preeperity through ways Mr. 
Copen wd bb Institute have o4 
taught. 

Their joint statement also is thE 
latest sign of surging economic re-
gionalism through much of the 
hemisphere. It comes only a week 
after President Bush and Mexican 
PreAdent Carlos Salinas Je Gortari 
endorsed the notion of a U.S.-Meal-
can free trade pact. In Szmth Amer. 

lea, the flive-nation trade bloc 
known As the Andean Group is 
talking of more inesJngful ecu. 

nomic coaperation. Next mcnth, 12 
Caribbean Ii"d leaders are due to 
me to rebuild their comma mar-
ht. 

Central Amarica, said Mr. Co-
pen In an interview, Ia probably at 
Its 'mot critical point' to recet 
history. The question: Can It 

achive prosperf.y, lazr ely through 
a rrv talled co mmon-.nmarket?k. Mr . 

bility - political and ecooml., 
particularly in Nicargua and El 
Salvador. He believes that without 

It, Central Americs as a al~o can 
not thrive. 

he obstacles, he allows, are 
formidable, notably Nlcaragua'a 

debt, Infl~tion an4 lack of basic 
inputs, rurd the cobtiulad T,,rrillsAM R 1- ,0St dor. 

U muchnew hope, asStill,Or diretor har thelIma.t Coben of 

Eco-nic Cotmo-
olon for Latin Ameice, points out. 
United Natio ins 

E.cep4 foe- El Salvador. the re-
&ion is A peace. New overnments
bead four of the conwmarrrket 

countries and Guater.sla will elect 
a new lert.tr in December. 'A new 
g.me-mitio" of UZ.-educated Can-
tral American leaders lia anrved, 
Mr. Cohe isys 

And. Mr. Copes mates, r6car 
gus's new financm nunister - a 
Yale graduate - used to be on i 
institute's fnculty. 

But no matter tow enllghtened 
Central America's policies, they 
may not work witbot foreign as-
sistanc,. 

There Is encouraging nwst . 
United States is pluolng a new 
aid group. beaded by the United 
States, Japan and the European 
Community. to promote trade and 
investment in the region, similar to 
recent efforts for Eastern Eurp. 

The United State and Euope 
already ar t boost.ng sit Nicera-
gas wl g OW miLlka from the 
United States this year, pa .jyto 

help the country pay ebt 
row egain from It natonal Idacies. 

The EC recently committed 1144 
zlllft to help finance trade tmbl-

ances .within the Central American 

common market - a key. ays Mr. 
Cohen. to eapunding that trade. 

The Inter-American DWvelop-
mant Bank reportedly Is consider-

Ing more financing of Central 
American expot% end the WorldBank, long skeptic&lof te Central 

make decisiom nest month similar 
to those Of the Central Americans 

Michael Manley. the Jamaican 
prime minister, is pushing for an 
EC-style common market in the 
CartbhMan by I= 

Caribbean common market 
countries, given their pmrferentiPl 
tree to the United States,C ada a&i Europe, woid eem to 

ffe, as a JEmoican businsman 

recenty put It, a potential sprlng.bo rd m 

Caribbean leaders already have 
stated abitious Cots. By Decem. 
ber, they want to e.rengthen the 
financing of lntra-refional trade 
and by January reach an agree
ment on wew common external tar. 
Iffs, mks of origin and fiscal laceo-
Uies. 

By July I91, they plan to re.
re- trade within the common marketoAmerican comnnco market. Is thei common martviewing its policies toward the 

. p Cg the 
The U.S. governamt ia try-In to 

in other ways. An Invdatmeat 
mison, led by the 
vate Investment Corp., is in Nica. 

raps this week. Within a month, 
officials may, Nicaraguan products 
again may become eligible for US. 
duty-free preferences. 

And Mr. Copen's Insiltute a-
pets to he, yet more Central 
American ;5licy-ma'ers and btsi-
De=wnen understand the "mi5AC of 
the marketplace.'

Meanwhile, the heads of the 12 
Caribbean common market coun-
tries, which include Barbados, Guy. 
ana, Jamaica and Trinidad. may 

trad ithinpoo 

mrte to rrerces 
endaf bypIal frthe re flow 
of capital witin the trade bloc. 

11 anything, te U.S.-Mexican 

free trade-area Initiative should 
sptr.Lh the Caribbean and Cen
tral American common market na
tions to try harder. 

In the long run, If everyone sc
ceeds, these efforts could help lead 
to hemispheric free trade and, yet 
further in the future, to a much 
freer world trading system. 

Richard Lawrence is A senior cor
respondent in the Washington bu
reau of The Journalof Commerce. 
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U.S.-Third World Policy Perspectives Books 
Economic Reform in Three Giants 
U.S. Foreign Policy and the USSR, China, and India S15.95 
by R ichard E.linbclnj, Joh i 'hrci-(nm,JridcmannAliillcr,and cutributors 
"3 fsrinatingreadinifinjb anvonc interestedin "a very timely assessment oJ'the socialist 
thc historic developments uder"way in thlse economic Pdarfins o['our t;lme " 
countrics and their impact on the qlobal ulard -n-hr 

c t "at once innonati, ,compThensive, and wise" 
(Gldmn. ,I , C m - II.1r%11.atding 
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Eniionnment and the Poor 
Development Strategies for a Common Agenda $15.95 
by H.J1W.f'. 1.wurd and ,'intorisuunO , 
"oJje'rs usefifl stcps./ar policvma kers concerned "clearly demonstrates the uitqencv oisoh,ing 
with the critical challnqe. qfintiqratinq the problemsqo'poverty ifwe are to stop present 
cnvironment and dcrelopment concerns " abuses of the natural world and begin to 

, ii. .\ ll.an, achieve sustainable development" 
"m1 , - -im .MaNcil1odR tntIm; 

hnistttc fi."6-.'1h t I 'ublic AlhiV 

Pulling Togethcr 
The International Monetary Fund in a Multipolar World $15.95 
by (nthcriuc (hiin,Richnid h. Fhinb)j. and itontributo 

"a th, ;(,7h/i and thorough assessment . " a vivid snapshot of/the worlds economic challenges 
-1 I.- lcIL A CI.,iil - Jir I.Cach 

"ntan) riIR'pro
B ak,,', I i t I.S. tlonsc cntittln es 

Fragile Coalitions 
The Politics of Economic Adjustment S15.95 
by Joan Al. Aclson and c-wtributors 

'ibcses on one al'the f]intier topics in the political economy oj 
dec/opmnt: The polities (Y econontic re/brm 

--Rikct If.Bates 
I b1t I.t c I' v/,i, l k4 Unwrsittv 


