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IVASlIlNGTON
 

ECONOMIC Dear Reader:
 

Wk' A T (I
 Like its predecessors, the third edition of the 
1 h'tofofi Washington Economic Watch offers you an insider's view 

bevehpto,+, of the most timely and relevant issues and debates 
4l)/iw.v emerging in the area of US-Third World economic policylfu/n,,.,,ih,, 


over the last quarter.
 

Each digest is separated by tabs into six
 
3(......,
01 functional categories, followed by a section on issues 

,,a,,t, /)C 20030 of specific regional importance. The material is 

organized according to subject, beginning with official 
la_,,202.740h7 policy statements, followed by congressional -testimony, 

and concluding with expert analysis from the press and
 
Washington "think tanks".
 

SwartB ... With this edition, we are pleased to introduce two 
new services. At the beginning of the digest, you will 

"~" '" note a comprehensive table of contents which will guide 
you through your reading of the material. In addition, 

..g,,"12...... this issue inaugurates our "rapporteur's report"..... 

service. Members of the ODC staff will regularly attend
 

L............ seminars and meetings around Washington on pressing
 
J.,,.I,,, issues of US economic policy, summarizing the
i 


highlights of the meetings for inclusion in this
 
digest. Through these reports, you will gain yet
 
another "eye" into the ongoing process and debate
 

,. surrounding policy-making as it occurs daily in this
 
, city. Our first such report appears in the U.S./Global
 

Macroeconomic Trends section of the digest.
 

,I 1.r........ In the event that you would like to acquire any
 
,..
..... additional information on these materials, we have
 

again provided you with a "contact list" of
 
participating source institutions so that you might
 
request them directly.
 

Ilh,.., ":-"o.-,,',.r+ Sincerely, 

DellI I , 

Richard E. Fein erg
 
Executive Vice President
 
and Director of Studies
 

A I'roject ofthe O,r,.. 
iDer,,ho
tntt Counc'il 

John 'A..Sewv , 1 ' r-'id.'w 
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REMARKS PREPARED FOR DELIVERY BY
 
CLAYTON YEUTTER
 

SECRETARY OF AGRICULTURE
 
U.S. DEPARTMENT OF AGRICULTURE
 

BEFORE THE
 
THAI FEDERA-XTION OF INDUSTRIES AND BOARD OF TRADE
 

Bangkok, Thailand
 
August 14, 1990
 

I am very pleased to be here today with the Thai Federation of Industries and 
Board of Trade. It is a pleasure to meet so many people who contribute to Thailand's 
strong economic performance. I am also pleased to have an opportunity to discuss 
agricultural trade issues with you. 

Thailand is the world's leading exporter of rice, and the United States is one of 
your customers. In fact, the United States not only imports Thai rice, but also your 
rubber, fruits, and vegetables. 

In turn, the United States exports a variety of agricultural products to Thailand, 
including livestock, livestock genetics, cotton, wheat, and dairy products. Our nations are 
customers for each other and, in some cases, competitors as well. 

Thailand and the United States have had a successful agricultural trade 
relationship for many years, from which both countries have benefited. If all countries of 
the world enjoyed similarly beneficial relationships, consumers and taxpayers everywhere 
would rejoice. 

One of the reasons I am currently visiting Thailand and other Asian nations is to 
express U.S. support of the agricultural trade reforms now being negotiated in Geneva 
under the General Agreement on Tariffs and Trade (GATIT). While the reform of 
agricultural trade is only one of 15 topics being negotiated in the GATT, it is critically 
important if all countries of the world are to experience a healthy, vigorous trading 
environment in the coming years. 

0900 1052-90
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The United States' position in the negotiations, which I share with President Bush 
and Special Trade Representative Carla Hills, is that without agricultural trade reform, 
there will be no overall trade agreement in the Uruuay Round of the GAT -- and that 
would be tragic for every trading nation on earth. 

International business and trading configurations are changing rapidly today; 
agriculture is a part of that change. Unfortunately, many countries have erected barriers 
that hamper agricultural trade. Governments have also created production support and 
export subsidy policies that can be maintained only at great expense. This is waste the 
world can ill afford. 

According to an OECD and World Bank study, if we reformed agricultural trade, 
developing countries would increase their annual exports by $10 to $12 billion, which in 
turn would spur economic growth and increase their demand for agricultural imports. 
Thus, almost everyone would benefit from agricultural trade liberalization. 

To achieve this economic growth, however, we must first reform the rules of 
agricultural trade. The Uruguay Round negotiations, now underway in Geneva, are the 
only current multilateral mechanism through which we can achieve such reform. Only 
that set of negotiations can assure anytime soon that competition in trade throughout the 
world will be fair -- based on what markets demand -- not on how much governments are 
willing to spend to subsidize their products. 

During the four decades of the GAITs existence, trade restrictions on industrial 
and manufactured items have steadily been reduced, increasing exports and increasing 
prosperity in almost every trading nation. 

The picture for agriculture is not nearly as good. Trade distortions in agriculture 
became painfully obvious and costly during the 1980's. This prompted member nations 
of the GATT to seek systematic reform of the rules that govern agricultural trade. 
During the opening session of the Uruguay Round in 1986, the GATT nations agreed 
strongly that it was time to move ahead to free up worldwide agricultural trade. Now 
it's time to act. 

Three weeks ago, the Uruguay Round Negotiating Group on Agriculture in 
Geneva agreed to forward to the Trade Negotiations Committee a text drafted by 
Chairman Art DeZeeuw -- to help unblock the current stalemate in negotiations on 
agricultural reform. In doing so, the participating countries agreed that such reform is 
the key to a successful conclusion of the Uruguay Round negotiations in December 1990. 

For the last year or so, agricultural issues have stymied progress in the Uruguay 
Round, essentially because nations could not agree on the extent of reductions in three 
main areas: export subsidies, internal support measures, and import access barriers. 

(V
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Now, as a result of Chairman DeZeeuw's efforts, participants have committed 

themselves to submit data on these three issues by October 1. Reductions must be 
achieved through specific commitments for each of these areas. Strengthened rules also 
must be negotiated to prevent backsliding on commitments. 

As a member of the Cairns Group, Thailand has favored agricultural trade
 
liberalization in the Uruguay Round. The United States appreciates this support and
 
stands ready to move the negotiations forward. We encourage all our negotiating
 
partners to do likewise. Time is running out!
 

We urge Thailand to continue its support of agricultural trade liberalization by 
upholding the structure for the negotiations outlined in the DeZeeuw text, including 
tariffication, completing the country plan exercise, and working with the Cairns Group to 
move these negotiations forward to a successful conclusion. 

Thailand has much to gain through trade reform in agriculture. Your nation 
consistently increased its agricultural exports during the 1980's, making farm product 
trade a strong contributor to the Thai economy. Greater market access for your 
agricultural products can help fuel Thailand's continued economic growth. 

Market access restrictions currently hurt all agricultural trading nations. 
Consumers worldwide should be able to buy agricultural products suited for their needs. 
Markets -- based on consumer demand -- should determine trade, not governments. 

If I were to leave you with any one particular message today, it is that after nearly 
four years of negotiating, the 97 GATT member nations have reached a critical point in 
the process of achieving agricultural trade liberalization. This is an urgent moment. 

Full participation of all GAIT member nations is now required to achieve the 
ultimate goal of the negotiations. All of us must participate fully in the concluding
months of the Uruguay Round negotiations -- so we can attain a vigorous, open trade 
environment that will propel economic growth and prosperity throughout the world. 

Thank you. 



THE WHITE HOUSE
 

Office of the Press Secretar,
 

(Baltimore, Maryland)
 

For Immediate Release August 20, 1990
 

STATEMENT BY THE PRESIDENT
 

I am pleased to sign into law H.R. 1594, the "Customs
 
and Trade Act of 1990." This legislation is the culminaticn
 
of many long hours of work. It was worth the effort, for the
 
Act accomplishes a number of important goals shared by both my
 
Administration and the Congress:
 

-- The extension and enhancement of the Caribbean Basin 
Initiative, which will continue to promote economic
 
growth and democracy in that region;
 

The amendment of Jackson-Vanik procedures, which will
 
facilitate cooperation between the Executive and the
 
Congress to encourage reform in the Soviet Union and
 
assist the emerging democracies of Eastern Europe; and
 

-- A new structure for U.S. customs user fees, which 
demonstrates our unfaltering commitment to the General
 
Agreement on Tariffs and Trade (GATT).
 

Furthermore, the spirit of bipartisan cooperation that
 
this Act represents bodes well for the coming months. We head
 
into the fall facing the challenging tasks of completing the
 
vital Uruguay Round of global trade talks by December and then
 
drafting implementino legislation in 1991.
 

The results of this Round of negotiations, held under
 
the auspices of the GATT, can be the engine that drives the
 
United States and world economies into the 21st century.
 
The agreement we reach will be the ultimate competitiveness
 
initiative. It will open new markets for American business,
 
help reduce prices and increase choices for consumers, and
 
secure rigorous rules of fair play in international trade.
 

The Customs and Trade Act of 1990, therefore, is part of
 
the cooperative process that ultimately will result in growth,
 
jobs, and prosperity, not only for America, but alsc. for the
 
world.
 

Let me give special mention to three vital provisions of
 
the legislation I am signing today.
 

First, this legislation makes permanent and enhances the
 
Caribbean Basin Initiative, or CBI.
 

Since its inception in 1983, CBI has promoted stability,
 
security, and the movement to democracy and free markets that we
 
now celebrate not only in this hemisphere but around the world.
 
This legislation will foster continued economic growth and
 
opportunity in the region.
 

By enacting this bill we assure investors in the Caribbean
 
and Central America that their investments will continue to earn
 
returns on duty-free exports indefinitely. It further extends
 
the range of products that receive preferential duty treatment
 
under CBI.
 

more
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Because of the success of the CBI example, I announced
 
on July 23 that I would seek legislation for limited-duration
 
CBI-like trade preferences foi the Andean countries of Bolivia,
 
Colombia, Ecuador, and Peru. This measure would assist these
 
countries in eliminating the production of illegal drugs and
 
promoting competitive activity in world markets. I hope that
 
my proposal will be given rapid, favorable consideration once
 
it is presented to the Congress.
 

America's security and prosperity depend in large measure
 
on continued progress toward democracy and economic development
 
in thp Caribbean Basin.
 

Second, the Act will help the United States support the
 
emerging democracies of Eastern Europe and encourage change
 
within the Soviet Union.
 

It does so by amending Jackson-Vanik procedures for
 
approval of the historic trade agreements the United States
 
has signed with the Loviet Union and Czechoslovakia. These
 
agreements provide fo improved access to each country's
 
markets; facilitate business by easing restrictions on
 
commercial activities; and offar strong intellectual
 
property protections.
 

By working together to gain approval for these accords,
 
the way is paved for continued cooperation between the
 
Administration and the Congress on future agreements with
 
other countries subject to the Jackson-Vanik Amendment.
 

Third, the Act is another demonstration of our Nation's
 
abiding commitment to the GATT, the international constitution
 
of trade.
 

A GATT panel in 1988 adopted a finding that the structure
 
of U.S. customs user fees violated GT rules. This Act
 
authorizes a new fee structure that brings us into compliance
 
with GATT rules.
 

This demonstration of our dedication to GATT comes at a
 
critical point in the Uruguay Round of global trade talks. The
 
great trading nations of the world can choose either to open
 
their markets so that trade can expand, and thereby create
 
global prosperity; or, they can choose to close their markets,
 
splinter into exclusionary trading blocs, and thereby cause
 
dangerously dimini-hed prosperity for all.
 

The United States has chosen the first path. With
 
the cooperation and support of the Congress and the private
 
sector, we stand committed to the successful conclusion of
 
the negotiations by December and prompt implementation of the
 
results ii 1991.
 

H.R. 1594 also contains a set of provisions that will be
 
helpful both to our environment and oar economy. The Act makes
 
permanent the current ban on the export of unprocessed logs
 
taken from Federal lands west of the 100th meridian and would
 
sharply restrict the export of such logs taken from State lands.
 
On June 23, the U.S. Fish and Wildlife Service listed the
 
Northern Spotted Owl as a threatened species under the terms
 
of the Endangered Species Act. There can be no doubt that high
 
levels of export ot unprocessed timber have contributed to the
 
decline in habitat that has caused this species to be listed.
 
This legislation will help to address problems related to this
 
listing decision. While I am supporting this provision because
 
it assists in the preservation of critical habitat, I also note
 
thet it will ease the economic transition in areas affected by
 
the listino of the spotted owl.
 

Finally, I note that one of the provisions of H.R. 1594
 
warrants careful construction to avoid constitutional concerns.
 
Under Article Ii, section 3 of the Constitution, the President
 
has the discretion to determine what legislative proposals he
 
will present to the Congress, as well as the discretion to
 
determine the procedure he will follow in formulating a
 
legislative proposal. Section 223(b) of this tct purports to
 
require the President, in exercising his discretion to prepare
 
legislative proposals on "rules of origin," to take into account
 
a particular report and obtain the advice of various entities,
 
including committees of the Congress. In light of the
 
President's constitutional discretion with regard to preparing
 
and submitting legislative proposals, I will construe this
 
provision to be precatory rather than mandatory. As always, I
 
will endeavor to consult with the Congress about our pclicy on
 
such matters.
 

GEORGE BUSH
 

THE WHITE HOUSE,
 
August 20, 1990.
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STATEMENT BY
 
THE HONORABLE DAVID C. MULFORD
 

UNDER SECRETARY OF THE TREASURY FOR INTERNATIONAL AFFAIRS
 
BEFORE THE JOINT ECONOMIC COMMITTEE
 

SEPTEMBER 17, 1990
 

Thank you for the opportunity to discuss the proposed free
 

trade agreement (FTA) negotiations with Mexico, in the context of
 

the wider Enterprise for the Americas Initiative. We look
 

forward to full consultations with you during your review of
 

these initiatives.
 

The FTA proposal reflects the emerging giobal recognition
 

that open markets for trade and investment are a powerful impetus
 

for grcwth. We must not underestimate the magnitude of this
 

change in perception. Just a few years ago, there was no such
 

basic consensus. FTAs and other far-reaching trade and
 

investment agreements seemed, at best, a long-term possibility.
 

Now we have an FTA with Canada, we are 	preparing to initiate
 
are pursuing other
negotiations on an FTA with Mexico, and we 


far-reaching trade and investment agreements in the President's
 

Enterprise for the Americas Initiative and in other parts ot the
 

globe.
 

,

Mexico is in the forefront of this shift toward m i open,
 

Its courageous steps
market-oriented development strategies. to
 

stabilize the economy and its structural reform progran, have put
 

it on the path of long-term sustainable growth. Its great
 
the United States is in
potential as an economic partner of 


sight. Now is the time to create a permanent economic
 
relationship based on open markets.
 

We have an opportunity to do so in a manner which
 

consolidates current progress and promotes further reforms.
 

Benefits fcr the United States
 

Growth in trade and investment through an FTA can be an
 

important stimulus to U.S. growth. Already expanded ties have
 
But there is considerable
benefited the U.S. border regions. 


as a whole if barriers
potential for greater benefits to the U.S. 

to U.S.-Menican trade and investment are progressively
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eliminated.
 

As Mexican growth accelerates and investment picks up, demand
 
for capital goods, machinery and transportation equipment, should
 
respond quickly. U.S. industry, in part because of its
 
significant presence in Mexico, is in a good position to fill
 
much of this demand through increased exports.
 

In addition, as Mexico develops, demand for services should
 
rise. The FTA can be an effective vehicle for ensuring that U.S.
 
firms can compete on an equal basis in this growing market.
 

But the potential benefits for the United States are not just
 
on a sectoral basis; an FTA can help improve our overall
 
economic efficiency. The two countries already engage in a
 
considerable amount of complementary intra-industry trade. Lower
 
trade and investment barriers through an FTA can make U.S.
 
industries more competitive by promoting further intra-industry
 
specialization, capitalizing on each country's' comparative
 
advantage.
 

Benefits for Mexico
 

In relative terms, the positive effect of an FTA, as well as
 
the economic adjustment costs, will be considerably greater for
 
Mexico than for the United States. This is because the expanrad
 
trade and investment flows will be much larger in relation to the
 
Mexican economy, w.hich is only four percent the size of ours.
 

For Mexico, improved export opportunities and a more open
 
investment regime will likely lead to substantial foreign
 
investment inflows for years to come. The Mexican Government
 
estimates that at least $1 billion in capital inflows have
 
already occurred since the announcement in June by the two
 
Presidents of their intent to work toward an FTA and the
 
announcement of Mexico's intention to privatize its commercial
 
banks.
 

To some extent, this is a preview of the benefits that can
 
flow from an FTA. Further liberalization under an FTA will
 
solidify business confidence. The likely beneficial effect of
 
this liberalization on Mexican economic efficiency and inflation
 
will contribute to a positive economic environment. In the
 
longer term, an FTA can also provide an important incentive for
 
Mexico to maintain sound macroeconomic policies.
 

An FTA would strengthen Mexico's balance of payments
 
position. Increased capital inflows should offset any short term
 
deterioration in the trade balance. In the longer term, import
 
and direct investment increases will contribute to
 
expanded capacity and strengthened international competitiveness.
 



-3-


Why 	an FTA?
 

Compared to more limited trade agreements, pursuit of a
 
comprehensive FTA is the best means to ensure maximum benefits
 
from negotiations.
 

First, comprehensive FTA negotiations will produce a balanced
 
agreement with commitments on both sides for mutually beneficial
 
liberalization. We do not intend unilateral U.S. liberalization.
 

Second, since the FTA negotiations will follow the Uruguay
 
Round, these negotiations can build on new multilateral rules in
 
such important areas as services and investment. The FTA could
 
serve as one of a new generation of impzoved models for
 
liberalization.
 

Third, an FTA is the most effective strategy for encouraging
 
continued liberalization in Mexico, which is to our benefit as
 
well as theirs. Mexico's trade barriers are already low by
 
developing country standards. It has taken initial liberalizing
 
steps in such areas as foreign investment regulation and
 
financial services. We welcome such steps. But our ultimate
 
goal in the negotiations will be the greatest possible
 
liberalization for investors, including financial services
 
providers.
 

Link with the Enterprise Initiative
 

An FTA with Mexico is fully consistent with our new, overall
 
economic strategy toward Latin America, the Enterprise for the
 
Americas Initiative, which President 3ush announced in June.
 
That initiative joins in a single endeavor the three economic
 
issues ot greatest importance to Latin America: trade,
 
investment, and debt.
 

On trade, the ultimate goal of the Initiative is to establish
 
a free trade system which links the entire Western Hemisphere.
 
FTA negotiations with Mexico are a major first step. Others
 
will follow. We are already negotiating framework agreements to
 
open markets and develop closer trade ties with several
 
countries.
 

On investment, the initiative .ludes two specific proposals
 
which can create incentives for Mexico and other Latin American
 
countries to liberalize their investment regimes:
 

o 	 a new lending program in the Inter-American Development Bank
 
to support investment sector reforms; and
 

o 	 a $1.5 billion multilateral investment fund administered by
 
the Inter-American Development Bank to provide support and
 
technical assistance to carry out investment reforms.
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Finally, _he Initiative provides for official dent reduction
 
for those countries which establish 3ound economic policies and
 
liberalize-their investment regimes to promote domestic and
 
foreign investment. The Administration is prepared to offer
 
reductions of concessional AID and P.L.-480 debts of eligiLle

countries and to sell a portion of non-concessional Eximbank and
 
CCC obligations of these countries to facilitate delt-for-equity
 
or debt-for-nature swaps. Interest payments on the reduced
 
concessional obligations will be accepted in local currency and
 
dedicated to support environment:a± programs in the debtor
 
countries.
 

In addition, we have proposed that the IDB ininiedlately joirn

the IMF and the World Bank in making available enhancements to
 
support debt and debt service reduct.on negotiated with
 
commercial banks under the Brady PJ.an. Althougn Mexico has
 
already completed a comprehensive debt reduction package with its
 
commercial bank creditors, other Laitin American and Caribbean
 
countries could use enhancempnts from the IDB, along with those
 
received from the IMF and World Bank, to secure new debt
 
instruments or engage in buybacks agreed as part of comme'cial
 
bank financing packages.
 

Conclusion
 

In concluding, I would like to emphasize the importance of
 
seizing this moment in our economic relations with Latir. America.
 
We have the opportunity to facilitate a permanent shift from
 
decades of closed, state-controlled stagnation to open,

market-or4ented development and growth. With your support, the
 
proposed FTA with Mexico and the Enterprise for the Americas
 
Initiative can meet this challenge with decisive action.
 

http:reduct.on


OFFICE OF THE UNITED STATES
 
TRADE REPRESENTATIVE
 

EXECUTIVE OFFICE OF THE PRESIDENT
 
WASHINGTON
 

20506
 

90-52 

FOR IMMEDIATE RELEASE 
Friday, September 14, 1990 

Contact: Torie Clarke 
Timothy O'Leari 
(202) 395-3230 

USTR Announces Allocation of Sugar Tariff-Rate Quota
 

Ambassador Carla A. Hills today announced the country-by

country allocations for sugar imports subject to the tariff-rate
 

quota for the period October 1, 1990 through September 30, 1991.
 

The total amount that may enter the United States during
 

this period at the lower duty or duty-free levels was announced
 

today by Secretary of Agriculture Clayton Yeutter at 1,725,000
 

metric tons, raw value. Any amount above this would be subject
 

to the higher duty of 16 cents per pound, raw value.
 

The allocation is based on countries' historical trade to
 

the United States and is the same basis as was used for the sugar
 

import quota in previous years.
 



COUNTRY-BY-COUNTRY ALLOCATIONS
 

COUNTRY 


Argentina 


Australia 


Barbados 


Belize 


Bolivia 


Braz.! 


Colombia 


Congo 


Costa Rica 


Dominican Republic 


Ecuador 


El Salvador 


Fiji 


Gabon 


Guatemala 


Guyana 


Haiti 


Honduras 


India 


PERCENT 


4.3 


8.3 


0.7 


1.1 


0.8 


14.5 


2.4 


0.3* 


1.5 


17.6 


1.1 


2.6 


0.9 


0.3* 


4.8 


1.2 


0.3* 


1.0 


0.8 


METRIC TONS
 

71,344
 

137,710
 

11,614
 

18,251
 

13,273
 

240,578
 

39,820
 

7,730
 

24,887
 

292,010
 

18,251
 

43,138
 

14,932
 

7,730
 

79,640
 

19,910
 

7,730
 

16,592
 

13,273
 



Ivory Coast 


Jamaica 


Madagascar 


Malawi 


Mauritius 


Mexico 


Mozambique 


Nicaragua 


Panama 


Papua New Guinea 


Paraguay 


Peru 


Philippines 


St. Kitts and Nevis 


Swaziland 


Taiwan 


Thailand 


Trinidad-Tobago 


Uruguay 


Zimbabwe 


0.3* 	 7,730
 

1.1 18,251
 

0.3* 7,730
 

1.0 16,592
 

1.2 19,910
 

0.3* 7,730
 

1.3 	 21,569
 

2.1 	 34,842
 

2.9 48,116
 

0.3* 7,730
 

0.3* 7,730
 

4.1 	 68,026
 

15.8 	 262,147
 

0.3* 7,730
 

1.6 26,547
 

1.2 19,910
 

1.4 23,228
 

0.7 11,614
 

0.3* 7,730
 

1.2 19,910
 

* These coubtries have been allocated a minimum access level. 
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OFFICE OF THE UNITED STATES 
TRADE REPRESENTATIVE 

EXECUTIVE OFFICE OF THE PRESIDENT 
WASHINGTON 

20506
 

90-44
 
FOR IMMEDIATE RELEASE Contact: Torie Clarke
 
Monday, July 23, 1990 Timothy O'Leary
 

(202) 395-3230
 

SPECIAL GSP REVIEW FOR BOLIVIA, COLOMBIA, ECUADOR AND PERU
 

FACT SHEET:
 

Sixty-seven products from Bolivia, Colombia, Ecuador and
 

Peru will be eligible for duty-free entry into the United States
 

under a Special Review of the Generalized System of Preferences
 

(GSP) announced today by President Bush.
 

The Special Review -- the first in the history of the 15

year program -- was ordered last November by President Bush as
 

part of his Andean Trade Initiative.
 

The duty preferences are for products of particular interest
 

to the Andean countries and are designed to encourage legitimate
 

alternatives to the production and export of illegal narcotics.
 

The wide range of agricultural and manufactured goods
 

granted duty-free treatment offer substantial opportunities to
 

growers and manufacturers in the region. They include processed
 

seafood, more than two dozen fresh and processed horticultural
 

items, plywood and other wood products, carpets, laminated cotton
 

products, chemicals, drawn glass, toys and several manufactured
 

and semi-manufactured products.
 

A total of 129 products were considered for review. Trade
 

with the United States in the approved products was $26.6 million
 



in 1989, or 73 percent of the trade for all the products
 

submitted for approval. Trade with the United States in the 62
 

denied products was $9.7 million in 1989. Two of the denied
 

products were already eligible for GSP under other tariff
 

classifications. (See annexes I and II for the products lists.)
 

The Special Review preferences are in addition to the 1989
 

GSP Annual Review announced April 27, which provided new or
 

extended benefits for 22 products from the four Andean countries.
 

Trade with the United States in the 22 products was $44.3 million
 

in 1989.
 

The Andean countries have also submitted several petitions
 

for consideration in the 1990 GSP Annual Review.
 

Although the Special Review considered requests from only
 

Bolivia, Colombia, Ecuador and Peru, all 130 GSP beneficiary
 

countries will be eligible to export most of the newly designated
 

products to the United States duty-free. Trade with the United
 

States for all GSP beneficiary countries in the newly eligible
 

products was $120 million in 1989. (See table 1.)
 

Eligibility for all products, except one, will begin August
 

1, 1990. For copper wire from Peru, the GSP statute requires
 

that competitive need waivers be implemented only between January
 

1 and July 1 of each year after certain procedural requirements
 

are met. The Special Review found that Peru is eligible for such
 

a waiver. The President will make the formal determination
 

implementing the waiver when permitted by law after January 1,
 

1991.
 



ANNEX I: NEW PRODUCTS ADDED TO THE GSP AS A RESULT OF THE SPECIAL GSP REVIEW
 
FOR BOLIVIA, COLOMBIA, ECUADOR AND PERU AND 1989 TRADE
 

Current New HTS Description 1989 Imports-------------- Andean GSP Eligible 
HTS (When Applicable) County Exclusions Bolivia Ecuador Colombia Peru Total Iaports 

0304.10.20.60 0304.10.30 fresh or chilled hake fillets $0 $0 so $0 so $3,744 
0304.20.40.60 0304.20.50 frozen hake fillets $0 $0 so SO so $48,056 
0306.14.20 crab-neat, frozen so $0 $3,531 $0 $3,531 $4.,"7,034 
0306.24.20 crabmeat, not frozen SO SO SO SO SO $4,480,266 
0709.10.00 artichokes $0 so $44,868 $17,348 $62,216 $65,568 
0709.20.10 asparagus, by air 9/15-11/15 $0 $2,030 $0 $172,080 $174,110 $347,315 
0710.22.30 0710.22.15 lima beans entered 6/1-10/31 $0 $0 $0 $0 so $535,029 
0711.20.15 olives in saline so so $0 s0 so $43,046 
0714.10.00 fresh or dried cassava $0 $0 $0 SO so $2,311,021 
0804.50.60 guavas, mangoes, etc Mexico CUE $0 so so so so $895,272 
0807.20.00 fresh papaya ex Mexico so SO SO so $0 $370,528 
0810.10.20 fresh strawberries 6/15-9/15 so SO $41,788 so $41,788 $320,270 
0810.10.40 fresh strawberries other Mexico CUE $0 $3,907 $291,398 so $295,305 S2,547,344 
0811.20.40 blackberries, frozen SO $0 SO $0 $0 $29.975 
0811.90.50 frozen pineapple so $0 $15,080 so $15,080 $1,520,292 
1102.90.60 other cereal so SO $0 so so $164,043 
1104.22.00 oat bran SO so so $0 $0 $1,385,989 
1104.23.00 corn, prepared so $0 $0 $0 so $3,153 
1212.92.00 raw sugar cane $0 so $23,049 $0 $23,049 $1,380,746 
1516.10.00 animal fats so $0 $0 SO so so 
1604.13.40 other sardines $0 SO $0 $375,222 $375,222 $3,830,759 
1604.13.50 other sardines $0 $29,425 $0 S876,416 $905,841 $1,240,037 
1605.10.20 
2001.90.25 

canned crab 
artichokes in vinegar 

ex Malaysia, Thailand so 
so 

$0 
$0 

SO 
$0 

so 
$0 

so 
$0 

$2,128,087 
SO 

2005.20.00 prepared potatoes so so $12,560 $1,750 $14,310 $14,310 
2008.30.37 pulp of other citrus $0 SO $48,913 $0 $48,913 $103,275 
2008.99.45 
2008.99.80 

papaya pulp 
other fruit pulps 

$0 
so 

$0 
$0 

so 
$20,000 

so 
$3,540 

so 
$23,540 

$120,264 
$586,254 

2009.30.10.20 lime juice unfit for bev. $0 $0 $0 so so SO 
2009.30.10.40 Lime juice unfit for bev. $0 so $0 $12,574 $12,574 $484,973 
2009.30.20.20 
2009.30.20.40 

time juice fit for bev. 
lime juice fit for bev. 

so 
$0 

SO 
$0 

so 
so 

SO 
$8,589 

$0 
$8,589 

$29,550 
$1,183,471 

2208.10.30 ethyl alcohol for bev. $0 so $0 so $0 $957,874 
2208.10.60 ethyl alcohol for bev. so so so $0 so $30,968 
2208.10.90 
2936.28.00 

ethyl alcohol for bev. 
vitamin e, bulk 

$0 
$0 

$0 
$0 

SO 
$54,754 

$0 
$0 

$0 
$54,754 

SO 
$54,74 

3004.50.30 vitamin e, dosage form so $0 so so SO S2,424 
3005.10.50 other adhesive bandages so SO so SO so $145,446 
3005.90.50 other bandages so $0 so so $0 $1,392,025 
3302.10.20 mixed odiferous substances $0 $0 $0 so $0 $2,145,461 
3808.20.20 fungicide $0 $0 $4,828,761 $0 $4,828,761 U,,28,761 
3921.12.19 cotton-backed coated fabrics so $0 so so so $3,477 
4412.11.20 
4412.11.50 

plywood 
plywood 

Indonesia CUE 
ex Indonesia 

$0 $2,002,432 
$0 $14,354 

$37,816 
$0 

SO 
$0 

$2,040,248 
$14,354 

$10,901,818 
$924,891 

4412.12.20 plywood ex Indonesia, Brazil so $152,625 $0 $0 $152,625 $696,628 
4412.12.50 
4412.29.30 
4412.29.40 

plywood 
plywood 
plywood 

ex Indonesia, Brazil 
ex Indonesia, Brazil 
ex Indonesia, Brazil 

so 
$59,618 

$0 

so 
$411,296 
$546,169 

$0 
SO 
so 

so 
SO 
$0 

$0 
$470,914 
$516,169 

$34,929 
$1,149,915 
$1,434,709 

4412.99.50 
4421.90.50 

plywood 
toothpicks ex Brazil 

so 
$0 

so 
$0 

$182,152 
so 

so 
$0 

$182,152 
to 

$552,366 
$20,859 

4421.90.60 flat veneer items ex Brazil $0 so $0 $0 $0 $339,268 
5702.99.20 other carpets $0 $0 $0 $0 $0 $1,194,481 

1 



ANNEX 1: NEW PRODUCTS ADDED TO THE GSP AS A RESULT OF THE SPECIAL GSP REVIEW
 
FOR BOLIVIA, COLOMBIA, ECUADOR AND PERU AND 1939 TRADE
 

CNE a Country exceeds competitive need Limit and is excluded 
ex = Country graduated (excluded) 
* a Peru requested competitive need waiver. Implementing proclamation must be issued after January 1, 1991. 
n/a = Request applies only to Peru; all other beneficiaries currently eligible 

Current New HTS Description 

HTS (when Applicable) 


5903.10.10 

5903.90.10 

6406.10.75.30 6406.10.72 

6406.10.80.15 6406.10.85 
7004.90.25 

7004.90.30 

7004.90.40 
7318.12.00 

7413.00.10 * 

7801.91.00 
7901.20.00 

8301.10.60 
8714.91.10 8714.91.20 

9502.10.40 

9502.10.80 

Notes:
 

cotton with pvc 

cotton w plastic laminate 

footwear uppers of cotton 
other footwear uppers 
drawn glass 2<m<3.5 

drawn glass >3.5mm 
drawn glass >3.5 mm;>.65msq 
wood screws 
copper- wire 
unwrought lead 
unwrought zinc 
padlocks 
bicycle frames valued over $600 

non-stuffed dolls 

non-stuffed dolls 

--........... 1989 Imports--------------

County Exclusions Bolivia Ecuador CoLombia Peru 


SO so so SO 
so SO $0 $0 
so so SO $0 
so so $0 so 
so so $0 so 
so so $0 SO 
$0 so so so 
so So $0 SO 

n/a n/a n/a $16,335,896 
so $0 $0 so 
$0 so so SO 
so SO so $0 
so $0 $17,978 SO 
so so $3,876 $3,129 
$0 $0 $0 so 

TOTALS $59,618 $3,132,238 $5,626,524 $17,806,544 


Andean GSP Eligible
 
Total Imports
 

SO $433,754 
so S362,283 
$0 $496 
$0 $0 
so $19,058 
SO $5,510 
SO so 
so S336,233 

$16,335,896 $16,335,896 
so $295,404 
$0 S18,833 
so $8,799 

S17,978 $229,909 
$7,005 $40,862,470 

so $3,367,529 

S26,624,924 $120,056,899
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TABLE 1: GSP-ELIGIBLE TRADE, BASED ON 1989 IMPORTS,
 
FOR NEW PROOUCTS ADDED TO THE GSP AS THE RESULT OF THE SPECIAL GSP REVIEW
 

GSP ELIGIBLE
 
COUNTRY IMPORTS
 

Argentina 

Bahamas 

Bangladesh 

Belize 
Bolivia 
Botswana 
Brazil 
Cameroon 
Chad 
Cocos (Keeling) Istands 
Colombia 

Costa Rica 

Dominican Republic 

Ecuador 

Egypt 

E SaLvador 

Guatemala 

Haiti 

Honduras 

Hungary 

Indonesia 

Israel 

Ivory Coast 

Jamaica 

Kiribati (Gilbert Ist) 
Lebanon 
Macao 
Malaysia 

Malta and Gozo 

Mauritius 

Mexico 

Morocco 

Pakistan 

Panama 

Peru 

Philippines 

Poland 

Sri Lanka 

Sudan 

Thailand 

Tonga 

Turkey 

Uruguay 

Venezuela 

Yugoslavia 

Zambia 


$2,207,676
 
$164,986
 
$10,471
 
$76,240
 
$59,618
 
$1,547
 

$9,635,063
 
$248,863
 
$43,591
 
$36,434
 

$5,626,524
 
$3,744,131
 

$790,002
 
$3,132,238
 

$42,879
 
$233,482
 

$1,327,189
 
$986,106
 
$143,509
 
411,529
 

$1,239,130
 
$656,174
 
$33,568
 
$59,909
 
$4,560
 
$4,785
 

$1,222,974
 
$36,335,026
 

$67,308
 
$30,416
 

$11,834,053
 
$115,149
 
$302,554
 
$49,331
 

$17,806,544
 
$6,542,954
 

$38,182
 
$22,285
 
$28,500
 

$6,667,682
 
$7,560
 

$1,402,231
 
$5,040
 

$6,110,722
 
S547,282
 

$902
 

TOTAL $120,056,899
 

1
 



THE WHITE HOUSE
 

Office of the Press Secretary
 

For Immediate Release July 23, 1990 

NEW TRADE MEASURES
 

FACT SHEET
 

Following his meeting at the White House today with Ecuadorian
 
President Rodrigo Borja, the President announced a package of
 
measures that build on the June 27 "Enterprise for the Americas"
 
initiative by the President, and fulfill the President's
 
commitment at the Cartagena Summit to expand economic
 
alternatives for Ecuador, Colombia, Bolivia, and Peru.
 

Special Tariff Preference Regime
 

First, the President announced that he will seek congressional
 
approval for a special tariff preference regime lor these four
 
Andean countries, patterned after the Caribbean Basin Initiative
 
(CBI). This preference would provide duty-free entry for
 
selected imports from the Andean region for a transitional
 
period. This arrangement would be designed to complement the
 
program of economic assistance, drug control and the economic
 
reforms and trade and investment liberalization steps agreed with
 
the Andean countries. This proposal is a strong message of U.S.
 
economic commitment to those countries which are fighting to
 
eliminate the production, processing and shipment of drugs. The
 
Administration will move quickly to introduce enabling
 
legislation in the Congress.
 

Exoanded Agricultural Develooment Assistance
 

Second, the President announced that he will expand U.S.
 
cooperation and technical assistance toward development of Latin
 
America and the Caribbean's untapped potential for economic
 
growth in the agricultural sector. Our goal is to encourage
 
alternatives to narcotics production by working with the region
 
to identify products that have potential for increased production
 
and trade. We are also willing to help the region address
 
phytosanitary problems that impede exports. This is a long-term
 
program, but we are prepared to act expeditiously to send inter
agency teams to the region to develop action plans for future
 
steps.
 

Svegial GSP Review
 

Third, the President today signed a proclamation giving
 
Generalized System of Preferences (GSP) coverage to 67 products
 
from Colombia, Bolivia, Ecuador, and Peru. Imports of these
 
items are valued at $26.6 million, and account for 73 percent of
 
Andean country trade in the products for which additional GSP was
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requested. A formal decision on one product from Peru was
 
deferred until February 1991 to comply with the schedule defined
 
in the GSP law. The U.S. hopes that in the interim, the.
 
Government of Peru will move to resolve a major expropriation
 
problem faced by a U.S. company in Peru.
 

Progress on Trade and Investment Liberalization
 

Fourth, concurrent with the transitional preferential tariff
 
regime, the President reaffirmed his desire, as part of the
 
Enterprise for the Americas initiative, to negotiate with the
 
Andean countries comprehensive long-term undertakings on trade
 
and investment liberalization. Framework agreements have already
 
been signed with Bolivia and Colombia. A framework agreement

with Ecuador will be signed today. These bilateral framework
 
agreements are appropriate vehicles for advancing this goal.
 

# #.# 



THE WHITE HOUSE
 

office of the Press Secretary
 

For Immediate Release July 23, 1990
 

TO MODIFY DUTY-FREE TREATMENT UNDER THE
 
GENERALIZED SYSTEM.OF PREFERENCES
 

BY THE PRESIDENT OF THE UNITED STATES OF AMERICA
 

A PROCLAMATION
 

1. Pursuant to Title V of the Trade Act of 1974, as
 
amended (the 1974 Act) (19 U.S.C. 2461 et sea.), the President
 
may designate specified articles provided for in the Harmonized
 
Tariff Schedule of the United States (HTS) as eligible for
 
preferential tariff treatment under the Generalized System of
 
Preferences (GSP) when imported from designated beneficiary
 
developing countries.
 

2. Pursuant to sections 501, 503(a), 504(a), and 604
 
of the 1974 Act (19 U.S.C. 2461, 2463(a), 2464(a), and 2483),

in order to subdivide and amend the nomenclature of existing

provisions of the HTS for the purposes of the GSP, I have
 
determined, after taking into account information and adviue
 
received under section 503(a), that the HTS should be modified
 
to adjust the designation of eligible articles. In addition,
 
pursuant to Title V of the 1974 Act, I have determined that it
 
is appropriate to designate specified articles provided for in
 
the HTS as eligible for preferential tariff treatment under the
 
GSP when imported from any designated beneficiary developing

country. I have also determined, pursuant to section 504(a)

of the 1974 Act, that certain beneficiary countries should not
 
receive preferential tariff treatment under the GSP with respect

to certain articles designated as eligible for preferential
 
treatment under the GSP.
 

3. Section 604 of the 1974 Act (19 U.S.C. 2483)

authorizes the President to embody in the HTS the substance
 
of the provisions of that Act, and of other acts affecting

import treatment, and actions thereunder.
 

NOW, THEREFORE, I, G2ORGE BUSH, President of the
 
United States of America, acting under the authority vested
 
in me by the Constitution and the laws of the United States,
 
including'but not limited to Title V and section 604 of the
 
1974 Act, do proclaim that:
 

(1) In order to provide benefits under the GSP to
 
specified designated eligible articles when imported from any

desigrated beneficiary developing country, the HTS is modified
 
as provided in Annex I to this proclamation.
 

(2)(a) In order to provide benefits under the GSP to
 
specified designated eligible articles when imported from any

designated beneficiary developing country, the Rates of Duty 1-

Speciai subcolumn for each of the HTS subheadings enumerated in
 
Annex II(a) and (b) to this proclamation is modified as provided
 
in such Annex II(a) and (b).
 

more
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(b) In order to provide benefits under the GSP
 
to specified designated eligible artidlos When imported from 
designated beneficiary developing countries and to provide 
that one or more countries should not be treated as beneficiary 
developing countries with respect to such eligible articles-for 
purposes of the GSP, the Rates of Duty 1-Special subcolumn for 
each of the HTS subheadings enumerated in Annex II(c) to this
 
proclamation is modified by inserting the symbol "A*" as
 
provided in such Annex II(c).
 

(3) In order to provide that one or more countries should
 
not be treated as beneficiary developing countries with respect
 
to certain eligible articles for purposes of the GSP, general
 
note 3(c)(ii)(D) of the HTS is modified as provided in Annex III
 
to this proclamation.
 

(4) In order to provide for the continuation of previously
 
proclaimed staged rate reductions on goods originating in the
 
territory of Canada in the HTS subheadings in Annex I to this
 
proclamation, effective with respect to goods originating in
 
the tA-rritory of Canada which are entered, or withdrawn from
 
warehouse for consumption, on or after the dates specified in
 
Annex IV to this proclamation, the rate of duty in the HTS that
 
is followed by the symbol "CA" in parentheses set forth in the
 
Rates of Duty 1-Special subcolumn for each of the HTS
 
subheadings enumerated in such Annex shall be deleted and the
 
rate of duty provided in such Annex inserted in lieu thereof.
 

(5) In order to provide for the continuation of previously

proclaimed staged rate reductions for products of Israel in the
 
HTS subheadings in Annex I to this proclamation, effective with
 
respect to products of Israel entered, or withdrawn from
 
warehouse for consumption, on or after the dates specified in
 
Annex V to this proclamation, the rate of duty in the HTS that
 
is followed by the symbol '"IL" in parentheses set forth in the
 
Rates of Duty 1-Special subcolumn for each of the HTS
 
subheadings enumerated in such Annex shall be deleted and the
 
rate of duty provided in such Annex inserted in lieu thereof.
 

(6) Any provisions of previous proclamations and Executive
 
orders inconsistent with the provisions of this proclamation are
 
hereby superseded to the extent of such inconsistency.
 

(7) Except as provided for in paragraphs (4) and (5)

of this proclamation, the amendments made by this proclamation
 
shall be effective with respect to articles both: (i) imported
 
on or after January 1, 1976, and (ii) entered, or withdrawn from
 
warehouse for consumption, on or after August 1, 1990.
 

IN WITNESS WHEREOF, I have hereunto set my hand this
 
twenty-third day of July, in the year of our Lord
 
nineteen hundred and ninety, and of the Independence of the
 
United States of America the two hundred and fifteenth.
 

GEORGE BUSH
 



A Brief Overview
 
of the U.S.
 

GENERALIZED SYSTEM OF PREFERENCES (GSP)
 

The Generalized System of Preferences (GSP) is an autonomous
 
nd temporary program of duty-free tariff preferences granted by
 
he United States to developing countries. The primary purpose
 
f the GSP is to promote the economic growth and industrializati
n of beneficiary developing countries and promote the notion
 
hat trade, rather than aid, is a more effective and cost
.fficient way of promotina broad-based, sustained economic devel
ipment. As a result, the GSP continues to be administered in a
 
ianner which recognizes that beneficiary developing countries and
 
.erritories often need temporary preferential advantages to
 
:ompete effectively with industrialized countries in the United
 
;tates market.
 

Twenty-six other developed nations also have GSP programs,
 
.ncluding the European Community, Canada, Australia, the Nordic
 
.ountries, Japan, and the East European nations.
 

The United States offers, under its Generalized System of
 
)references (GSP), preferential duty-free entry to approximately
 
,200 products from 130 designated beneficiary countries and
 
-. Since the program',; implementation in 1976, the
erritories. 

,alue of GSP duty-free imports has risen from $3.2 billion to
 
;18.35 billion in 1988. For 1989, four of the program's largest
 
,eneficiaries, Taiwan, South Korea, Hong Kong and Singapore, were
 
fraduated (removed) from GSP eligibility. As a result, 1989 GSP
 
.mports fell to $10.0 billion. However, the graduation of the
 
.our "Asian Tigers" was intended to allow the remaining benefic
.aries to increase their use of the program. GSP imports from
 
:urrent beneficiaries increased by 18 percent in 1989.
 

The GSP program was instituted on January 1, 1976, and was
 
iuthorized under the Trade Act of 1974 for a ten-year period.
 
'he program was renewed through July 4, 1993 by the Trade and
 
7ariff Act of 1984.
 

The GSP is also designed to integrate developing countries
 
Lnto the international trading system (GATT) with its attendant
 
.esponsibilities in a manner commensurate with their development.
 
The law is designed to encourage beneficiary developing countries
 
ind territories to: (1) provide equitable and reasonable market
 
access; (2) eliminate or reduce significant barriers to tradL in
 
3ervices and investment; (3) provide effective means by which
 
Eoreign nationals may secure, exercise, and enforce exclusive
 
intellectual property rights; and (4) afford workers internation
illy recognized worker rights. Within the GSP program, these are
 
r-eferred to as "country practices".
 

An important attribute of the U.S. program is its ability to
 
adapt and adjust on a product-specific basis to changing market
 
:onditions and the changing needs of producers, workers,
 



exporters, importers and consumers. Modifications to the list of
 
articles eligible for duty-free treatment are made through an
 
Annual Review procedure. This ten-month process begins each June
 
1, the filing deadline for petitions requesting a change in
 
eligibility, and concludes on or about April 1 the following year
 
with the announcement of the President's decisions, which are
 
implemented on July 1.
 

Any interested party can file a petition. Product petitions
 
are generally filed by a U.S. or foreign industry or trade group,
 
or a beneficiary country. Country practice petitions request
 
that a review be conducted to determine if a country meets the
 
eligibility standards specified by the particular practice.
 
Petitions regarding worker rights are usually filed by labor or
 
human rights groups; businesses usually file expropriation,
 
market access and intellectual property rights petitions. To
 
date, no petitions have been filed regarding investment stan
dards. The petition process includes public hearings and written
 
comment periods, and economic advice provided by the U.S.
 
International Trade Commission.
 

Product petitions filed in an Annual Review may request that
 
a product be added to or removed from the list of those eligible
 
for duty-free treatment. An interested party may also request
 
that a beneficiary country receive a waiver for those products
 
which exceed the statutory ceilings of the program, knows as
 
competitive need limits. Under the statutory competitive need
 
provisions, a country loses GSP duty-free treatment for a product
 
if its shipments of the product in the preceding calender year
 
equaled or exceeded 50 percent of the value of the total U.S.
 
imports of the product (25 percent in the case where a country
 
has been found sufficiently competitive in the product) or a
 
certain dollar amount during the preceding calender year
 
($88,878,327 for 1989, or $34,701,235 in the case where a country
 
has been found sufficiently competitive in the product). Each of
 
the competitive need limits were set by Congress, and are
 
adjusted each year to reflect growth in the U.S. economy.
 

Other decisions in annual reviews that are made without
 
petition requests include redesignation, or reinstatement, of
 
individual developing countries for GSP benefits in specific
 
items, and granting de minimis waivers.
 

On the basis of country practice petitions from the private
 
sector the President also examined the worker rights practices of
 
a number of countries durinq the course of the review. By law,
 
the President must tcrminate or suspend the GSP eligibility of a
 
beneficiary if he fincis t~a: it is not taking steps towards
 
providing internationally recognized worker rights to its
 
workers. This requirement ;as added to the law when the GSP
 
program was renewed in 1984. The law defines internationally
 
recognized worker rights t: include:
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1) freedom of association,
 
2) freedom to organize and bargain collectively,
 
3) a prohibition on the use of forced or compulsory labor,
 
4) a minimum age for the employment of children, and
 
5) acceptable conditions of work with respect to minimum wage,
 

hours of work and occupational safety.
 

A worker rights review considers the full range of worker
 
rights practices noted above, and is not limited to allegations
 
made by petitioners. USTR works with Embassy personnel and other
 
responsible officials to collect and evaluate information.
 

A more detailed description of the GSP program can be found
 
in The President's Report to Concress on the Generalized System

of Preferences (February, 1990), available on request from the
 
USTR Reading Room.
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Resources for the Future
 

Agricultural protectionism in the 
industrialized world 

Domesticfarm supportpolicies have re-
suited in inefficient use of agricultural 
resources, lost trading opportunitiesfor 
efficient producers,and distorted inter-
national trade flows-all at great ex-
pense to nationaleconomies. Ironically, 
the countriesthat most oppose liberaliz-
ing agriculturaltrade have the most to 
gainjf'oin doing so. Despite resistanceto 
fundamental reform. the latest round of 
GATF talks offers hopefor reducing the 
costs andadverse effects ofprotectionist 

policies.2 gricultural protectionism is 
not new. In Europe it reaches 
back to the nineteenth cen-

;i-" tury. With some exceptions, 
it has grown steadily as a by-product of 
economic development. In essence, it can 
be seen as an effort to resist and delay the 
adjustments required of the agricultural 
sector to remain competitive with other 
countries and with other sectors in a rap-
idly changing economic environment. 

Estimates of the costs of agricultural 
protection to consumers and taxpayers 
vary, depending mainly on which pro-
grams are included in the definition of 
support to agriculture. According to the 
Organization for Economic Cooperation 
and Development (OECD), which uses 
the most inclusive definition, annual 
consumer and taxpayer costs almost 
doubled between 1979-1981 and 1984-
1986, from 116 billion European cur-
rency units (ECUs) to 219 billion ECUs. 
(The value of the ECU as a monetary 
unit isbased on the weighted average of 
currencies of European Community 
members: debts and credits in the Euro-
pean Monetary System are denominated 
in ECUs.) CostN declined to 140 billion 
ECUs unit in 1988, but in the absence of 
significant changes in protectionist poli-
cies, this decline is likely to be temporary. 

The massive costs of agricultural sup-
port have not brought commensurate 
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benefits to farmers. Less than half of the 
costs end up as increased income in their 
hands. Further, most of the benefits go to 
large commercial farmers who do not 
need assistance. Even on the large farms, 
incomes benefit only in the short run. In 
the long run, high support prices are 
capitalized in the price of land, driving 
up production costs for new entrants and 
for farmers who rent their land. 

The persistence and growth of agri-
cultural protectionism has become one 
of the majo challenges to the General 
Agreement on Tariffs and Trade (GATT). 
While successive GATT negotiations 
have succeeded in reducing barriers to 

omestic farm support 
policies are at the root of interna-
tional agricultural trade problems. 

trade in industrial products, dgriculture 
has been left behind in the process of 
trade liberalization. When the latest round 
of GATI' talks was launched in Uruguay, 
in 1986, governments agreed that do-
mestic policies distorting trade in agri-
cultural products must be brought into 
the negotiations. Indeed, the United States 
and other agricultural exporting coun-
tries indicated that they might not be able 
to enlist sufficient domestic support for 
agreements on other aspects of the nego-
tiations if there was no significant 
progress on liberalizing agricultural trade, 
Yet as the Uruguay Round of trade nego-
tiations draws to a close, resistance to 
fundamental agricultural policy reforms 
remains strong in Europe, Japan, and 
North America. 

The basic reason frr the difficulties 
cxperienced in the tade negotiations is 
that agricultural trade barriers and export 

Fred H. Sanderson 

subsidies are rooted in domestic farm 
support policies that have become firmly 
entrenched in most industrialized coun
tries. High price guarantees to produc
ers-the prevalent method of farm 
support-stimulate uneconomic produc
tion, which has to be protected against 
imports or dumped- abroad, displacing 
exports of efficient exporting countries. 
These countries, in turn, may be led to 
subsidize their own production, or ex
ports, or both (as has been the case in the 
United States and Canada). This further 
depresses world prices and escalates 
budget costs. 

Thus international trade in farm prod
ucts is shaped by the interaction of na
tional agricultural policies. Trade flows 
are distorted and destabilized by such 
policies, and trade becomes a balancing 
mechanism for policy-determined defi
cits and surpluses. The results are ineffi
ciencies in the use of the world's 
agricultural resources; lost trading op
portunities for efficient agricultural pro
ducers; costly and politically dangerous 
conflicts between otherwise friendly 
states; and the erosion of the integrity of 
the multilateral trading system. 

Despite these negative impacts, the 
trend toward agricultural protectionism 
has accelerated over the last decade. For 
the OECD, the level of agricultural pro
tection, in terms of Producer Subsidy 
Equivalents (PSEs), soared from 28 per
cent in 1980 to 47 percent in 1986. (PSEs 
are defined as the net assistance provided 
through market price supports and gov
ernment expenditures, expressed as a 
percentage of total farm receipts.) The 
level of protection is highest in Japan and 
in the European Community (EC). but 
the sharpest increases have occurred in 
the United States and Canada (see figure 
1). Most PSEs declined somewhat after 
1986, not because of changes in policy, 
but because of the recovery in world 
prices that began in 1987. 



Consequences of free trade 

The approach of the 1990 round of 
trade negotiations and a U.S. proposal 
for total liberalization of agricultural trade 
have stirred interest in what would hap
pen if the industrialized countries did 
away with all market-distorting govern-
ment interventions in agriculture. The 
available econometric models agree that 
free trade would increase only modestly 
the total volume of agricultural trade. It 
would, however, redistribute production 
and trade in favor of efficient exporters. 
It would also tend to raise the interna-
tional trading prices of commodities now 
being dumped on world markets. It would 
be wrong to conclude from this that lib
eralization serves the interests of only a 
few traditional agricultural exporting 
countries, with the EC and Japan footing 
the bill. This is not the case even if at
tention is focused narrowly on the farm 
sectors. Because of present high levels of 

protection, North American producers, 
too, would have to accept losses, at least 
in the short term. Furthermore, if con-
sumer and taxpayer interests are taken 

into account, all countries would gain, 
with the EC and Japan reaping the bulk 

of the benefits, 

These -static" welfare gains, due to a 
more efficient allocation of resources, 
provide the most obvious economic jus-
tification for trade liberalization. Al-
though estimates of the size of this social 

Social dividends accruing 
from trade liberalization would 


include more efficient allocation 

of resources and more rapid 

economic growth. 

dividend vary, it probably would have 
amounted to U.S. $30 billion to $40 bil-
lion in 1986 for the OECD countries as a 
whole. If gains to the nonagricultural 
sectors are also counted, the total welfare 
benefits could be over $70 billion. To 
this should be added the unquantified but 
probably even more important social 
dividend that could be expected to ac-

Figure 1. Agricultural Producer Subsidy Equivalents (PSEs) in major 

industrial countries 
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crue from the "dynamic" effects of liber-
alization, in terms of more rapid eco-
nomic growth. 

This is not to deny that there would be 
losers from liberalization within each 

country. In general, producers in highly 

protected countries would lose when 
protection was removed. One estimate,
based on the hypothetical event that all 

developed countries had liberalized si-

multaneously in 1986, puts producer 

losses in the EC and Japan each at $21 
billion and in the United States at $15 

billion. Relatively unprotected producers 
in small exporting countries such as Aus-
tralia and New Zealand would gain from 
liberalization. In the long run, per capita 
farm incomes would tend to recover ev-
erywhere because increased competition 
would accelerate the process of farm 
consolidation and modernization. 

The principal gainers from agricul-
tural liberalization would be the consum-
ers and taxpayers of the most highly 

protected countries. Their gains would 
exceed the losses sustained by produc
ers, thus society as a whole would be 

better off. The consumer/taxpayer gains 
could be used to fully compensate pro

ducers, with something left over to lighten 
the burden on the public. Alternatively, 
producers could be compensated in part.

Realizing agricultural liberalization 

will be difficult, however. At the GATT 

talks in Geneva in 1989, negotiators 
achieved a broad measure of consensus 
for making agricultural policics more re

sponsive to international market signals. 
and providing producer support and pro
tection in a less market-distorting man
ner. Among the proposed approaches for 
achieving these goals are multilateral cuts 
in overall levels of internal support and 
protection; changes in methods of sup
port that would make them less trade
distorting; agreements on specific policies 
and commodities to implement cuts in 
overall support; and strengthening of the 
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rules governing international agricultural 
trade by eliminating exceptions, ambigu-
ities, and loopholes. Each of these entails 
advantages and disadvantages, 

Multilateral cuts 

All major agricultural trading coun-
tries expressed interest in the possibility 
of using, as a target or monitoring de-
vice, a modified version of the Producer 
Subsidy Equivalent developed by the 
OECD. or some similar aggregate mea-
sure of support (AMS) that would sum-
marize in one number the trade-distorting 
effects of the entire complex of protec-
tionist policies affecting specific com-
modities. The AMS approach would 
commit governments to comparable re-
ductions in their levels of protection while 
leaving them with considerable flexibil-
ity in implementing the reductions. Mul-
tilateral cuts in protection would 
strengthen world markets, casing the ad-
justment problems of protected produc-
ers. Once agreement was reached by the 
major agricultural trading countries on 
target cuts, other countries might find it 
more difficult to refuse to participate, 

However, the technical problems in 
reducing all trade-distorting government 
interventions to a common denominator 
are daunting. Agricultural policies in-
volving identical measures of support can 
have very different trade effects. For ex-
ample, supply controls offset to some 
degree-and may even more than off-
set-the output-stimulating effects of 
high support prices. Deficiency payments 
may distort trade less than market price 
supports do, because they do not depress 
domestic consumption. Countries could 
switch from less trade-distorting to more 
trade-distorting policies without affecting 
their AMS. 

In general, the categorization of poli-
cies as trade-distorting or non-trade dis-
torting will be contentious. Heavily 
subsidized stabilization and disaster re-
lief programs, large income payments 
(even if decoupled from current produc-
tion), lavish adjustment assistance with-
out a firm phase-out schedule, producer 
cartels (even those that do not produce 
surpluses for export), and two-price sys-
tems (even if they limit price supports to 
quantities consumed domestically) are 
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all open to challenge because they cause 
substantially more resources to be re-
tained in agriculture than would other-
wise be the case. Furthermore, any 
program that raises domestic market 

prices will not be workable without im-
port barriers, 

The "package" approach 

Because negotiations on the defini-
tion of the AMS are bound to be difficult 
and time-consum.ing, it is iikeiy that the 
negotiators will turn their attention to 
some of the major policy and commodity 
problems. Negotiations will probably fo
cus on identifying "packages" of mutual 
concessions. The packages could include 
domestic policies affecting several or all 
agricultural commodities such as price 
supports, subsidies, and production or 
marketing restraints. Agreements arrived 
at in this way could be integrated into an 
AMS framework, or they could provide a 
fallback should it be impossible to reach 
agreement on a comprehensive solution. 

Without a comprehensive framework, 
the package approach would sacrifice the 
political advantages that countries would 

Reform proposals generally 
i 

involve the replacement of 
output-stimulating producer price 
supports by production-neutral 
income payments or by some 

gain from proceeding together on a broad 
front. It could encourage governments to 
drag their feet on sensitive concessions. 
And it would sacrifice some of the eco-
nomic advantages of an across-the-board 
reduction in protection. 

But there are also advantages to the 
package approach. Governments could 
offer selective concessions or reforms that 
they consider most feasible in terms of 
their domestic politics and available 
policy tools. Trading partners could fo-
cus their requests on policies that are 
most harmful to them. It would be left to 

each trading partner to assess the value 
of any package that might prove to be 
negotiable so as to ensure a rough 
equivalence of concessions among 
countries. Moreover, the package ap
proach would be more compatible with 
divergent domestic policy orientations. 
It would not prevent the United States 
from moving toward greater market oi
entation, or the European Community 
from increasing its reliance on supply 
controls in implementing its international 
commitments. 

Policy reinstrumentation 

The current interest in policy 
reinstrumentation-or the reform of 
policy instruments-is explained by the 
political difficulty of withdrawing all as
sistance to agriculture over a reasonably 
short period of time. Reform proposals 
generally involve the replacement of 
output-stimulating producer price sup
ports by production-neutral income pay
ments or by some form of income 
insurance. However, almost any farm 
subsidy, even if decoupled from a farm's 
current production or not product-spe
cific, will cause more resources to be 
retained in agriculture than are justified 
by comparative advantage. Since the de
gree of trade distortion (which depends 
not only on the general nature of the 
programs but also on the level of subsidi
zation and other specific parameters) is 
difficult to analyze in quantitative terms, 
a new source of controversy would be 
introduced into an already difficult ne
gotiating framework. 

The analytical and negotiating prob
lems are compounded by proposals that 
envisage the decoupling of farm subsidy 
from production only at the margin (that 
is, affecting only production exceeding a 
basic quantity that would remain eligible 
for price support). Nor is it clear that 
decoupling proposals would be more ac
ceptable than gradual across-the-board 
reductions in price supports. Farm orga
nizations are generally opposed to types 
of assistance that would make the nature 
of the income transfers more obvious and, 
hence, more vulnerable to budget cuts. 
Finance ministers, on the other hand, are 
wary of increased budget costs, particu
larly in situations where farm support is 
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noA provided by consumers rather than 
the budget. 

Reform of GATT rules 

Strengthening GATT rules on agri-
cultural trade is a long-standing objective 
tosard which little progress has been 
made in the past. Wide differences re-
main over what can be accomplished. 
The United States and other traditional 
agricult ural exporting countries favor the 
elimination of the exemptions provided 
for agriculture in the GATT. Export 
subsidies would be prohibited and im-
port quotas. variable levies. "voluntar\" 
export restraint agreements. and other 
nontariff barriers vould be replaced by 
fixed tariffs that Aould be reduced si-

multaneouslv with the reductions in do-
mestic support. "Iariffication"-as this 
process is knon-v-ould make protec-
tion more transparent and more readily 
negotiable and make domestic markets 
more responsise to vorld market condi-
tions. The EC and Japan believe that 
special pro% isions must continue to appl\ 
to agricultural trade. The EC considers 
,.ariable levies to be a legitimate means 
of stabilizing internal markets: Japan has 
pleaded for exempting basic foodstuffs 
on the grounds of food securit\. Short of 
a radical reform to eliminate all nontariff 
distortions, an effort could be made to 
strengthen the present constraints on such 
measures so as to make them more effec-
tive in protecting the existing trade of 
other countries against adverse effects of 
domestic support policies, 

Prospects for progress 
The consensus on principles of agri-

cultural polic, reform reached in the 

Ithat 

-brought 

OECD and the negotiations begun in the 
GATT represent the most important at-
tempt ever made to reshape national ag-
ricultural policies and to have agricultural 
trade determined by market forces. 
Whether radical reductions in the level 
of agricultural subsidization and the lib-
eralization of agricultural trade will re-
sut remains to be seen. 

History is on the side of the pessi-
mists. Agricultural protection has proved 
impervious to past efforts to deal with it. 
Although the adjustment costs of reduc-
ing protection would be attenuated if cuts 

"1" 

Taxpayers. consumers. and 

national governments are increas-
in 

gl disenchanted with the ex-
penses. inequities, and failures of 
domestic farm support programs. 

were made on a phased. balanced. 
multicountry. and multicommodits ba
sis, the fact is that the incomes and net 
worth of man\ protected farmers would 

fall if programs that transfer income to 
them were ended. Farmers everyvshere 
are opposed to changes in both the level 
and the form of the subsidies and protec-
tion they enjoy. In addition, agricultural 
policy reform remains hostage to cycles 
in world market conditions. After the farm 
crisis of the first half of the 1980s. markets 
seemed to come back into balance, sup
porting the view on both sides of the 
Atlantic that the present farm programs 
are working and require only minor 
modifications. This attitude dims pros
pects for fundamental policy reforms. 

Optimists find comfort in the fact that 
taxpayers. consumers. and national gov
ernments everywhere are increasingly 
disenchanted with the budgetary expense. 
the inequities, the failures, and the per
versities of the national farm programs 

are the root cause of international 
agricultural trade problems. Competing 
demands on national budgets have 

expenditures for farm support 
under much closer scrutiny. 

The European Community. since its 
transformation from a major importer to 

a major exporter of agricultural products. 
can no longer avoid mounting budget 
costs unless surplus production isbrought 
under control. Japan, acutely aware of its 
dependence on foreign trade and its vul
nerability to foreign retaliation, is relax
ing its agricultural protectionism. Trade 
and budget deficits and falling shares in 
world agricultural markets have made the 
United States more determined to secure 
the benefit cf its comparative advantage 
in agriculture. 

In the final analysis. the integrity of 
the multilateral trading system must be 
an overriding concern. Both the Euro
pean heads of government and the U.S. 
Congress have given notice that even the 
status quo may be in jeopardy if the agri-
Fultural negotiations fail to produce sig
nificant results. Beyond this. another 
failure to address the problems of agri
cultural trade would undoubtedly con
tribute to the spread of protectionism in 
other economic sectors. The fateful con
sequence for the world economy and 
polity isperhaps the best hope for progress 
in agricultural trade and policy reform. K 

Fied H. Sanderson is a senior fellow at 
the National Center for Food and Agri
cultural Policy at RFF. This article is 
exerpted front his introduction to Agri
cultural Protectionism in the Industrial
ized World. published inJuly 1990 h\ 
RFF. 
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URUGUAY ROUND EFFORT TO LIBERAIZE TRADE IN ILES 
COULD MARK IMPORTANT BREAKTHROUGH 

Washington, June 20---Reform of trade in textiles and apparel has become a central issue in the Uruguay Round 
negotiations under the General Agreement on Tariffs and Trade (GATT). In fact, the success of the entire round 
may depend on progress in this sector. The Institute for International Economics today released an update of 
William R. Cline's 1987 study, The Futureof World Trade in Textiles and Apparel, which assesses textile and 
apparel trade over the last three years and critically examines the proposals made by the United States, Japan, the 
European Community, and others in this sector. 

Cline concludes that the Uruguay Round of multilateral trade negotiations offerg a unique historical
 
opportunity to return international trade in textiles and appawel 
to the normal rules of the GA'IT from Lhe current 
regime of quota controls under the Multi-Fiber Arrangement (MFA)--arguably the most trade-restraining 
international agreement for manufactured products. He finds that the most significant aspect of the current 
textile negotiations may be not the choice among the various proposals for trade liberalization, buL rather the 
apparent consensus among the major parties for phasing out the MFA. Readiness of the industrial countries to 
depart from the restrictive quotas of the MFA would mark an important breakthrough in one of the most 
contentious areas of international trade. 

US negotiators have proposed elimination of quotas by the year 2001. For the transitional decade, they
 
have suggested two modalities: 
 global quotas and global tariff rate quotas. They have also noted a third 
alternative of raising levels of existing MFA quotas. Japan has proposed that textile and apparel quotas be phased 
out by 1999. The European Community has proposed that upon expiration in 1991 the current MFA be replaced 
by transitional "safeguard" restrictions, but it has not proposed a specific time limit for elimination of quotas. 

Using the trade and production model from his earlier study, Cline evaluates these proposals. He finds 
that if either the global quota or MiFA expansion is selected, it will be imperative to apply annual average quota 
growth rates of at least 7 percent. Otherwise, protection will intensify rather than decrease over the transitional 
decade, widening the gap between actual imports and their quota-free level. Political pressure would become 
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intense to renege on the commitment to eliminate quotas at the end of the decade. To ensure a smooth transition 

out of quotas, quota growth would have to be 9 percent annually or higher. Over 10 years the additional 2 percent 

annual growth above baseline would close the gap between the actual level of imports and the level expected in the 

absence of quotas. 

Cline estimates that even at unchanged protection levels, the US consumer cost of protection in apparel 

alone will escalate from $22 billion in 1989 to $37 billion in the year 2000 (at 1989 prices). If global quota growth 

is held to an average of only 3 percent, annual consumer costs by the year 2000 will escalate to $65 billion. If the 

rate is held to 1 percent annually as proposed in the Textile, Apparel and Footwear Trade Act of 1990 now before 

Congress, consumer costs will reach $85 billion by 2000. The annual consumer costs of such protection would 

exceed $190,000 per job created. 

Cline's calculations indicate that the tariff rate quota approach would tend to achieve the greatest 

liberalization and the lowest consumer costs. A tariff surcharge for imports above the original physical quota level 

would replace the absolute quota, and the surcharge would then be phased out over the decade. 

If either the global quota or the global tariff rate quota is adopted, it would be highly desirable to exempt 

the industrial countries and the least developed countries (so that the system would be less than truly "giobal"). In 

apparel, these two groups supply less than one-sixth of US imports in any event, and exclusion would facilitate 

achievement of Uruguay Round agreements with Europe on the one hand and with the developing countries on the 

other. Ideally, the tariff rate quota approach would be limited to countries and products currently subject to 

controls. 
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Institution, Deputy Director for Development and Trade Research at the US Treasury, Ford Foundation Visiting 
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States ExternalAdjustment and the World Economy, InternationalDebt: Systemic Risk and Policy Response, 
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Round. 
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TEXTILE QUOTAS ARE FUTILE, STUDY SAYS
 

Washington, September 12, 1990 -- "The textile bill is special interest
 

legislation with costs that far exceed its benefits," concludes a new study
 

from the Cato Institute.
 

Thomas Grennes, a professor of economics at North Carolina State
 

University, reveals the fallacies that underlie a bill restricting imports of
 

textiles that was recently passed by the Senate and is soon to be voted on by
 

the House. "Textile trade restrictions already cost American consumers $20.3
 

billion a year (as of 1986), or $238 annually for every American house

hold. . . . The industry's proposal would tighten quotas and extend them 

indefinitely, but consumer interests would be best served by abolishing quotas
 

immediately."
 

Some highlights of the study follow:
 

* Proponents of the bill argue that the U.S. textile industry needs
 

temporary protection to allow it to respond to competition from lower cost
 

imports. However, "the U.S. industry has benefited from extraordinary levels
 

of protection from imports for more than 30 years. If 30 years is not enough
 

time to prepare for international competition, will 50 be?"
 

* "A consistent finding of all the published studies is that the costs
 

of textile protection far exceed the benefits to protected workers. A typical
 

result is that consumer costs per job saved by import restrictions are more
 

- - more --
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than seven times the earnings per worker whose job is saved. If the welfare
 

of those workers is the goal of the import restrictions, it can be improved at
 

a much lower cost."
 

* "The analogy between international trade and games played on level
 

playing fields is inappropriate. In a game, for each winner there is a loser, 

and the net win for all participants is zero. . . . Voluntary trade among 

individuals, business firms, or countries results in net benefits for all 

participants. Trade does not simply redistribute wealth, it creates new
 

wealth."
 

* "The proper forum for redressing grievances is the GATT, not the U.S.
 

Congress. There is Plso a case for expecting developing countries that belong
 

to the GATT (for example, South Korea) to open their markets for textiles,
 

apparel, and other products the same way developed countries do."
 

* "Country-specific quotas could be gradually converted into global
 

quotas through annual increases in global quotas and decreases in country
 

quotas. Countries exempt from current country quotas would retain their
 

exemptions. The U.S. government would sell quotas in competitive auctions."
 

* "If instead of moving toward central planning, the United States and
 

the rest of the world moved toward greater competition in international
 

textile markets, all parties would benefit. That could be accomplished by
 

phasing out the MFA. A transition period of up to 10 years would provide some
 

protection for the domestic industry. The world textile industry would
 

benefit from its own perestroika, or radical restructuring."
 

"The Collision Course on Textile Quotas," is no. 140 in the Cato
 

Institute's Policy Analysis series. The Cato Institute is an independent
 

public policy research institute.
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PERSPECTIVE ON HOUSTON SUMMIT
 

Make the Rules Match
 
World of Global Trade
 

alone-be negotiated and
ifothier leaders-follow covered for the first time by 
Bush's lead, they can set GATT rulesthe stage meri st o pforAs n po ens

CA the stage for greater also ben strong proponentsgreatcrAmer can companies have 
7 prosperity into the next of reduced Laiffs, improved 

disciplines on safeguards and 
century,_dumping. cuts in trade-dis. 

By JAMES D. M0BINS04 III trng subsidies, better rules 

00shouldsth 

,--


Is 


> 


03the-


0 

p resident 
Uruguay 

Bush has stated that the 

Round negotiations of 


the General Agreement on Tariffs 
and Trade will be his highest priority at 
the Houston economic surrinah The 
President has it right The reform of 


GATT this year offers an extraordinary 
opportnit for the world leaders gath-
ered ir Houston to set the stage for 
greater economic prosperity i the 199s 
and be~ondshould the Uruguay ound
y Round. 
n)named after the country where the talks 
began in 19Kf>receive top priorit at the 
sumrnit Because more than ever, trade 

and producers 
around the world, to national economies. 
to international politics Because trade 

matter-to consumers 

matter. effecti.e rules for open trade 

matter That what the Uruguas Round 
is all about 

Trade has become a malor force in the 
worlds economies Sincc GAI-T .,as 
first signed more than 40 .ears ago. 
world trade has soared from ro.,hlv $G 
bilijon to more than $3trillion a ,ear 

And it has become wore important to 
the United State. as Ac:, Thc tota, of 

onev equat 
one-fourti" of gro-:nationa: product. 
compared %hith ]0'C of GNP 30 years 
ago America is thc ',orld s large''. 

UL'Sexport.-, and lrmpor',. CqUas 

exporter of goods and ser,.'ices Tradep i. 
basis fo-rhipht?.comPelilive Amer;. 

Can industries
the stimulus for Amen 
c:ar,ino~aiion and the source of roil. 

lionsOfAmerican )ob-

Yet. astrade has become more irpor-

Ull.,It .alsobecome a greater source of 
Internationa: tension With the collapse 
of theW"'arsaA Pact. future frictions are 

even Mourt hkels to center around 

economic disputes not militar% ones 

Wilt Ae biread% for this era' Ho, Alill 

a U S -Sovilet patent dispute be defused 

in 1995' What will America do if 

L'S -based insurance companies are 

barred from a robLst Mexican market' 

What will American farmers do if 

they're frozen out of a dynamic. mi,. 

grated Europe' 

That's where GATT comes in Its 

purpose is to set the rules for interna-

tional trade and to resolve disputes 

Seven previous rounds of GA'IT negot , 

ations have sharpls reduced tariffs and 
planted the seeds for a thriving %korld 
trading environment 

But GATT no", needs to be revised for 
a more complex global economy It was 
designed when trade was much smaller, 
and traded goods were mostly, agricul-
tural commodities and natural resourc-
es Today. trade content has expanded to 
include sophisticated services and new 
technologies The Uruguay Round is 
intended to bring GAMl' rules of trade 
up to date with today' s global economit 
realities 

The American business communts 
has had a major role in setting the 
agenda For example, business insisted 
that new guidelines on services-more 
than $600 billion worth of trade in 19R9 

on government procurement. 
a speedier and more effective 

dispute settlement process and the ex. 
panson of GATT disciplines to cover 
intellectual property (patents and cop• 
nghts) and investment 

Major American farm organizations 
have similarl) called for reforms 
Worldwide farm trade subsidies have
 
seriously undercut America's competi. 
tive advantzie in agriculture U.S 
Trade Representative Carla A Hills has 
correctly said that major reductions in 
such subsidie. are the "linchpir.' of aucesul 
s agreement 
No ,.afterfour years of tptense. 

generally productive but at times antag. 
onistic debate among GAT7 s 97-mm. 
ber countries the Urugua, Round is in 
Its final months V,ith a closing deadline
scheduled in December. time is running 
short Trade negotliatur await their 
final instructions From Jul. 23-2, in 
Swi tzerland international negotiators 
will try to make their first tentative 
agreements to lay the groundwork for 
final talks this fall It is a tall order given 
the divisions remaining in so man) 
areas 
Man%, developing countries will onlt

sigr ar, expanded trade agreement ffor 

ser%l s, patents and investment unless 
*,,e.onc nc summit countrie agree to 
pr ide better access for their products
Pt developed countries-v, ith so much 
al stake-seem unwi'llhng to make th( 

hard choil(.,And differences betecr,developed countries over issues like 

agricultural subsidies progressst',mje 

on other ssmues
 

For these reasons clear leadership
 
from the Houston summit is a must
 
President Bush. having alread% called
 
the GATT round his highest priority for
 
the summit, should ask otl'-.i world
 
leaders in Houston to join him in signal
ing the significance of GATT
 

This is the first time that a compre.
 
hensive approach has been the basis of
 
the GAT'T talks-and it ma' be the last
 
If negotiating countries fail in this
 
round the nes, trade patterns and
 
disputes of th, 19W90will be handled
 
unilaterall- or. at best. by regional tradce
 
arrangements Neither of these ap.
 
proacheF is compatible with the glut.
 
alization of industries and trading pa; 
terns now under way Left to these
 
devices alone, trade disputes will tend to
 
escalate into destructive rounds of re. 
tahation and counter-retaliation If that 
happens, international trade will slag. 
nate and the world economy will lose a 
powerful engine of growth That's the 
nsk if the GATT talks fail 

But if the governments at the eco
nomic summit stand sohdly behind a 
new GATT system. the world economy 
can build the strongest platform for 
lasting peace and prosperity 

James D Robinson I/ Lschairman and 
chic! .zecultiv officer of the American 
F-rlress Co and chairman of thrPrr.i. 
dent's Adissor3, Conimittire on Trad 
Pohcy and Aegotiatin. 
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Decision Ti me for Trade Policy
By ERNEST K. PREEG amounts of technical material and gave no indication as to how export All negotiators obviously are po-

July was billed as a critical wide-ranging country proposals subsidies and import barriers sitioning themselves for the final
month for the Uruguay Round of This means that a successful would be reduced Any firm com- horse-trading There was much talk 
multilateral trade negotiations un- conclusion of the Uruguay Round mitments to do so would mean in Geneva about inter-linkages
der the Genera! Agreement on Tar- at the ministerial meeting in Brus- change in the fundamental struc- among Issues and the need to de
iffs and Trade President Bush sels beginning Dec 3 wit: not de- ture of the European Common Ag- velop package proposals GAT Di
made trade liberalization for agri- pend on a backlog of technical ricultural Policy. which the EC has rector General Arthur Dunkel was 
cultural producLs his top priority at preparation, as has often been al- not even begun to consider encouraged to take initiatives in 
the Houston summit and a high leged The negotiating groups, with US actions on inter.al support this direction and he is well dLs
level GATT meeting is Geneva the unflagging support from the GATT prices for dairy products and tm- posed and ably suited to do !o
week of July 23 was expected to be secretariat, already have complet- port barriers on sugar likewise fly But no amount of packaging in 
a ke, ,jnctire for unblocking nego- ed their three years of hard slog It in the face of the proposed House Geneva can avoid the need for po
tiations stalled on several issues is now decision time at the politucal Agricultural C.rmittee farm bill litical-level decision-making in 

In retrospect. the Houston sum- level In caplt.als for increased protection and subsi- capitals In Tokyo, there is the be
mit produced an ambiguous result I also means that the Decem- dies for farmers, ginning of serious discussion about 
and the Geneva meeting was anti- ber ministerial meeting i, a firm Commitments to Liberalize tex- liberalizing rice imports Even
climactic Nevertheless, significant date for ending the round one way tile imports also do not augur weU more seistjve Issues need to be
good and bad news for a successful or the other. A few loose ends could in the United States. where 68 sena- addressed in Washington and the 12 
Uruguay Round resulted spill over into January. but there is tors recently voted to tighten tm- capitals of the EC 

The good news was that the 15 no need for President Bush to re- port restrictions Absent clear corn- At the entrance to GATT head.
negotiating groups working to re- quest from Congress an extension mitmenLs on textile imports, many quarters in Geneva there is a
duce trade barriers produced of his negotiating authority that ex- developing countries won't be wiLU- prormnent sign reading "130 Days
clearly defined Issue "profiles" as a pu-es In May of nert year Now the ing to make corresponding specific Until Brussels " The message re
basis for the four remaining die is firmly and rightly cast for commitments to Liberalize trade in flects both relief and concern 
months of negotiation. December. services ,nd to protect ,ntellectual relief that the long ordeal of the 

The most striking result was for The bad news from the July tal- property. complicated trade negotiation soon 
agriculture, where the report of ly Ls widespread skeptictsm that will be over, and concern that the 
Chairman Aart de Zeeuw, of the the political will exists to take dif- n yet another area, anti-dunp- end result could be meager or 
Netherlands. specified substantial ficult decisions between now and Ing duties are fast becoming the worse. A recurring question in the 
reductions in export subsidies, ti- Dectmber The negotiating group preferred vehicle for a protecton- aLs durng the July Geneva meet

port barriers ard trade-distorting reP.rts indicite that almost all key ist fLx, most notably In the United Ing aas What happens to the world 
domestic support programs The issues remain unresolved The Ge- States and Europe There was little trading system if the Uruguay 
report wps 'commended in Hous. neva meeting simply adopted the inclination in Geneva, bowever, tO Round fails' It is a pertinent ques. 
ton and adopted at Geneva as a reports and pledged to negotiate on tighten the GATT anti-dumping tion for Lop-level consideration in 
means to intensify the final negoti- a more intensive schedule to the code to imt unwarranted Import capitals as well 

months ahead, restraints. Proposals by GATT&LonsStios rDeputy Du-ector Geoeral Charles EYrDW H Preeg holds the WdilJamSimilar reports were adopted Agriculture again is the best ex- Carlisle were criticized from all M Scbol] Chair in International
for the other negotiating groups. ample While EC negotiators directions, and anti-dumping could Busmes at the Center for Strategic
This represented a major accom- agreed to the de Zeeuw proposals become an early casualty on the and loterrnLional Studies in Wash
plishment in synthesizing large as a batis for e-,otiLbiOOs. they Urnuay Round scoreboard. uas. 

http:inter.al
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Solving the GATT Puzzle 
By JAGDISH BHAGWATI 

The Uruguay Round of multilat. 
era] trade negotiations is entering
its last phase it mist conclude at 
the end of the year Reconstituting 
the General Agreement on Tariffs 
and Trade to accommodate the 
changed needs of the world econo-
my is a task of epic proportions It 
is a challenge we cannot fail to 
meet. because the alternatives are 
unilaterahsm, regionalism and oth-er divisive tendencies in world 
trade But how do we make a deal? 

Thore h arao wh areel' 
Thmcore areas on which agree-


merit must be reached provde the
jigsaw pieces to be fitted togetherin an agreement They include the
 
new sector. services, the old te 

newsetor .
estile gricute,the 
tors.textiles
and agriculture, the 


al property and investment meas-
ures. and the old issues, chiefly
safeguards protection against mar-
ket disruption 

The traditional view is that a 
bargain is possible if the develop-
ing countries agree to concessions 
in the new sectors, by accepting 
obligations in the area of services, 
for example, and trade them for 
concessions by developed countries 
in the old sectors, agriculture and 
textiles, and safeguards protection. 
This conception would have bar-
gains cut across sec'ors and issues 

It also would require the devel. 

pline in the new areas with 
complex non-trade dimensions, 
such as foreign investment and in. 
frastructure control Governments 
undertaking reforms in those areas 
will face acute political difficulties 
Hence a deal along tis scenario 
may be elusive. 

Even so, all is not lost There is 

On the new issues, a more flexible approach 
o b i 


cou incorpoated into the GATT
constitution, allowing different layers of 
commitments and rights in services, investmentand intellectual property. 

-_a 

an alternative means for striking a ing countries would agree to
bargain. An agreement could be discontinue their reliance on the
reached using a multi-tiered ap- balance of payments loophole with. 

oping countries to exercise dLsci.limit textiles to the Multi-Fibre Ar-

proach On one level, a binding 
agreement could be reached within 
the traditional province of GATT 
- the trade of goods But on thenew issues, a mrrz flexible ap. 

proach could be irncorpouaL,"d into 
the GATT consti.ution, allowing 
dfferent layers of commitments 

d iii srvices, investment 
.r intellectual property,In goods, both developing and 

developed countries suffer from 
systemic failure of GATT disci-
pline But the failures differ sharp-
ly. The developing countries. 
inplicitly or explicitly, invoke a 
GATT article that provides a bal-
ance of payments rationale for im-
posing trade and exchange 
restrictions But this precludes ef-
fective access to their markets un-
der a rules-based trading system. 

The developed countries under-
mine GATT discipline in other 
ways They exclude agriculture, 

rangement framework and use vol-
untary exports restraints and the 
like to avoid the non-discrimination 
and discipline required by the 
GAI"T rules on safeguards protec-
tion These practices certainly 
harm developing countries 

A bargain within goods there-
fore can be proposed The develop-

in GATr in exchange for the liber-
alization of agriculture and textiles 
and the acceptance of safeguard
discipline by developed c"aitriesHug- gains in trade and in welfare 

would resuii !r2n sucl a trade 
For the new sectors and issues, 

a flexible, multilayered approach 
can be taken For example, in ser-
vices, a compromise is possible.In exchange for welcoming ser-
vices into GATT, the developing 
countries would be offered a 
two-step deal. For an agreed peri- pharmaceutical patents 

forward in The Financial Times 18 
months ago 

In the so-called Trade-Related 
Intellectual Property talks. or 
TRIPs, the continuous talk of "pi
racy" creates gratuitous conflicts 
In fact. the real Lssue dividing de
veloping and develuped countries is 

difference of opinion about the 
socially desirable length of patents 
and their design But again, a com. 
promise is possible 

I would urge the developin,, 
r,,untries to accept TRIPs in,o 
GATT, but with one proviso the 
pact would apply only to signatories GATT-legal trade retribution 

against offending signatories would 
then become available Non-signa
tories would be immune, but nei
ther would they receive the 
benefts Thus, if India abstained.its software would be subject to 
unprotected "theft," just as India 
offers limited protection to our 

od, varying by sector and country,
they would .c,.r'pt"quantity" obli-
gations to increase imports For 
example, they might be required to 
allow five more foreign banks into 
tbeir country annually 

But they wouldn't have to ac-
cept the feared "rules" obligations 
that might force them to allow all 
banks in, subject to regulatory 
rules At the same time, the d'nvel-
oping countries would enjoy rules-
based access in developed coun-
tries 

At the end of the "breaking-in" 
period, however, they must shift to 
rules-based obligations or lose their 
rules-based rights in developed 
countries The GATT Negotiating 
Group on Services virtually has 
adopted this proposal, which I put 

Accepting this flexible approach 
would rquire creative leadership 
from all negotiators. most of all 
from the developing countries and 
from the United States. where mii
tant positions are pushed energeti
cally by powerful lobbies and by a 
turbulent Congress

But U.S Trade Representative 
Carla Hills has shown great politi
cal acumen to date Getting Con
gress to accept this flexible deal, 
on which further progress can be 
built down the road in this century.
is not beyond her skills. 

JagdLsh Bhagwati. a professor of 
economics at Columbia Unversitv. 
is the author of the forthcoming
book. Multlateralhsm at Risk 
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GATT Opens Doors for Banks 
By SHERMAN E. KATZ thoritles would not be prevented atlon agaira.t banking for unrelated would help establish as basic obli-

Amid the flurry of reports about from taking 'reasunable actions" trade barriers such as limits on gations key principles, such as the 
higher profile subjects in the Gene- on prudential or fiduciary grounds. imports of citrus products. Treas- right of establishment and national 
va trade talks, such as agriculture Under the proposal, differences ury believes that to preserve the treatment. Three and a half years
and textiles, some U.S. banks may over the meaning of that term relatively open current global fi- of negotiations so far have failed to 
not see the coming competitive would be left to a specila dispute nancial system the banking sector produce wide consensus on such 
challenge and opportunity present- settlement mechanism for financial shouldn't be drawn ,nto disputes principles.
 
ed by a global agreement on finan- issues, about beef, rice, textiles or semi- But if consensus can be reached,

cial services. In Treasury's view, only finance conductors. Treasury wants to be sure the ap-


Such an agreement, now taking ministry officials, presumably ex- Finally, the prosL.,'d agreement plication of these principles is 
shape under the General Agree- pert in the finncial services field, would allow any country to deny spelled out in detail in a sectoral 
nent on Tariffs and Trade negotia- would decide such issues. Under the benefits of a liheralization agreement on financial services. 
tions for a framework agreement existing dispute settlement proce- agreement to a country that has That's why Treasury put forward 
on services, would make it easier dures, trade ministries try to op- not liberalized its own financial Its osn sectoral proposal, which 
for banks from the United States takes into account some of the 
and other countries to establish op- unique aspects of the global finan
erations elsewhere in the world. FUL cial service system, before the 

This summer Treasury Depart- r framework agreement even has 
ment negotiators in Geneva have been negotiated. 
circulated a draft proposal for an i r -- - It's ironic that the United States 
agreement designed to liberalize irr istking the lead in seking to 
trade in financial services while liberalize trade in financial serv
safeguarding appropriate regulato- ce at a time when many of the 
ry authority. The draft would give U.S. banks previously active out
foreign financial institutions, In- side the United States have been 
cluding banks, securities firms and withdrawing from the field. Of
insurance companies, the right to tiAlXD ' course, much of the explanation for 
establish and operate on terms no that withdrawal lies with troubled 
less favorable than those applied to Third World-loans, as well as prob
domestic institutions. lems in the energy and real estate 

In Treasury's view, simply Riv- •sectors. 
Ing foreign banks identical treat- But U.S. banks continue to enjoy 
ment to domestic banks would not significant competitive advantages
be enough. So the proposal also over their foreign competitors in 
would require "equality of competi- 2 o.~ ,' areas such as new product develop
tive opportunity" to avoid situs- ment and efficient delivery of serv
tions where both foreign and do- point knowledgeable persons to re- services sector. Treasury believes ice to retail customers. Since many
mestic banks are barred from solve these disagreements, but that countries should not get na- U.S. banks recently have been 
entering a market already domi- Treasury believes appointment by tional treatment in the U.S. finan- struggling for financial soundness, 
nated by domestic firms. finance ministries is more likely to cial services market unless they now may be the perfect time for 

Treasury also Includes related get disputes resolved properly, provide others the same legal some long-term strategic planning.
provisions, such as a requirement The U.S. Trade Representative rights. At the moment the United Global liberalization will pro
to permit payments and transfers hasn't accepted Treasury's view States is alone In this view among vide an unprecedented expansion of 
related to banking and the tempo- because of its potential to create a the 13 negotiating parties. opportunities. If U.S. banks aren't 
rary entry of personnel essential to precedent for special dispute D~et- In addition to these thorny qu- planning to take advantage of those 
establish and begin the operation of tlement. That could complicate lib- tions, a very basic question re- opportunities, our competitors in 
a bank, to ensure that the right of eralization in many other services mains open. Should a financial Europe and Asia certainly will. 
establishment is truly meaningful. sectors under negotiation, services agreement be Integrated Sherman E. Katz practices interna-

At the same time, Treasury's Treasury takes its case for sepa. into a more general, so-called tonal law in the Washington office 
draft tries to preserve adequate rate and distinct treatment of fi- framework agreement on services of Couderf Brothers. A number of 
ground for bank regulators to act nancial services one step further, now under negotiation in Geneva? internationalbanks are among his 
when necessary. Regulatory au- The proposal would prohibit retail- This framework agreement clients. 
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Textile Bill: Unfair and Unneeded
 
By Carla A. Hills 

WASHINtION 
, Che only good thing to 

say about the textile 
bill that passed the 

House yesterday is 
that the margin of ap-
proval fell short of theiwo-thirds needed to override an al-

iust crtaun Piesidentiat 'ett. 
In all other respects. the bill is a 

disabter It would expand three dec-
ides of protectionism, not only rats-
ing' already artificially high U.S ap-
parel prices but also undermining
global trade negotiations, now near-
tng completion in Geneva. 

The bill. which would apply quotas 
tonew items and make existing pro-
tet-tions permanent, would badly hurt 
LtIsuniers, particularly at lower in-
coce levels. During the next five 
years, Lcxtile and apparel protection 
would cost about $160 billion, taxing 
every family of four about $2,600 a 
year. 

What's more, the added protection 
is unnecessary. Economic indicators 
show that the U.S. textile and apparel 
industries are doing well. 

Domestic shipments were up 7 per-
cent and exports were up 27 percent 

..... 

Carla A. Hills is the U.S. Trade Repre-
sentutive. 

III 1989I. IaCt ltilt.' dii IUtItIIg .,l i--
all-line high a higher te. iii fact. 
than the tver*age- for ait U.S iaou 
faclurers. Unemployment in the 
major textile producing states is gen- 
erally lower than the national aver-
age. 

Worst of all, the legislation violates 
our international commitments 
uotder the General Agreentei, on Tar-ufis and Trade, the Multi Fiber Ar-
iongement and individual agree-
ments with 38 of our trading partners. 

Thus, at the very moment we are 
seeking to forge an historic alliance 
to confront Iraqi aggression, we are 
telling our allies that the U.S. is will-
ing to ignore its International obliga-
tions. Indeed, the bill would violate re-
cent agreements with Turkey and 
Egypt. two countries indispensable to 
our international efforts in the gulf. 

Passing the bill also sends pre-
cisely the wrong message at a time 
when we are trying to convince other 
natios to dismantle their trade bar-
riers. Approving such protectionist 
legislation after four years of negoti- 
ating to open world markets will be 
seen as the height of hypocrisy - ti 
essence saying to the world "Do as 
we say, not as we do." 

In Geneva. where negotiators are 
in the final stages of the Uruguay 
Round of talks on a new G.A.IT.. 
agreement, we are urging all nations 
to open their markets so that trade 

- -nn.ally, 

In effect, 
the measure 
puts a tax 
on
O 
every ffm . 

can expand. But on the verge of com-
pleting [hs iagreement to open others' 
doors, we are (losing our own. 

If the bill were to become law, the 
Uruguay Round would collapse, with 
staggering economic costs. We would 
lose the $125 billion in increased U.S. 
OUtl)Ul we exi)ect to gain in the first 
year alone fiui greater access to for-
eign markets, the $60 billion that U.S. 
enrteprenturs lose annually from the 
theft and counlerfeiting of their ideas 
would contnue to grow out of 
control. 

New markels would be iost fur U.S. 
services firms, which export $90 bil-
lion annually and create 9-out-of-10 
new jobs. We would lose the oppor-
tunity it get an agreement opening 
world markets to investment, which 
helps generate more than $240 billion 

or two-thurds of towal j.S. 
exports And we would lose the 
chanie t brI,,g [he duvelopeg wui IId 
into the global trading system, which 
could increase U.S. exports by as 
much as 50 percent, or $200 billion. 
between now and the year 2000. 

Beyond the economic tragedy of a 
failed Uruguay Round, we would 
squander a vital, proven framework
of internattonal collaboration. The 
collapse of the round would lead 
inevitably to increased protections 
and political instability. 

Failure to come to an agreement 
also could destabilize poorer nations, 
including the emerging democracies. 
Without an agreement, these nations 
will continue to be drained by the 
costs of protections now imposed on 
them - costs that total two-and
a-half times the aid they receive. 

How tragic it would be if the reform 
governments seeking to replace com
mand economies with market-or
ented systems were to fail because of 
restrictions erected by the world's 
tradi.g nations, and were then -e
placed by authoritarian regimes. 

The Uruguay Round presents 100 
nations with the extraordinary oppor
tunity to forge a new trading system 
that could trigger an economic ren
aissance. The 1990 textile bill risks all 
that. Those who are selling it to the 
American people are trying to pull 
the wool over their eyes. LI 
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Fine Print Threatens Exports 
By GILBERT E. DWYER of product standards and are seek. di Arabia or the countries of the Department's National Institute of 

Picture this The federal govern- ing Western assistance to develop Gulf Cooperation Council. which Standards and Technology to cor
ment learms that several of Ameri- them automatically adopt Saudi stand- rect the problem got started carli: 
ca's most powerful economic rivals Case In point The governm& -, ards - all becaue no one waa er this year A procedure for re
- Japan. France, Great Britain of Saudi Arabia first invited US. present to argue for the US. volt- view of proposed standards by U.S. 
and West Germany - are financ- and European nsistance In this age standard industry and standards organiza
tog efforts to influence developing area some 17 years ago West Ger. In India, wbere $40 billion will Lons is now in place. Interested 
nations to erect trade barriers many. Great Britain, France, Aus- be spent on telecommunications parties In the United States have a 
again3t US imports. tralia. Japan and others responded equipment during the next decade, mechanism for registering com-' 

flow does our government by sending ad- menrits recommendationsreact teams of standards Europeans have spent over 110 mil- and with 
to such a revelation? What mesa- vtlers to Riyadh to work with Sau. lion to ensure that locally made standards writers Saudi standards 
ures do the president, the Congress, di Arabia Specification and Stand. electronic components meet Euro- writers will be trained In the Unit
the Commerce Department take to arda Organization, which plans pean specifications. Meanwhile, Ja- ed States to gain familiarity with 
counter the move and protect eventually to develop more than pan's Ministry of International U.S standards processes 
America's international trade? 42,000 technical standards,. The Trade & Industry has technical ex- It is hoped that the Saudi proj. 

Almost none. United States declined several InvI- perta working abroad on five na. ect will serve as a model that cam 
In fact, this sconaro has existed tations. tions' standards programs, and has be expanded to other countries re 

for more than 15 years. Our gov. Since 1973, the Saudi organixa. even brought standards personnel qumetin US help in developing do. 
ernment, until recently, has done tion's foreign advisers have helped from 28 developing countries back mestic standards. But expansion of 
little to combat it. As a result, it adopt more than 400 mandatory to Japan for language and techni- the program will depend on the 
American products soon may be standards, some of which now ex- cal training resources made available. 
shut out of some foreign markets, clude certain American electrical In the main, U.S. bualness and Unfortunately, the United States 
unless our government and indus, and chemical products and threat- government leaders recognized tbO does not have the hiatory of pri
try step up efforts to keep some en to bar many others. importance of product standards as vats/public sector cooperation that 
harmles-looking regulations from Following recommendations a potential ally or enemy, but is driving the export machines of 
becoming effective barriers to from European tearas, the Saudis failed to create programs that count-ies like Japan and Weat Ger-
American exports. adopted the European electric volt- gave the United States a voice in many Therefore, It may be neces, 

These regulations are kncvrn as age standard of 127volta This per- shaping other countries' standards. sary to Invent one Congress pres
technical product standards They mits imports of European and Jap- Essentlally, government and tndus- ently Is c9rsidering appropriations 
govern the uniformity, material aneze power equipment, which is try could not agree on whoze Job It under the new American Technolo
and performance requirements for rated at 125 to 130 volts, but ex- was to promote US product stand. gy Preeminence Act, passed in 
all goods sold within a particular cludes American products with ards abroad and who would pro- March, which would provide funds 
country, covering everything from their 110-120 voltage rating. Hence, vide the funding. to match private- ector contribu
the shelf life of chicken to the no more American-made electrical In Saudi Arabia, a Joint effort of tiots to pilot projects such as that 
length of air conditioner cables, equipment will be accepted in Sau- US companies and the Commerrce In Saudi Arabia.
 
With a few exceptions, these regu- It Is no locier enough to talk
 
lations are established and en- - about *protectlnf Ametricas share
 
forced by national governments, , , "7),) of international markets. Busaneo 
which can bar any import that does Rod government must work togeth; 
not comply. er to develop mechanisms that ac-

In most industrialized nations, - ".=..-- ' .- - tively promote products and e_
product standards have evolved vices overseas. In the case of 
over the course of decades, and product standards, this means help
continue to evolve as new technolo- Ing to shape the rules and define 
gies and new products are intro- , = Af._.1' the "playing field" before the game 
duced There are also several sig- gets under way. 
nificant International standards f etoy 
organizations which to l . oftry main- Gibet Dvrw is president
tain and in - 6- the AnmHecan/Saud aorder "harmony" the - 4c4,4 Roundtable, 
standards field US. indust-y group working to en.. 

However, many developing na. "Ta the difference botwen me and hance business relations betweeil 
tions still lack comprehensive sets you. I have a positive attitude." the United States and Saudi Arabia. 
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'How Mexico Should Talk Trade
 
By ROSEMARY PUGH PIPER 

In positioning Mexico for free 
trade talks with the United States, 
much can be learned from the bi-
lateral negotiation process that 
preceded the Canada-US. free 
trade agreem-ent of 1988. 

The Canada-U.S free trade 
agreement offers benefits in both 
its symbolism and real effects. It 
eliminates nearly all tariffs be-
tween the two countries over a 10-
year period, including such protect-
ed sectors as textiles, clothing, pet-
rochemicals and steel. It relaxes 
regulations on bilateral investment 
and addresses other important hi-lateral~~~~ea issuld
lateral ispsues, including energy si- ad Trade. Several provisions in 
curity, temporary immigration andin 

ed States buys over 70% of Mexi-
co's exports. Canada buys less than 
4% Canada has not invested much 
in Mexico. which could ue its a-
pertise in such areas as mining. 

Also, Mexico and Canada are 
deeply dependent on the same in-
dustries, such as autos, agriculture, 
mining and beer. Neither country 
should like to see the other negoti 
ate a more favorable trade deal 
with the United States governing
such products. 

2. Incorporate GA7T. Follow the 
Canadian-U.S. example and ground 
the agreement in the principles of 
the General Agreement on Tariffs 

bilateral code to govern subsidy 
and anti-dumping practices. Cana-
dian officials were able only to 
convince the Americans to study 
ts issue. 

Nonetheless, the Canada-U.S, 
agreement brought significant ben-
efits to Canada in this area. For 
example, It established a binational 
pnel to consider cases, imposed 
strict -.e limits on the review 
process and made the panel's judg-
nents binding. 

4. Take advantage of U.S. Iast 
track" procedures. The 108 U.S. 
trade law authorized the president 
to enter int bilateral agreementsen rygainstiaerlage me t 
negotiated under a "fast track" ap-

customs fees In perhaps one of its 
more important contributions, it in-
troduces an innovative bilateral 
dispute settlement mechanism that 
may serve as a model for multilat-
eral trade negotiations 

In some ways, an agreement
with Mexico will be easier to reachthan the one with Canada Mexico. 
thannottheae wfittha ne tMex 
does not have to fight the intense 
regional battles that continually 
tied the hands of the Canadian ne-
gotiators. And the United States 
has much more at stake in helping
Mexico grow, or perhaps more ec-
curately, has more to lose becau.e 
of Mexico's failure to grow. 

Still. the talks are bound to be 
difficult Here are some points the 
Mexicans should keep in mind: 

1. Be suren o include Canada. An 
agreement including Mexico, Cana-

da and the United States would 
create the largest free trade area 
in the world. But the United States, 
with 240 million peop't, is more 
than twice as populous isthe other 
two nations combined itoth Mcxir-n 
and Canada could use an ally to 
keep their powerful neighbor in 
check, 

Canao. like the United States, 
complements Mexico in terms of 
its very different demographic pic-
ture and its wealthy consumers In-
cluding Canada in an agreement 
also would enhance Mexico's pros-
pects of diversifying its trade and 
foreign investment. While the Unit-

Shares o US Imports, 1988 
(As Porcentago of Total Imposs of Each Catogory) 
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the U.S.-Canada accord embody the 
exact language of GAT or even 
tighten the language and give it 
some enforcement power. Although 
Mexico joined GATT in 1916, it has 
been given nine years to bring 
rome of its policies in line with 
GATT rules. A Mexico-U.S-Canada 
accord could be one more step in 
Mexico's progression to full adher-
erce. 

3. Be flexible with your goals. 
Canada entered into negotiations 
with the Americans in reaction to 
threatening 'unfair trade" laws, 
among other reasons. It sought an 
agreement that would establish a 

proach. Under this special proce-
dure, Congress agrees not to re

view an agreement line-by-line
after the negotiations are finished 
and, in exchange, the president 
promises to include Congress in the 
negotiating process. This provision 
helps keep a potential agreement 
from being sidelined by special in-
tercst groups in the ratification 
process U.S law will have to be 
amended to extend "fast track" 
procedures to trilateral negotia-
tions 

5. Emphasize "national treat-
ienf language. Like Mexico, Can-
aa is very concerned about any 

agreement that potentially in
fringes upon its independence. Con
eequently, the U.S-Canada accord 
relies heavily on the principle of 
.national treatment." allowing
each country to have different laws 
as long as those laws are applied
equally to domestic aid foreign
f oods and investment A trade ac
cord based on national treatment 
would not require that Mexico pat
tern its laws after those in the 
United States. 

6. Pre-empt future protection
ism. With respect to foreign invest
ment, Canada secured a provision 
prohibiting any future legislationdiscrimdiat 
that would discriminate against 

the United 
States, a major success given in
creasing hostility in the U.S. to
ward foreign investors In areas 
where negotiators could make no 
progress, Canada and the United 
States agreed at least to prohibit 
any new impediments to trade. 
With the rising trend of protectionism in industrialized countries and 
the expansjon of Mexican trade,
these sorts of provisions alone may
mk eioU.-aaaare 
make a Meco-U.S.-Caada agree

wr hi 

7.Offer minor concessions to do
mestic groups To 
date. Mexico's reforms under Pres. 

Carlos Salinas de Gortari 

have been accomplished in the face 
of opposition from local special in
terests Through negotiations to
ward a North American free trade 
area, Mr Salinas moves the reformdebate out of the domestic political 
arena 

Nevertheless, concessions may
be needed to appease special inter
est groups. The Canada-U.S Free 
Trade Agreement granted favor
able provisions tn such industries 
as automobiles, logs. unprocessed 
fish and beer These small excep
tions, which mock the title of the
accord, may be the price that must 
be paid for the more substantial 
free trade benefits of the overall 

Agreement. 
Rosemary Pugh Piper is a re. 
search fellow at the Huason nsr
tute. Indanapobs 
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PERSPECTIVE ON ThE EMBARGO 

Hunger Shouldn't Be a Weapon 
'pie from going hungry. Viola- defeating even for immediate strategic 

Not only is a food tion of this principle would purposes. 

blockade immoral, it almost surely erode support Of course, the blocking of Iraqi exports 
for the blockade, divide the constitutes an indirect use of food as a 

could backfire, costing international community and weapon because it cuts off a financial 
the United States much make a sustained and success- lifeline and imits Iraq's ability to pur
international support, ful effort more difficult. chase food. The blockade of Iraqi imports 
__A hunger- or !amine-pro- further restricts its access to food, but 
By ART|Ufl si W yoking food blockade would the action of the U.N. Security Councilespecially invite erosion of draws a clear line: Civilians must not be 

support from within the Arab forced to go hungry and life or health 
eldom has the temptation to use world, where that support is most vul- must not be jeopardized. President Bush 
food as a key weapon been so strong nerable and where Hussein is already should publicly promise to respect that 
as it. is in the case of Iraq. But the exploiting a widespread impremion of the distinction, so there can be no doubt that 

temptation should be resisted. United States as a foreign imperial power in the heat of confrontation we will do 
Iraq is particularly vulnerable to a food propping up oil barons who keep the what is right, not what may seem 

blockade. The nation is dependent on masses of Arabs impoverished. If we expedient. 
imports for 75% of its food, and President were to win in a showdown but emerge One cannot be mure of outcomes. It is 
Saddam Hussein. having nderestimated in the minds of Arabs as intruders willing remotely possible that a tight food block
the internauonal reaction to his aggres- to starve them to obtain cheap oil, the ade in violation of the Security Council 
sion, appears not to have taken extraor- long-term consequences would almost resolution wouiu bring Hussein more 
dinary precauuons to stock food. The certainly turn against us. quickly to his knees and have none of the 
country is already beginning to feel the We can assume that American hos- unintended consequences named above. 
pinch, and Hussein has sternly warned tages and those from other countries But that is not a chance worth taking or 
that the hoarding of food by merchant is participating in the blockade would be worthy of us. Far better-even if it 
a crime to be punished by death. Al- among the victims of hunger--an ex- means a longer, more costly struggle-to 
thoug t the U.S. Department of Agrocfl- ceedingly difficult postire for us to stay on high moral ground and honor the
suppliestiads hats hol nablen oe maintain on purely political grounds. principle that food is a right and should
supplies and harvests should enable the In uhort, the prospect of wldespread not be used as a weapon. The interna
leaqt several months, the anticiption of hunger in Iraq and Kuwait-abhorrent in tional mandate must be respected.
widespread hunger could bring a quicker its own right-beamed into households
conclusion to the crisis than the shorig- and villages around the world each day Arthu Simon is president of Bread for es themselves warrant. by television would diminish respect for the World, a Washington-baed dtlizens 

Further, Humseein is not only a blatant the United States and probably be self- lobby. 

aggressor, but a dangerous and ruthless 
head of one of the world's more powerful T2GS7'X RE 0i:T1, O OT 
war machines. He has used poison gas /oOU& VAMCM 6(r ThYK$7f, 
against Iran, as well as against Kurdish you9 6LrVo way .
 
rebels in his own country, and has 10#V AD/ kCIP0
 

threatened to use it aganst Israel. In ,
 
addition, he is believed to be only a few ... _ __
 
years away from fully developing nucle
ar weapons.
 

Given these realities, clearly now is 
the time to stop Iraq, and if a total . 

blockade of food will help to do so, why 
not impose it? 

The reasons for not doing so are / 
compelling. 

Food is a basic human right, acknowl
edged to be so in the Universal D,-clara
tion of Human Rights and by over
whelming vote of the U.S. Congress in 
te 1976 Right to Food Resolutin To 

use it as a weapon against innoent 
civilians is morally abhorrent and would 
quckly be seen that way if Iraqis began , ,j : "" /i 
to starve. Why hand this moral argu- " 5,
 
ment to Hussein? "V " , I
 

Success in our response to Iraq, espe
cially in a protracted standoff, Is depen- . 
dent upon maintaining unified interna- ~__
tional suipport. U.N. Security Council - '-

Resolution 661 supportin'g the blockade - _.- - "-
explicitly exempts "supphes intended --
strictly for medical purposes, and, in 
humanitanan circumstances, foodstuffs." 
Any blockade of food must make an 
exception for shipments to prevent peo
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the Board of Governors of the Fund
 

Mr. Chairman, Governors, Ladies and Gentlemen, I welcome you to our
 
Annual Meetings, and in particular I would like to extend a warm welcome
 
back to Czechoslovakia, which played an important role in the early years of
 
the Fund. I welcome also the delegations of Bulgaria and Namibia which will
 
become members during these Meetings and the delegations of Mongolia and
 
Switzerland which have applied for membership. Welcome, also, to our
 
special invitees from the Soviet Union.
 

The prospects for the world are cloudy, at the end of this summer, but
 
let us pause a moment, and Join the celebration of the people of Namibia,
 
who have reached the end of their long road to independence; express our
 
whole-hearted readiness to support the Eastern European countries in their
 
efforts to reform and participate more actively in the world economy: and
 
congratulate our German friends for creating the vision of a peaceful and
 
unified Germany, by the momentous step they will take on October 3rd.
 

The extraordinary developments in Europe, the recent spread of
 
democracy in every continent, and the progress by many countries in their
 
economic strategies, had led us to look forward confidently to the future.
 
But the crisis in the Middle East has reminded us all that peace is fragile
 
and that economies are always vulnerable.
 

So let us address three questions this morning:
 

How to face the crisis?
 

What policies are needed to keep the world economy on a trend of
 
sustainable growth?
 

How to'improve the trade and monetary system?
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I. The Fund must be prepared for the unexpected, and give confidence
 
to its members that it is ready to help meet the financing needs associated
 
with their efforts to adjust to new circumstances.
 

The impact of the Middle East crisis will be adverse for most of the
 
Fund's membership. They will experience both lower growth and higher
 
inflation this year and next, than would otherwise be the case. Provided
 
the situation does not deteriorate further, our best estimate is that it
 
will remain manageable for all of the industrial countries and most of the
 
developing countries.
 

While we should not overreact to the crisis, we have to recognize that
 
a number of countries are especially harmed by the crisis. They deserve
 
special attention. They include some of the least developed countries,
 
several developing countries that are heavily dependent on oil imports, and
 
the countries of Eastern Europe that are at a particularly vulnerable stage
 
as they embark on major systemic reforms and will be affected simultaneously
 
by the shift to world prices for intra-CMEA trade. These groups of
 
countries are expected to feel a severe adverse impact, compounding
 
seriously their existing difficulties and reinforcing their need for strong
 
policies. They cannot cope with the additional burden on their own. This
 
is a time when the international community of nations, in a spirit of
 
solidarity, should come together to extend and coordinate its ansistance.
 

The Bretton Woods InstitutLions will do their share. For the Fund, I do
 
not propose the creation of any new oil facility. The Fund has the
 
adaptability needed to cope with a situation of this sort, with its existing
 
facilities. Our resources are, at present, adequate to enable us to look
 
after the expected needs of the bulk of our members: and they will remain
 
so for some time when the agreed quota increase comes into effect.
 
Nevertheless, some strengthening of existing instruments could enhance the
 
speed and flexibility of the Fund's response and make more effective its
 
assistance to the membership.
 

I am particularly concerned about a limited number of countries for
 
whom the regular credit facilities of the Fund are too costly. Comwon sense
 
suggests that we should be prudent about extending such financing to
 
countries that might experience difficulties in servicing such new debt. I
 
am satisfied that the Interim Committee has invited the Executive Board to
 
develop expeditiously the modalities of "adaptations of its existing
 
instruments." And they have asked us "to take account of the requirements
 
of current circumstances in tailoring members' access to Fund resources,
 
including ways to address the problems of certain members in servicing such
 
debt." I share the Committee's hope that all members that are in a position
 
to do so will collaborate in these efforts. For these hopes to be
 
translated into action, we will need financial contributions from each of
 
these members, and urgently. It is with some hesitation that I once again
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request their contributions, especially since they are subject to other
 
demands. But how could we do otherwise? The IMF has been created to help
 
avoid situations in which members are obliged to restrict drastically their
 

Lmports or, to quote the Articles of Agreement, to resort to measures
 
"destructive of national or international prosperity." In the absence of
 
such financing, what else could these couuLVles do? Therefore I am
 

confident that the Governors of countries that are able to contribute will
 
bear in mind the high leverage of their contributions, both in promoting
 

good policies and in catalyzing financing from other sources.
 

Our collective response to the present crisis will produce only short
lived benefits, however, unless it is accompanied by an unflinching resolve
 
by members, particularly the major industrial countries, to maintain sound
 
economic policies. This is the essential precondition for restoration of a
 

healthy global environment.
 

The industrial countries face this heightened challenge at a sensitive
 
time--when concerns are being expressed in some of them about both a
 
possible recession and an upsurge of inflation. In the immediate future,
 
their objective must be to resist inflation and to improve the prospects for
 
sustained non-inflationary growth. The developments of recent weeks give
 

increased importance and urgency, not less, to the implementation of a
 
strategy to contain inflation and raise national and global saving and
 

investment.
 

In these circumstances, a relaxation of monetary policy would yield
 
neither an enduring reduction in interest rates nor a lasting improvement in
 
employment. Instead, the market's concerns should be allayed by providing
 
clear and credible signals that the authorities are determined to reduce
 
inflation. Market confidence in the authorities medium-term strategy can
 
help the recovery. This is the surest way to improve the prospects for
 

growth.
 

This being said, the increased demand for resources associated with
 
unification in Germany and reform in Eastern Europe, together with the
 
pressing needs of the indebted countries, underscore the importance of
 
increasing world saving. Serious consideration should be given to the
 
removal of distortions that discourage private saving. However, the most
 
effective way to boost national saving would be fiscal consolidation,
 
particularly in those countries where fiscal deficits remain high, such as
 
the United States, Canada, Italy, and several of the smaller industrial
 
countries. A particular urgency attaches to the decisions to be taken in
 
the US budget summit in the next few days which should make credible and
 
lasting reductions in the fiscal deficit and strengthen the budgetary
 
process. A reduction in the absorption of saving by governments of
 
industrial countries would tend to lower interest rates, thereby encouraging
 
private investment and helping to reduce the debt-service burden of
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developing countries. This must be a key component of a medium-term
 
strategy to reduce and reverse the net transfer of resources from the
 
developing to the industrial world.
 

II. I am struck by the similarity of economic strategies followed by
 
the more successful developing and industrial countries. The following main
 
elements are commonly found:
 

o policies are pursued steadfastly within a medium-term framework and
 
with the focus on producing sustainable growth, low inflation, and a viable
 
balance of payments. The government seeks to create and maintain a sound
 
economic and legal framework that is conducive to growth.
 

o financial policies maintain firm discipline at both the macro- and
 
micro-economic levels. In particular, fiscal policy aims at controlling
 
expenditure effectively, at raising revenues in ways that minimize
 
distortions, and at avoiding troublesome fiscal deficits. Monetary policy
 
strives consistently to bear down on inflationary pressures.
 

o governments attempt to control expenditures effectively, and to
 
allocate resources in accordance with society's priorities. Increased
 
attention is given to the quality of expenditure. By this I mean that more
 
value is given to expenditures on health and education, for example, that
 
help develop that most precious of resources, human capital. More
 
scrupulous care is given to protection of the most vulnerable members of
 
society, through provision of adequate safety nets. Preservation of the
 
environment is increasingly recognized as essential to the future of our
 
planet and all who live on it. And the citizens of many countries are
 
becoming more critical of expenditures that are clearly wasteful or
 
counterproductive.
 

o structural policies are designed to enhance the productive capacity

and efficiency of economies. Here the range and diversity of measures is
 
very wide, reflecting the special circumstances of each country. But we see
 
recurrent themes: reform and simplification of tax and subsidy systems, to
 
create an incentive structure that encourages work, saving, and productive
 
inv _stment: a removal of excessive regulation, and a reduction of
 
bureaucratic red tape: in many cases, privatization of state enterprises,
 
and removal of the government from direct participation in commercial
 
activities that can be more efficiently performed by the private sector:
 
and a greater exposure of the economy to international trade and
 
competition.
 

o governments of many countries have been pursuing reforms of the
 
financial sector, to iaise saving, improve intermediation, and allow a
 
higher level of investment. Deregulation of the financial sector can
 
produce major benefits, but it can also pose serious dangers. It should not
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be implemented in ways that allow unsound practices to flourish. Therefore
 
deregulation should be accompanied by active supervision to enforce proper
 
scandards of behavior, transparency of transactions, disclosure
 
requirements, and adequate prudential standards of capital adequacy.
 

Taken together, these elements amount to a substantial change in the
 
role of government to give more scope to market forces. In some cases it
 
results in a reduced role of governr:it, but in all of them the emphasis is
 
on better government.
 

Let me comment now on policies in three groups of countries that
 
presently face challenges of historical magnitude--those undertaking
 
systemic reforms, the heavily-indebted, and the least developed.
 

Firstly, the countries in Eastern and Central Europe and elsewhere that
 
are introducing systemic reforms.
 

These countries are still at the early stages of transforming their
 
societies. Their reforms hold out the promise of a better life for their
 
peoples. Yet they are fraught with dangers and difficulties, not least
 
because their starting point is a weak one and the required adjustment is
 
considerable.
 

Their task is daunting. Success is by no means certain. They will
 
need help financial and technical assistance in the transitional period.
 
And in particular it is now more important than ever for the international
 
community to open its markets to 
imports of the goods from those countries
 
that show a comparative advantage in producing them. And the efforts by
 
these countries to raise their domestic savings must be accompanied by an
 
adequate inflow of foreign capital.
 

The initial results of the programs being implemented in Eastern Europe
 
are encouraging. They testify to the wisdom of a comprehensive and bold
 
approach in transforming an economic system. Comprehensive, in the sense
 
that reforms have to be broad based to put in place all the main
 
interconnected elements of a markct system. And bold, because governments
 
have to break new ground, while avoiding two traps--a half-hearted
 
gradualism or the 
excesses of simplistic shock therapies. These countries
 
are not making either of these mistakes. Nor are they aiming to return to a
 
crude old fashioned system of laissez faire. Rather they wish to create a
 
system for themselves that works, by implementing their reforms in a
 
pragmatic way, and in directions consistent with the model, which many other
 
countries are reaching toward, of a limited and better role for government.
 

The Soviet Union is not a member of the Bretton Woodt institutions.
 
Yet we are all watching with Interest. and sympathy, the efforts of the
 
Soviet Union to move toward a market-oriented and more efficient economy.
 

(
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As you know, the heads of state or government of the G7 major industrial
 
ccuntrie. have requested a detailed study of the Soviet Union's economy to
 
make recommendations for its reform and to establish the criteria under
 
which Western economic assistance could effectively support theRe reforms.
 
Tbhe IMF has been asked to convene this work, which is being undertaken with
 

!the World Bank, the OECD, and the designated president of the European Bank
 

for Reconstruction and Development, in collaboration with the EC.
 

We hope that this work will contribute constructively to a sustained
 
economic dialogue between the Soviet Union and its partners.
 

Secondly, ;he heavf.Iy indebted developing countries. The collaborative
 
debt strategy is producing favorable results for those countries that were
 
quick to ir.troduce strong programs and have persevered in implementing them
 
firmly. Bit the overall record has been mixed. A number of countries were
 
slow tc accept the necessity of reforms. Others were half-hearted in
 
implementing their programs. Opportunities were lost. But I am happy to
 

note that more and more countries have recently introduced major programs,
 
and are tackling their problems decisively, with our assistance. I am
 
optimistic that we will be able to report more successes in the coming year.
 

The strengthened debt strategy has the potential to make debt a
 
manageable problem, and no longer an obstacle to growth. But it will
 
require considerable leadership from each of the partners whc share
 

responsibility for the strategy.
 

Each of them faces tough challenges.
 

o Tough challenges for debtor governments. In the face of increased
 
difficulties, they have to implement strong and comprehensive growth
oriented structural adjustment programs. Such programs should lead to a
 
strengthening of confidence, a return of flight capital, a reduction in
 
interest rates, and in so doing contribute to their eventual success. This
 
is the sort of virtuous circle that can be started by a careful design and
 
implementation of programs that will attract support, at home arid abroad.
 

It is time now to build on the potential for sustained and vigorous
 
growth over the medium term, that is made possible by these strong programs
 
--and with it the restoration of a credible capacity for debtors to make
 
regular payments on a debt that has been renegotiated in a realistic way.
 

o Tough challenges also for the banks! Their interests have become
 
more divergent with the passing of time. While the development of a wide
 
menu of options is helping to make the debt strategy uorkable, it increases
 
the complexity of the negotiating process. This is not, however, a valid
 
reason for long delays, which can lead to derailment of a program, and loss
 
of an opportunity to resume normal business relations. These delays are not
 

in the best interests of any of the parties.
 

http:heavf.Iy
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It is time for debtors and banks to find new ways to negotiate,
 
expeditiously, debt agreements that are mutually acceptable and-realistic,
 
that underpin adjustment, and that restore creditworthiness.
 

Official creditors have continued, within the framework of the Paris
 
Club, to develop techniques for assisting in the debt strategy, including a
 
variety of steps 
to help ease the burden of external debt on low-income and
 
lower middle-income debtors. 
 I welcome very much the various proposals that
 
have been advanced including the most recent ones by France, the
 
Netherlands, and the United Kingdom to address better the problem of
 
official bilateral debt. I am confident that these 
ideas will be considered
 
carefully and will contribute to solutions that are durable and that support
 
adjustment and growth in the debtor countries.
 

Thirdly, the least developed countries. WP need to create a supportive
 
environment for growth in all developing countries. Sustainable growth for
 
all members is the central objective of the Fund's activities and
 
conditionality. This applies particularly to 
the poorest countries.
 

In promoting growth in the low-income developing countries, the IMF's
 
main financial instruments are our concessional facilities, the SAF and the
 
ESAF. A particular virtue of the SAF/ESAF arrangements is that they involve
 
especially close collaboration with the World Bank.
 

It is most encouraging that 26 countries are now implementing such
 
programs. Many of them are doing so 
in the face of severe difficulties,
 
with rising interest rates and deteriorating terms of trade. Despite this,
 
they are achieving positive real growth per capita, thus reversing the
 
tragic downward trend over the previot, two decades. But their progress
 
remains uneven and insecure. One cannot make up for many years of negative
 
growth in only a few years. Their per capita income growth is fragile, and
 
still insufficient. Even relatively minor external shocks, or a 
relaxation
 
of their efforts, could easily threaten their modest gains. More must be
 
done to put these countries solidly on the path of sustained vigorous growth
 
and reduction of poverty. The IMF's latest medium term scenarios for these
 
countries show clearly that sustained strong growth will require a bolder
 
effort by these countries. This should be matched by a proportionate
 
increase in support by the international community. Forgiveness or
 
alleviation of part of their public debt, in conjunction with
 
internationally-supported and monitored programs, would be desirable.
 

A demonstration of international solidarity is especially needed for a
 
small but important subgroup of countries that 
are trying to normalize
 
relations with the Fund and other international institutions, Some of them
 
will be taking advantage of the "rights" approach, which the Interim
 
Committee endorsed last Spring, to secure support for those countries that
 
are in a particularly distressed situation, and which have accumulated
 
financial arrears to the Fund. trust that the necessary support will be
 
forthcoming for these countries.
 

/1/
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III. One common feature that these three groups of countries share
 
with the rest of the metmbers, is that they would benefit greatly Erom a
 
sbng and open international trading and monetary system.
 

I do not need to remind Governors that the international trade and
 

monetary system evolved during the 1980s in ways that have worked to the
 

advantage of the world community. The system has permitted a healthy
 
expansion of world trade and has underpinned the long phase of economic
 

expansion. It has shown itself to be resilient, by weathering several
 
storms, including the debt crisis, the problem of exchange rates between
 

major currencies which led to the Plaza Agreement of 1985: the stock market
 

crises of 987, which had no lasting adverse effects thanks partly to a
 

speedy policy response: and most recently the Middle East crisis, to which
 

the system is responding quickly, and we hope effectively.
 

But each of these shocks has demonstrated the vulnerability of the
 

international system, and the value to all of a quick and cooperative
 

approach in responding to threats. In view of the Fund's role in this
 

process, you will not be surprised if I suggest some additional ways to
 

reinforce the system.
 

First, foreign trade. The last decade witnessed a resumption of rapid
 

growth in world trade. This contributed substantially to sustained economic
 
growth in the industrial and many developing countries. Yet trade remains
 

distorted by restrictive practices in many countries. Pressures to restrict
 

market access remain strong. This is harmful to all countries. Re:rictions
 
work to the disadvantage of those who impose them: vested interests are
 

protected and perpetuated: consumers pay higher prices for a smaller choice
 

of goods and services, and the efficiency of their economies is eroded by
 
continued rigidities. And of course restrictions harm the countries against
 

whom they are aimed, because they are prevented from producing according to
 

their comparative advantage,
 

The resilience of the world economy, and the success of countries'
 
market-oriented reforms, hinge on a liberal and open trading system.
 

The international trading system is now at an important crossroad. Its
 
future is tied to the outcome of the Uruguay Round of multilateral trade
 
negotiations. It is the most ambitious Round in recent history, and rightly
 
so. Trading rules need to be clear, predictable, and non-discriminatory.
 
They need to support the worldwide move to allow market signals to allocate
 
resources. And they must cover all major sectors of economic activity that
 
in the past have largely escaped the multilateral framework. The Uruguay
 
Round seeks to devise trading rules and disciplines that will take the GATT
 
into the 21st century.
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A successful conclusion of the Round would have far-reaching favorable 
consequences. It would significantly enhance the efficiency of agriculture 
production. It would improve market access. 
And it would improve existing

multilateral disciplines and extend them to important new areas, such as
 
services, intellectual property rights, and trade-related invest&ment
 
measures and make trade in textiles and clothing subject to normal GATT
 

--:isciplines. This would unlock new trading opportunities, to the benefit of
 
all countries.
 

It is therefore of concern that much remains to be resolved in the
 
negotiations, in a very short time. Member governments have it in their
 
power to make the necessary political commitment and provide their
 
negotiators with the guidance needed to complete the Uruguay Round
 
successfully by the end of this year. It is of high importance that they do
 
SO.
 

Second, the international monetary .system has been improved. We have
 
established, over time, a more effective set of arrangements for policy .
 
consultation and coordination between countries. 
This is most noticeable in
 
the improved collaboration among the main industrial countries, including
 
the policy coordination within the Group of Seven, to which the Fund
 
,onrributes: this is a complement to, not a substitute for, the Fund's
 
broader surveillance role. If one reviews the evolution of the policy
 
consultation process, including the Plaza Agreement of 1985 and the Louvre
 
Accord of 1987, one can see it as a series of pragmatic steps toward more
 
meaningful and effective collaboration on such issues as exchange rates,
 
interest rates, adjustment of external imbalances, and the structural
 
policies of the major industrial countries.
 

The world is moving gradually toward an international monetary system
 
that will be different and hopefully better:
 

o 
it will be reinforced by the move toward monetary unification in
 
Europe;
 

o it will be more truly universal, thanks to the expected progress of
 
the Eastern European countries and the Soviet Union towards convertibility
 
of their currencies. The IMF will, of course, assist this important
 
transition, in accordance with our basic mandate.
 

o it will be a system that gives sufficient emphasis to the correction
 
of excessive exchange rate volatility, by careful monitoring. And, by

making better use of the techniques of surveillance and policy coordination,
 
it will help to establish a "low inflation club" among the major industrial
 
countries. This movement toward a monetary system with a growing area of
 
stability should help to sustain world growth.
 

o it could be further strengthened by a more careful monitoring of the
 
cieation and distribution of int.ernatLonal liquidity and.of- international
 

., ."
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capital flows J/ and a more effective coordination of policies to allow 
the world to benefit more fully from greater freedom of capital movements.
 

This outline of some of the emerging features of the international
 

monetary system of the 1990s, also suggests an agenda for the future work of
 

t- Fund itself. The role of the Fund, as the central institution of the
 
system, must be to ensure that the efforts of the member countries are
 

mutually compatible and complementary. The Fund must maintain a constant
 
vigil so as to be able to respond to possibly disruptive movements. It must
 

promote a cooperative response to the major problems of any members, or to
 
unexpected global shocks. These functions are as essential today, as when
 
the Fund was established.
 

Governors, when you approved the quota increase for the Fund, you
 
demonstrated again the importance you attach to the Fund as the guardian of
 

the stability of the international monetary system. The timing of each of
 
the last three quota increases has been fortuitous. Each of them was soon
 

followed by an unexpected challenge to the global system which gave rise to
 
exceptional demands on the Fund's resources. To help us face the present
 

challenge, it is important that all Governors do all that is needed to
 
expedite the legislative and other processes in their own countries, so that
 
the quota increase and the associated Third Amendment of the Articles will
 
come into effect as soon as possible, and preferably before next Spring,
 
when our provision of assistance to countries affected by the present crisis
 
will probably be reaching its peak.
 

Mr. Chairman, Governors, we face a world that is very different than a
 
year ago. The challenges and risks are formidable. But the opportunities
 
for progress are real. Recent events have demonstrated again that sound
 
policies by each, and close collaboration by all in a multilateral
 
framework, are essential. Through renewed and stronger efforts, we can work
 
together to make the 1990s a decade of progress for all.
 

1/ I am most grateful to former Governor Godeaux for agreeing to chair a 
high-level task force to investigate the problems of the measurement of 
international capital flows. 
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The World Economic Outlook and the
 
International Debt Sratev
 

The Persian Gulf crisis has presented governments and international 
institutions with a host of challenges: political, military and economic. 
Together we must meet the economic challenges, and I am optimistic we can 
do so. 

The process of international economic policy coordination has helped 
to sustain the expansion in the industrial world into its eighth year. That 
process must now be employed to minimize disruptions to continued economic 
growth with low inflation and adjustment of external imbalances. 

The current environment is very different from the situation in the 
1970s. Unlike the 1970s, the oil price increases have not taken place in 
the context of a generally inflationary global oconomy. Our economies are 
more energy efficient: we use considerably less; energy per dollar of GNP 
than we did then. 

Notwithstanding oil price developments, industrial countries as a 
group still expect solid growth. The pattern of growth -- more rapid in 
Germany and Japan, slower in North America and the UK -- is conducive to 
continued adjustment of oxterna,. imbalances. 

We have, in fact, aeon considerable adjustment of trade and current 
account imbalances, particularly in the United States and Japan, but now 
also in Germany. We expect some additional adjustment in the largest 
economies in the next year or so, given relatively strong economic growth 
in the surplus countries and moderation in the deficit countries. Currer.t
 
exchange rates for the major currencies are also broadly conducive to
 
further reduction of imbalanco.
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The task for international economic policy coordination is to sustain
 
growth without reigniting inflation, in an environment characterized by oil
 
market uncertainties. This will be difficult. But it is achievable. We in
 
the United States must make substantial progress in reducing our federal
 
budget deficit. The Budget Summit in which the United States is presently
 
engaged is intended to provide a meaningful and lasting multi-year
 
reduction of the fiscal deficit. We do not intend to set aside our budget
 
deficit reduction program for any reason. We believe it is essential for
 
securing long term growth.
 

The reduction of trade imbalances, however, is a shared
 
responsibility. Countries with large external surpluses must ensure that
 
strong, non-inflationary growth continues. We all need to work to reduce
 
structural rigidities in our economies which hinder growth and adjustment.
 

In addition, there is particular urgency this fall in completing
 
negotiations for a successful and ambitious agreement in the Uruguay Round.
 
Industrial and developing countries alike must contribute to this effort if
 
we are to preserve the world's free trade system.
 

I ain aware that many countries outside the industrial world are being 
adversely affected by the crisis in the Gulf and our collective efforts to 
deter aggression. The front line states will incur very large economic
 

losses. The international community has rallied to provide support for
 
them. Thanks to our collective efforts, progress in the mobilization of
 
assistance is encouraging.
 

Many others throughout the world, in Eastern Europe and the
 
developing countries, are seriously affected as well. The IMF and World
 

Bank must stand ready to assist those countries adversely affected by
 

recent developments in the Gulf and adjust their policies to make the
 

institutions more flexible and responsive to the needs of members seriously
 
affected by the crisis,
 

Thus, we call upon the IMF to undertake an immediate comprehensive
 

review of the Compensatory and Contingency Financing Facility (CCFF) with
 
the aim of adjusting and expanding where appropriate both windows of the
 

facility to provide assistance in a more timely fashion. Also, the Fund
 

should consider measures on a temporary basis to increase access. Also, to
 
enable the IMF to fulfill its responsibilities, it will be important for
 
all of us to move forward in implementing the quota increase and suspension
 
amendment no later than the end-1991 deadline.
 

We encourage continued implementation of the international debt
 
strategy. For those countries which have embarked on courageous reform
 
programs, commercial bank packages should be negotiated promptly. We
 
welcome the recent success in marketing the Venezuelan bank package and
 
urge Brazil to resolve its arrears with external creditors as it's IMF
 
program is put into place. Official creditors are also providing new
 
support. The U.S. "Enterprise for the Americas Initiative" will promote
 
investment reform, trade liberalization and enable substantial debt
 
reduction on obligations to the U.S. government. This will complement
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efforts already underway for Sub-Saharan Africa. We also welcome the
 
recent Paris Club decision to lengthen maturities for four lower middle
 
income countries. And we are committed to reviewing additional options for
 
addressing debt burdens, including recent proposals for the poorest
 
countries.
 

In conclusion, Mr. Chairman, the worldwide support for a decisive
 
response to aggression in the Persian Gulf is right, and shows what
 
coordinated effort can achieve when the will is there. We need to ensure
 
that the Fund and the Bank respond promptly to the needs of countries
 
adversely affected by the crisis. In parallel, we need to continue the
 
economic policy coordination process of the major industrial countries to
 
bring us through the current economic uncertainties. I am confident we will
 
achieve this goal.
 

yl
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The Board of Governors of the International Monetary Fund has
 
adopted a Resolution, effective June 28, 1990, approving proposals for a
 
Third Amendment to be incorporated in the Fund's Articles of
 
Agreement. The proposed amendment would add new provisions to the
 
Articles under which a member's voting rights and certain related rights
 
may be suspended by the Executive Board, by a 70 percent majority of the
 
total voting power, if the member, having been declared ineligible to
 
use the general resources of the Fund, persists in its failure to
 
fulfill any of its obligations under the Articles.
 

The adoption of the Resolution required a majority of votes cast.
 
In accordance with the Articles of Agreement, the Fund must now ask all
 
.members whether they accept the proposed amendment. When three-fifths
 
of the members, having 85 percent of the total voting power, have
 
accepted the proposed amendment, the Fund will certify that fact by a
 
formal communication addressed to all members. The amendment will enter
 
into force for all members as of the date of the Fund's certification.
 

Under the Resolution on the Ninth General Review of Quotas, also
 
effective June 28, 1990, no increase in the quotas of members can take
 
effect before the effective date of the Third Amendment of the Articles
 
(see Press Release 90/34).
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Development Bank Funds 

he House Banking Committee on 

June 26 approved a bill (HR 5153) BOXSCORE 


that would authorize spending for in-

ternational development activities and 

U.S. export financing, and promote Bill: HR 5153-
debt 	relief for Third World countries. Development 


The bill also contains language bank authori-dicuaeIAlns

critical of China's human rights prac- zations. ' ,,-,, 

tices that is intended to pressure the Latest action: 

administration to hold firm on a pol- House Banking 

icy severely restricting World Bank Committee 

loans to China, approved June 


The full committee fought over 26. Polosi 

two elements of the bill, the China 

loan restrictions and the debt-relief Next likely action: House floor, 

provision. But in the end, most sub- Background: Banking 

stantive amendments to those sections subcommittee approved bill June 

were rejected, and the measure was 20 with restrictions on World 

little changed from the version ap- Bank loans to China similar to 

proved June 20 by the International those in the foreign operations 

Development Subcommittee. appropriations bill (HR 5114). 


Committee Chairman Henryn.B. Reference: Subcommittee action, 

Gonzalez, D-Texas, avoided a fight over 
Treasury Department and Federal Re- Weekly Report, p. 1947; 
serve exchange rate activities by with- European Bank for 
drawing an amendment that would Reconstruction and 
have allowed General Accounting Office Development, World Bank loans 

audits of the Treasury's Exchange Sta- to China, p. 1781; foreign 
bilization Fund. (Story, p. 2038) operations appropriations, p. 

The committee approved the bill 2077; tied aid, 1989 Weekly 
by voice vote, and Gonzalez said he Report, p. 2371; Brady plan, p. 
hoped to have it to the House floor 2303. 
shortly after Congress returns from its I 
July Fourth recess. 

The measure would authorize $1.2 U.S. contributions equal to the U.S. 
billion in contributions to a new devel- share of those loans. 
opment bank being created to aid the The fiscal 1991 foreign operations 
emerging democracies of Central and appropriations bill (HR 5114), which 
Eastern Europe. The U.S. contribu- the House passed June 27, contains 
tion to the European Bank for Re- similar language on China. 
construction and Development would The bill would also authorize the 
equal 10 percent of the bank's capital- Export-Import Bank to make loans for 
ization. The United States would pay purchases by certain Central and East-
about $70 million a year over five ern European countries not currently 
years into the bank. The remainder eligible for Ex-Im Bank credits. It 
would be "callable capital," available would increase the Ex-Im Bank's "tied-
only in case of a bank default. aid" war chest to combat the practices 

The bill would also authorize pay- of countries that combine foreign aid 
ment of $3.2 billion over three years to grants with conventional export loans to 
the World Bank's concessional lending promote purchases of their products. 
arm, the International Development The war chest would be authorized 
Association (IDA). But in cases where through fiscal 1992, and its current 
IDA makes loans to China that are not $300 million authorization would be 
for "basic human needs," the Trea- increased by $500 million in fiscal 
sury secretary would be required - 1991 and again in 1992. 
with some exceptions - to withhold 

China Loans 
By John R. Cranford Committee members disagreed lit-

tie 	over the desirability of restricting 
U.S. contributions to IDA should the 
organization make new lo,5is to China 
that are not necessary for food, hous
ing or other basic human needs. 

But several Republicans tried to 
blunt the provision by extending the 
restriction to other countries that 
deny internationally accepted human 
rights to their citizens. 

Jim Bunning, R-Ky., offered an 
amendment to add Ethiopia, Laos, 
Vietnam, Cambodia and South Yemen 
a, 	countries for which the U.S. should 

Democrats opposed unning's languDemoatestnopose bcuis ofanh 

guage, at least in part because of the 
inclusion of Ethiopia. They also ar
gued that China is a special case be
cause of its size and the likelihood 
that resumed World Bank lending to 
Beijing - limited after the June 1989 
crackdown on the country's pro-de
mocracy movement ---would spark a 
flood of new commercial bank loans. 

"We are at a critical place in our 
relationship with China," said Nancy 
Pelosi, D-Calif., chief advocate of the 
restriction on China's loans. 

"We're only playing domestic politiswhtisblconedSev 

tics with this bill,"
countered Steve
 
Bartlett, R-Texas. 

Bunning's amendment was de
feated 17-2 onia near-party-line voe. 

Debt Relief 
The bill calls on the Treasury sec

retary to negotiate with other indus
trialized countries to reduce the gov
ernment-to-government debt of the 
poorest Third World nations. 

It would direct the Treasury to urge 
other members of the so-called Paris 
Club of creditor nations to write off on a 
case-by-case basis loans that they have 
made to very poor countries. It would 
also authorize the president to write off 
U.S. loans to poor countries if such 
write-offs were in the national interest 
and were used to implement an interna
tional debt-relief agreement. 

Committee aides said it is uncer
tain whether such write-offs would r(
quire specific appropriations. 

The committee made one key 
change in the debt-reli'f language by 
extending the provision to Latin Amer
ican countries and (others that meet 
specific poverty-level criteria. Previ
ously the bill focused only on Eastern 
Europe and sub-Saharaim Africa. 

That change, sponsored by Jim 
Leach, R-lowa, corresponded with 
President Bush's call the following 
day for official debt relief for Latin 
American countries. (Story, p. 2037) 
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Gonzalez Backs Off 
House Banking Committee Chairman Henry B. Gonzalez, D-Texas, 

backed away from a showdown with one of his favorite villains - the 
Federal Reserve System - during debate over an omnibus international 
development authorizations bill June 26. 

The bill (HR 5153) had nothing to do with the Fed and the Treasury 
Department's international currency exchange rate activities. But Gonzalez 
came to the markup prepared to do battle on that subject anyway. (Story, 
p. 2038) 

He proposed an amendment that would have authorized the General 
Accounting Office (GAO) to audit the Exchange Stabilization Fund, which 
the Treasury uses to intervene in world currency markets when it tries to 
bolster or weaken the dollar relative to other currencies. 

The Fed does the government's buying and selling of currencies through 
the open market oerations of the New York Federal Reserve Bank. That is 
the same system used by the Fed to control the nation's money supply and 
direct the movement of bank interest rates. 

Gonzalez said he was concerned because the stabilization fund, which is 
composed of the government's foreign currency holdings, has grown from $17 
billion to $46 billion since the start of 1989. An increase in the value of the 
Japanese yen in recent mon'hs, he said, has cost the fund over $1billion. The 
administration has maintained that exchange rate activities are not subject to 
detailed examination. Treasury Under Secretary David C. Mulford asserted 
the Treasury's right to withhold information about the exchange rate fund in a 
strongly worded April 23 letter to the GAO. 

And Fed Chairman Alan Greenspan sent Gonzalez a letter June 25 
noting that Congress has long agreed to exempt Fed monetary policy 
activities from GAO oversight. Allowing an audit of foreign currency trans
actions, he said, was a step in that direction. 

"These exemptions were carefully crafted by Congress ... to protect 
important daily contacts and exchanges of information with foreign mone
tary authorities," Greenspan wrote. He noted that the New York Fed does 
report quarterly to Congress about activities involving the fund and that 
Fea and Treasury officials have testified about it. 

Iv the face of strong administration opposition and at the request of 
Step'.en L. Neal, D-N.C., who chairs the committee's Monetary Policy 
Subcommittee, Gonzalez withdrew the amendment. Neal said he was sym
pathetic to the idea but would like to hold hearings on the subject first. 

The Fed, whose independence from Congress and the executive branch 
in setting benchmark interest rates has long irked the populist Gonzalez, 
remains in the Banking chairman's sights. 

"This was a shot across their bow," Gonzalez said after the markup. He 
said the Treasury had promised to try to reach an accommodation on some 
kind of additional congressiona! oversight of exchange rate activities. If that 
does not happen, he said, he might offer the amendment when HR 5153 
reaches the House floor. 

-- John R. Crwtford 

An effort by Joseph P. KennedY II, paid by the World Bank and the In
D-Mass., to require the Treasury to ternational Monetary Fund (IMF). 
submit detailed evaluations of debt- Kennedy offered an amendment 
reduction efforts involving commercial that would have required the Treasury 
bank loans was defeated. to evaluate and report to Congress on 

Kennedy and others have long Brady plan negotiations a year after 
complained that commercial banks their completion. The Treasury would 
are being subsidized by multilateral have been required to assess the 
lending to Third World countries, changed economic conditions of a coun-
Treasury Secretary Nicholas F. Brady try resulting from debt-reduction nego
in March 1989 announced a plan for tiations and its ability to repay the 
reducing commercial bank debt that World Bank and IMF. The amendment 
involves negotiations and subsidies was defeated 14-23. 
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MEMORANDUM
 

July 12, 1990
 
TO: ODC Staff
 

FROM: Laura Rawlings
 

SUBJECT: Hearing on Debt-for-Nature Swaps as part of the
 
Enterprise for the Americas Initiative
 

House Foreign Affairs Subcommittees on Human Rights and
 
International Organizations and Western Hemisphere
 
Members in Attendance: Chair Peter Kostmayer (D-PA), Robert
 
Lagomarsino (R-CA), Ted Weiss (D-NY), Ileana Ros-Lehtinen (R-FL),
 
Porter Goss (R-FL)
 
Testimonies: Richard Nuccio, Inter-American Dialogue; Geoffrey
 
Barnard, Nature Conservancy; Alvaro Umana, Central American
 
Management Institute and former Forum speaker
 

Summary
 
Kostmayer and Lagomarsino introduced a bill (HR 5088) calling for
 
official bilateral debt-for-nature swaps, which has now been
 
incorporated into the larger context of the Bush Administration's
 
Enterprise for the Americas Initiative. Latin America's bilateral
 
debt to the government of the United States is currently $12
 
billion. The impact of this proposal is more relevant for Central
 
American countries, given that their share of bilateral debt owed
 
to the U.S. government (as opposed to commercial debt, multilateral
 
debt, and bilateral debt owed to countries other than the U.S.) is
 
higher than the share held by South American countries. If this
 
proposal materializes, it will be the first bilateral debt-for
nature swap.
 

Umana stressed that the fate of the world's tropical forests will
 
be decided in the next decade and that this initiative presents
 
"one of the most innovative and powerful ways" to redress the
 
environmental degradation of this valuable resource. However, he
 
warned that this initiative is hardly a panacea for Latin America's
 
economic and environmental ills (an analysis shared by the other
 
panelists).
 

He also warned against the possible inflationary consequences of
 
accumulating funds too rapidly because the of the debt conversion
 
instruments maturing within a short time frame. He suggested that
 
a type of long-term trust be established, which would generate
 
interest to be used for the conservation project. However, in
 
response to Kostmayer, Umana stated that this provision should not
 
be included in the legislation as it would jeopardize negotiations
 
and limit the use of funds for some necessary short-term projects.
 

In response to Kostmayer, Umana said that whereas this proposal
 



does in fact serve as disincentive for repaying the debt, one must
 
examine the question from the perspective of performance as to
 
whether the debt would have been paid at all. Kostmayer added that
 
there are global environmental benefits being accrued from this
 
proposal which will benefit U.S. taxpayers.
 

Barnard stated that this proposal presents a tremendous opportunity
 
because it is the lack of financial resources that has limited
 
Latin American nations' ability to preserve their 225 million acres
 
of parks. In terms of the scoring process, Barnard used a formula
 
based on the Toronto terms established for debt forgiveness for
 
Sub-Saharan Africa. Based on these calculations, he said that the
 
cost of the conversion would be 5 to 10% of the benefit (i -a $200
 
million debt conversion would require an appropriation costing the
 
U.S. Treasury $10 to $20 million; $1 billion of African debt was
 
actually scored at $17 million). 

Nuccio praised the initiative because it asks the government to 
join the ranks of the commercial banks in forgiving debt and 
because it represents a bipartisan and executive-legislative
 
consensus. In response to Lagomarsino's question about why
 
commercial banks have not engaged in debt-for-nature swaps, Nuccio
 
pointed out that reporting requirements in the tax structure act
 
as a disincentive and that the U.S. Internal Revenue Service should
 
change these laws to encourage private debt-for-nature conversions.
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SUBJECT: Caribbean Debt for Development Act of 1990--HR 5196
 
House Foreign Affairs Committee
 

COMMITTEE MEMBERS IN ATTENDANCE: Co-Chair GeJdenson (D-CN), Co-Chair Crockett
 
(D-MI), Johnston (D-FL), Bereuter (R-NB), Kostmeyer (D-PA), Meyers (R-KN)
 

TESTIMONIES: 	Sally Shelton-Colby, former Ambassador to Barbados
 
Thomas C. Gibson, CARE Small Bus. Asstnce. Corp.
 
Richard Bernal, Workers Bank of Jamaica
 

BACKGROUND:
 

HR 5196 absolves Caribbean countries from repaying AID development loans,
 
provided an equal sum Is deposited local banks for local development projects.
 
This bill, as Introduced, Is non-partisan. The president decides whose, znrd
 
how much, debt will be forgiven. While Undersecretary of the Treasury David
 
Mulford has stated that all converted debt from the Enterprise for the
 
Americas Initiative will be used for environmental projects, Rep. Crockett
 
proposed this bill In order to allow Caribbean debt to be converted generally
 
as "debt for development"--since the environmental needs of Caribbean
 
countries are not as great as those of Latin America. The Caribbean
 
countries, Crockett said, have both the most and the least to gain from Bush's
 
EAI. They have the most to gain since their share of bilateral debt is
 
disproportionately large. They have the least to gain, since Caribbean
 
countries have little need for the environmental work that has been proposed
 
by the Initiative.
 

DISCUSSION:
 

To begin her testimony, Ms. Shelton-Colby articulated her strong support for
 
the EAI. Such thinking will encourage the economic re-structuring process In
 
Latin America and the Caribbean and eventually expand trade and Investment In
 
the hemisphere, she said. Ms. Shelton-Colby was also pleased that the US
 
government was demonstrating Its commitment to a partial debt forgiveness
 
program through actions, rather than just words. In addition, Ms. St.elton-

Colby stated that, while she supports the Idea of debt for environment swaps,
 
she prefers HR 5196 and other plans which encourage the use of debt to finance
 
swaps for general development purposes. These programs, she said, make her
 
optimistic that the 1990's will be years of higher growth and lower Inflation
 
for the countries of Latin America and the Caribbean.
 

Richard Bernal stated that resuscitation of economic growth In the Caribbean
 
Is Imperative If these countries are to extricate themselves from the stifling
 
economic deprivation which engulfs thO majority of people and threatens social
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stability and peace In that region. If the "stranglehold" of debt on
 
development Is not broken, he continued, It could create an environment
 
conducive to the emergence of political Instability as witnessed by recent
 

events In Trinidad and Haiti.
 

The U.S., he continued, "cannot be an oasis of well being In a sea of
 

poverty." The economic malaise of the Caribbean will reflect Itself In
 

declining markets for US exports, fewer Investment opportunities, Increasing
 
susceptibility to involvement In drug trafficking, burgeon!ng migration, the
 
necessity to Increase US development assistance and political instability, he
 

said. Debt for development swaps, Bernal concluded, "would have a significant
 
Impact" on the economies of the Caribbean, because they would save foreign
 

exchange which could then be used for economic growth. They would also reduce
 
fiscal 5xpend;tures deviated from economic projects, health, education and
 
Infrastructure to meet scheduled debt payments. Finally, Bernal said, debt
 

relief provided now would Impact on the Caribbean at a critical juncture, and,
 
furthermore, could obviate the need for much larger development assistance
 
programs In the future.
 

Thomas Gibson articulated his support for HR 5196. He recommended, however,
 
that the "local currency for development" and "waiver of deposit requirements"
 
provisions of HR 5196 should also be extended to other countries outside the
 

Caribbean on a case-by-case basis. In addition Gibson suggested that the
 
selection of specific projects be based on the participation of bilateral
 
committees composed of private and public sectors as well as NGO
 
representatives.
 



SELECTED TOPICS 

Macroeconomic Discipline, Structural 
Reforms Can Help Reverse Capital Flight 
I hc tIgh I (of pInvate capitalI ron develop-
Oin (ouftrw, has tdi,(,d ph/icyrmakers 

fi( ih ((on(cern. espet iall sini e the emer-
gen(e ot the debt crisis. Such flight has 
been vie'ed as a constraint on economic 
growth he,(ause it implies a loss ot re-
sour(es that could be used for domestic 
Investmnt. 

In the following article, Lihana Rojas-
Su,irz ot the Fund's Research Department 
reviews trends in capital flight since 1978 
for de eloping countries with recent debt-
ser icing problems, discusses the determi-
nants ot such flight, and considers policies 
that might reduce it. 

Increased risks in the domestic eco-
nomic environment help fuel capital flight, 
and appropriate macroeconomic and struc-
tural policies are key elements in decreas-
ing these risks. These are the main conclu-
sion,, of a study of the experiences of 13 
developing countrie, with debt-servicing 
problems during 11)78-38: Argentina, 
Bolivia, Chile, Colombia, Ecuador, Gabon, 
Jamaica, .exit. o, Nigeria, Peru, the Philip-
pine',, Venezuela, and Yugoslavia. 
Measuring Capital Flight. Capital flight has 
been meaured in various ways. While 
some aulhors have defined it narrowly as 
shiirt-term, speculative capital outflows, 
others have viewed it more broadly as total 

pr',.ate capital outflows. An alternative 
measure identifies cal)ital flight as that part 
Of a (ountry's stock of external claims that 
does not yield recorded investment in-
come. This provides the most direct esti-
mate of the loss to an economy of re-
sources that could potentially be used for 
domestic investment, 

By this measure, capital flight for the 
group Of 13 indebted countries mentioned 
above in( reased to $184 billion at the end 
of 1988, compared with $47 billion a de-
cade earlier. This increase was not stable 
throughout the period, however. During 
1978-83, expansionary fiscal and mone-
tary policies coupled with an increasing 
overvaluation of exchange rates resulted in 
high rates of increase in the stock of capi-
tal flight, which reached 24 percent, on 
average, in 1983. With the adoption of 
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economic stabilization programs in some 
Countries over the next two years, this in-
crease slowed to 3 percent by 1986. But it 
picked up again in 1987 (to 18 percent, on 
average), when many countries abandoned 
adjustment programs with the result that 
their fiscal deficits and inflation rates rose, 
The growth of capital flight slowed the 
following year, however, as some major 
countries embarked on new stabilization 
programs. 

The ratio of the stock of capital flight to 
total external debt for the 13 countries also 
fluctuated over the decade to 1988. This 
ratio declined at first, to 38 percent in 
1982, from 42 percent in 1978 as large 
inflows of foreign capital more than offset 
the increase in capital flight. But during 
the next five years, the trend reversed: the 
ratio of capital flight to total external debt 
increased to 51 percent in 19,38, from 43 
percent in 1983 because of both a contin- 
uous rise in the stock of capital flight and a 
decline in rlex private foreign lending to 
developing countries, 
Causes of Capital Flight. There are two 
broad explanations for the causes of capital 
flight. One is that capital flight occurs be-
cause of differences in the relative returns 
on domestic and foreign assets, owing to 
the effects of domestic macroeconomic 

variables. According to this view, controls 
on domestic interest rates, overvalued ex-
change rates, rapid inflation, and incon-
sistent and unsustainable fiscal and mone-
tary policies are major causes of capital 
flight. 

Econometric studies relating capital 
flight to purely ma(roeconomic variables 
have yielded mixed results. One problem 
is that macroeconomic policies are likely 
to influence bolh normal capital outflows 
and capital flight. Moreover, this approach 
cannot explain the simultaneous occur-
rence of capital flight from developing 
countries and the increase in foreign loans 
to such countries during the 1970s and the 
early 1980s. 

A second view attributes capital flight to 
differences in the perceived risks of hold-
ing domestic and external financial instru-

ments of indebted developing countries. 
Such differences are thought to explain the 
simultaneous decision of domestic resi
dents to finance investment with foreign 
borrowing and to hold their wealth in the 
form of foreign assets. For example, it has 
been argued that the risk of the authorities 
of indebted developing countries not being 
able to service their domestic debt would 
be perceived to be higher than the risk 
associated with servicing foreign obliga
tions, because the cost of default on the 
latter would be higher. 

While both approiches emphasize the 
role of domestic policies in influencing 
capital flight, the risk diffirential approach 
also stresses the role of legal and institu
tional rigidities in developing countries. 

Since 1982, capital flight has been at
companied by a drastic reduction in the 
inflow of new private external credit avail
able to heavily indebted countries. More
over, the difference in the perceived tie
fault risks between domesuic and external 
debt has narrowed because growing fiscal 
deficits, rising inflation, and limited access 
to international capital markets have re
duced the costs of not meeting foreign oh
ligations relative to the costs of not meet
ing domestic obligations. However, the 
total default risk associated with holding 

debt-either domestic or external-issued 
by heavily indebted countries has in
creased. Therefore, the lack of external 
creditworthiness (which prevents countrie, 
from borrowing in the international capital 
markets) and the persistence of capital 
flight are both reflections of the same fun
damental phenomena It tollovs that pol
icies that improve the, atra ,ivn,,s of 
holding domestic financial instrunicts of 
indebted developing countries would also 
help restore external creditworthiness and 
reverse capital flight. 
Policies to Prevent or Reverse Capital 
Flight. Given the key role of expz ..sionary 
monetary and fiscal policies in fueling cap
ital flight, sound macroeconomic policies 
and appropriate structural reforms are 
likely to be important in preventing or re
versing such flight. In many countries, a 

IMFSurvw 



sustained reductio! of the fiscal deficit is though capital controls have, in some cases,
 
an important first step in reducing the per- helped in the short run to stem capital
 

, - ,,,. . celved risks of holding domestic debt. flight, their costs outweigh their benefits
 
Capitalflight, billionU.S. dollars Large fiscal deficits financed with non- and they tend to lower domestic savings.

Ci00 indexed domestic debt are likely to create Moreover, when they are used on a discre

expe. rations that the government will iionary basis, expectations of their imposi
evenlually use an inflation tax and/or a lion encourage capital flight. Capital con.. 

150 devaluation of the currency to reduce the trols therefore might reduce the resources 
outstanding real value c' the debt. available for investment in the long run. 

Consistency between exchange rate, Debt-equity swaps, which involve buy
100 monetary, and fiscal policies is also crucial iog assets in debtor countries with external 

to stem capital flight. For example, fixed claims on these countries purchased at a 
exchange ratcs-which many governments discount on the secondary market, have 

50 - use to provide an anchor for the domestic been effective in reversing capital flight in 
price system-coupled with wage and some cases. Their ability to increase net 

01 
1980 81 82 83 84 85 86 87 88 

prce rigidities and inefficient 
often prevent a government 

tax systems 
from being 

capital inflows might, however, be limited 
for two reasons. First, if the secondary mar

,.' able to adjust 
response to 

its 
an 

fisal deficit quickly in 
external shock. Such 

ket for developing country debt is thin, 
increases in the demand for claims on soc h 

rigidities suggest the need for structural countries would raise the prices of those 
retornls together with sound macro- claims and reduce the profitability of debt-

T0 
economic policies to stem capital flight,

The recent experiences of several Latin 
equity swaps. Consequently, only a limited
number of swaps would be undertaken. 

50 
3,, 

,appropriate 
American countries highlight the role of 

macroecconomic and structural 
Moreover, if commercial banks are willing 
to sell claims on debtor countries at a 

300 - poli(ies in reducing and reversing capitil discount, they would have few incentives 
50 flight. For example: to voluntarily lend new money to such 

0 In Argentina, capital flight was reversed countries. As a result, the net inflow of 
200 following the adoption of a comprehensive funds to debtor countries might not in

50 adjustment program in June 1985, al- crease significantly. Second, because some 
though, subsequently, sustained fiscal defi- debt-equity swaps involve the reselling of 

cits led to renewed inflation, and capital discounted paper for domestic currency at 
50 flight accelerated. preannounced exchange rates, the money 

0 IV Il In Brazil, the introduction of the supply can increase as the swap occurs. If 
1980 81 82 83 84 85 86 87 88 Cruzado Plan in early 1986 was followed inflation rises as a result, this would in

by a decline in capital flight. However, crease the risks associated with holding 
• such flight increased in 1987, when infla- domestic assets and encourage capital 

ion rose sharply. flight, which might offset the original in
0 In Mexico, a comprehensive economic flow resulting from the debt-equity swap. 

55 
program introduced in December 1987,
which included front-loaded fiscal and 

Countries' experiences suggest that one of
the key determinants of whether debt

monetary measures and a peso devalua- equity swaps can be successful in reversing 

lion, led to a net repatriation of flight capi- capital flight is whether they are accom
50 tal in 1988 for the first time in the 1980s. panied by an appropriate monetary policy. 

In addition to sound macroeconomic Foreign currency deposits-that is, local 

policies and structural reforms, many deposits denominated in foreign cur
45 countries have used other measures to rency-have been used as a means to pre

stem or reverse capital flight. One of these vent capital flight in several countries, in

is capital controls. Such controls have been cluding India, Mexico, Turkey, and 
viewed as a means of ensuring that domes- Uruguay. Although such deposits offer 

tic savings are invested domestically. A some protection against exchange risk, 

35 _____________ problem with this view, however, is its they will not be seen as less risky than 
1980 81 82 83 84 85 86 87 88 assumption that capital that is not invested other local deposits if authorities have, in 

Note DataareforArgenhina. Bolivia. Chile. 
Colombia. Ecuador, Gabon. Jamaica Mexico. Nigeria,
Peru. Philippines. Venezuela. and Yugoslavia 

abroad will be invested domestically. This 
might not happen. In particular, the an-

nouncement of capital controls might 

the past, acted to freeze or limit with
drawals on them. Nevertheless, foreign 

currency deposits can help to stem capital 

Data WoddBank World Debt Tables 
create expectations of further government
intervention, which would discourage do-

flight if they are accompanied by sound 
macroeconomic and structural policies. 

(various issues). IMF. Balance ot Payments 
Yearbook (various issues), and IMFsiafl estimates mestic investment and raise consumption. Liliana Rojas-SuArez, 

I Countries' experiences suggest that, al- IMF Research Department 
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Fostering Direct Investment in Latin America
 

Institute of International Finance
 
July, 1990
 

EXECUTIVE SUMMARY 

In recent years, the ten largest Latin American countries have received net flows of 
foreign direct investment, relative to GDP, of only about one-half those registered by
Southeast Asian countries, Portugal and Spain. This performance has been disappointing
since as international credit flows have declined, Latin America has become more dependent 
on direct investment. Success in attracting foreign investment varies considerably from 
country to country with Chile the niost successful case. Debt-for-equity swaps have been 
important in foreign investment in Chile, Brazil and Mexico, and, to a lesser extent, 
Argentina. 

The bulk of foreign direct investment in Latin America has been in manufacturing,
partly because of restrictions to investments in mining and petroleum, and in the financial 
sector and other services. Historically, the United States has been the largest source of 
foreign investment in the region, although in the last ten years European and Japanese
companies have played a growing role. 

During the 1980s, reinvestment out of retained earnings accounted for 34 percent of 
foreign investment, including swaps, in the ten countries. The sizable fall in real reinvestm nt 
since 1982 is a major factor e:xplaining the stagnation of foreign investment in the region. 

Foreign investment is encouraged by a reasonable rate of return, by access to markets 
and by growth opportunities. Although the rate of return on investment in Latin America has 
almost doubled since 1986, it remains well below that of other developing countries, as 
gauged by U.S. government data. Statistical analysis shows that foreign investment in Latin 
America has been encouraged by rising profits, export growth and swap mechanisms, but that 
arrears to commercial creditors are negatively correlated with foreign investment. 

Debt-for-equity programs America in 1988 whenin Latin peaked $4.3 billion was 
invested. New programs in Argentina and Mexico and proposals for similar action in Brazil 
focus on the use of swaps for privatizations. This redirection of swap programs has come in 
part because critics have centered their attention on possible inflationary effects and not on 
the overall benefits to be derived from the programs. As the example of Chile shows, it is
possible to use a wide variety of debt conversion techniques without compromising fiscal and 
monetary discipline. 

The host government's economic policies have a critical effect on foreign investment. 
In Latin America, the highest priority, of policymakers must be to bring inflation down.
Hyperinflation discourages all investment, foreign and domestic. Lifting of restrictions on 
foreign ownership and on limits to profit and capital remittances remains another priority, 
even in countries which have made great strides forward in recent years. 
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Investment and loan capital are complements rather than substitutes. In the ten largest 
Latin America. countries, the estimated stock of foreign investment in 1989 amounted to 
only 23 percent of foreign debt. Projects financed with foreign investment may provide 
mechanisms to obtain loan capital, sometimes vith the guarantee of the parent company. 
High transfer risk presents a more difficult barrier for commercial lenders than for foreign 
direct investors but where the conditions are right, banks will follow their corporate 
customers. 

Countries in Latin America are increasingly committed to opening their economies to 
foreign trade and investment. If the major economies can achieve inflation control, the share 
of foreign investment in domestic capital formation in the ten major countries could reach 
10 percent in 1993, double the average of the last five years. For 1990, the Institute is 
projecting that foreign direct investment will increase by close to 40 percent from the 
depressed level of 1989 and exceed the previous peak registered in 1988. 
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The political debate in the US is being fuelled by 
a bestselling book, writes Lionel Barbcr 

Rich pickings for a
 
proplet of populsm


A 	 mencans are taking a 
second look at the 
1980s. and many do not 

like what they see Once 
acclaimed as the decade when 
the country regained its 
strength and self-confidence, 
the 1980s are increasingly por. 
trayed as a period of greed, 
self-indulgence, rising debt and 
false prosperity. 

NoA comes a new book* to 
stoke the debate. Mr Kevin 
Phillips. a prominent Republi. 
can political theorist, argues 
that the 1980s amouited to the 
triumph of Upper America It 
was 	 an era of "too many 
stretch linousines. too many 
enormous incomes and too 
much high fashion," when 
inequality intensified and the 
Republican Party lost touch 
with ordinary r-idule-income 
Americans 

The result, writes Mr 
Phillips. will be a populist
backlash similar to those that 
followed other penods of unfet 
tered 	 capitalism Just as pro.
gressivism followed the gilded 
age of robber barons in the late 
19th century, and the New 
Deal 	 followed the speculative 
binge of the 1920s, 3o too an 
anti-elitist econonic populism 
will follow in the steps of Mr 
Michael Milken, Mr Donald 
Trump, Mrs Nancy Reagan and 
Mr George Bush. 

Mr Phillips has stronger cre-
dentials than most political 
pundits More than 20 years 
ago, as a precocious young 
Republican operative, he 
helped Mr Richard Nixon 
devise the "southern strategy" 
of wooing conservative white 
voters by painting the Demo. 
cratic Party as liberal, elitist 
and remote from "Middle 
American values." 

This cultural populism has 
helped the Republicans win 
five out of the last six presiden-
tial elections, including Mr 
Bush's crushing defeat of Mr 
Michael Dukakis in 1988 Mr 
Phillips's defection has inluri 
ated Republicans, but it has 
given heart to the Democratic 
Party which - in terms of 
presidential as opposed to con. 
gressional elections - is about 
as weak as the British Labour 
Party after the defeat of Mr 
Nel Kuinock in 1967. 

In the 1980s, Mr Phillips
writes, money did not talk - it 
shrieked. It was an age In 
which economic inequality 

increased dramatically 
The income of the wealthiest 

1 per 	 cent of Americans now 
averages 550,000, and rose a 
mind boggling 75 per cent in 
the 1980s. according to a recent 
study by the House Ways and 
Means Committee. The same I 
per cet"s after-tax share of US 
income rose from 7 per cent in 
1977 to a projected 11 per cent 
in 1990 

The 70 per cent of Americans 
who describe themselves as 
middle class also fared better 
in the 1980s, but far more mod. 
estly than the super rich. Mr 
Phillips exaggerates the dispar. 
ities by including some of the 
late Carter years where the 
middle class was caught in the 
pincers of high taxation and 
high inflation,

For married couples, the 
median income rose 9 per cent 
between 1980 and 1988 to just 
over $36,000 - but was offset 
by cuts in social services, ris. 
ing tuition, housing and 
health-care costs. Even more 
pronounced was the impact on 
the poor, whose median 
income fell in real terms by 
between 3 and 9 per cent. At 
the same time, under the 198 
tax reform law, top individual 
tax rates for millonairs fell 
from 70 per cent to 28 per cent. 

The question is this if eco-
nomic populism was so potent,
why did the Democrats fail to 
use it in 1988 againist Mr Bush? 
After all, the evidence was 
widely available and Mr Bush, 
the Yale-educated country club 
Republican who comes from 
the "watercress sandwich wing 
of the party" would scem to 
have offered an inviting target. 

Mr Phillips contends that the 
Democrats were the Great Col-
laborators in the 19Os, sup. 
porting Mr Reagan in his legis. 
lative agenda which favoured 
the rich. In 1988. the Demo. 
crats merely flirted with popu. 
lisin. Only at the end of his 
campaign did Mr Dukakis 
finally start talking about 
income disparity, the "bi-
coastal economy." and being 
on the right side of working 
men and women. But, after all,
he was the "ethnic yuppie" 
who had made it. 

Will the new populism sell in 
the 1990s? For tactical reasons, 
the Democrats certainly intend 
to pick up some of Mr 
Phllllps's themes. The savings 
and loan debacle could create a 

populist backlash. The stigma 
of collaboration could also per
suade the party to choose 
someone from outside Wash 
ington to run in 1992 More 
immediately, Mr Bush's 
acknowledgment last week 
that new tax revenue' were 
needed to help reduce the bud. 
get deficit has already set off a 
debate on whether the top I 
per cent should pay more tax 

But as one top Democrat offi. 
cial points out "We can't come 
across as the party that wants 
taxes, nor can we argue that 
we should tax the rich for the 
purposes of redistribution We 
have to argue on the grounds 
of fairness." 

By far the most important 
contribution that Mr Phillips 
has to make - and the reason 
his book has risen within two 
weeks to the Top '7en 
Bestseller list in the Washing. 
ton Post - is the was he has 
expised the current vacuum in 
American politics at the end of 
the Reagan era. 

The search for a New Pol. 
tics concerns Republicans as 
much as Democrats Under the 
"kinder, gentler" leadership of 
Mr Bush, the Republicans have 
turned a little mushy. One 
measure of the party's despera
tion is its embrace of emotive 
but empty issues such as oppo. 
sition to flag'burning and pub.
lic funding of controversial art 
such as the homo-erotic exhibi. 
lion of the photographer Rob. 
ert Mapplethorpe. 

But it would be foolish to 
write off the Grand Old Party
in 1990, or the incumbent Mr 
Bush in 1992. The state of the 
economy will prove far more 
Important in influencing voters 
than any vague backlash from 
Main Street. 

The Democrats, too, should 
be careful about embracing Mr 
Phillips as the prophet who 
can lead them out of the wil
demess His book fails to iden
tify a new role for government 
in correcting some of the 
excesses of the loS8s, whether 
at state or federal level What 
is clear is that Mr Phillips, the 
man whom the conservative 
commentator Mr William F. 
Buckley once described as a 
'Country and Western Marx. 
lst." has at least given the 
party an opening.

The Politics of Rich and Poor. 
Kevin Phillipi Random House, 
$19.94 
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E ister. Europe is bcom, Privatising eastern Europe 
ing capitalist Or is it, 
On present plans priva,

will be dangerously aatgon
slow The reason is simple.
Governments (egged on by for-1- g Reign stockbrokers) want to get 

the "right price". and ffw peo-
ple in eastern Europe have the jjb 
wealth to afford it 

This slow pace greatly adds 
to the political uncertainty of 
the region, increasing the risk 
of a tragic end to the reform 
process If capitalist govern 10 
mentu want to establish capb 
tallsm in a way that is irrevers. 
ible. the5 need to create 
millions of capitalists - and to 
create them fast. In other er Blanchard and Ric a 
words they Should give the ivelow 
iation's capl to its clieens. 

for free 	 Layard on the lessons to be 
In this respect Henry VIII 1 fo .. V I 

knew what he was doing earneu from enry V il 
When he wanted to abolish the 
Catholic church irreversibly.) ~ -. r" *s 

ve . 
everybody who mattered. J ,4 )"
Today that means giving it to 

ever voer ~4. j1 ~ 5~towards' 7w 
But how clearly can this be 

done, and what are the objec.tions to it? Clearly there is 
huge uncertainty %bout the 
value of almost every enter 
prise in eastern Europe In fact 
some enterprises have negative
value So fairness requires that 
every citizen be given a share 
in every enterprise This can 
only be done through holding 
companies Enterprises should 
be grouped into. saye ive ht d. 
ng companies and every ctn be given shares in every 
holding company 

These shares would be 
traded and the daily publica- 
lion of the holding company's 
price would put pressure on 
the holding company managers 
to secure the best use of the 
capital which they controlled 
The managers' pay would also 
be performance-based. 

But the holding companies 
should not last for ever. Their 
job would be to reorgaruse the 
enterprises, establishing effi. 
cient management, and then 
progressively sell them off over 
a 10-year period - distributing
the proceeds to their share-
holders Since citizens would 
now own substantial private
wealth (in holding company
shares), there should be no dif. 
ficulty in finding buyers for 
the reorganised enterprises, 
willing to buy at the right 
price 

There should also, of course, 
be sales to foreigners. 11these 
were made by holding compa 
nies, the proceeds would go 
directly into the pockets of the 
citizens This should greatly 
ease the political problem of 
selling to foreigners Contrast 
it with the normal situation 
where the proceeds disappear 
into the Treasury and citizens 
feel no direct gain. 
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This approach combines two 
essential desiderata. First, pn-
vate ownership needs to be 
established fast - in order to 
generate the right incentives in 
the system and (perhaps) in 
order to make sure that we get 
there at all. But at the same 
time there must be a prolonged 
period during which enter. 
prises are reorganised and 
eventually sold into the hands 
of direct private owners, 
domestic or foreign Restruct. 
uring too fast would only 
increase unemployment to 
intolerable levels 

So what are the objections? 
We have encountered four 
First, "people ought not to get
something for nothing" From 
an ethical point of view this 
objection makes no sense, 
since the people have already 
paid for the nation's capital in 
past taxes. From an efficiency
point of view, it is of course 
desirable that capital be man. 
aged efficiently But this is a 
matter of organisation The 
Abbey National will not be bet. 
ter or worse run because so 
many of its shareholders got 
their shares free. What matters 
is that there are enough major 
shareholders to be able to sack 
the managers, or that there be 

.. 
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a takeover mechanism Here 
the holding company device is 
a good interim method of 
ensuring a major shareholder, 
The alternatives are control by 
nomenklaturo members, who 
have had the time and the 
opportunity to accumulate 
wealth, or by foreign firms. 

The next obligation is that 
"the government cannot afford 
to give the stuff away." It is 
true that east European coun-
tries have primitive tax 
systems and negligible bond 
markets Privatisation pro-
coeds would therefore help to 
finance government expendi. 
ture without printing money. 
But the scope for such pro.
coeds is minute In Poland the 
whole of accumulated private
savings equals roughly 10 per 
cent of one year's national 
income So the potential 
annual flow of domestic pnva.
tisation proceeds is very small 
Lending people the rest of the 
purchase price does not affect 
this argument, and adds an 
unbearable administrative bur. 
den of debt collection If capi. 
talism has to be postponed 
until it is "affordable". it will 
have to be postponed into the 
next century. 

There is, however, a genuine 

public finance point. Apart of 

present government revenue 
comes form the dividend of 
state-owned enterprises. But. 
in Poland at least, this is both
small and irrationally' distnib.uted between enterprises The 

same revenue could be readily
raised some other way. The 
same point relates to macro. 
economic control If people's
capitalism made people feel 
richer and consume more. 
there are other instruments to 
oflset the inflationary results 
of such a welcome uplift 

Next, there is the worry
about wealth distribution If 
everyone gets shares. poor peo. 
pIe 	 will sell them earl) on at 

prices, to feed their fami. 
tos, wule richer people acco. 
mulate shares which apprect 
ate in value as economic 
performance improves and 
financial markets thicken 

No doubt this will happen 
But what are the alternatives' 
If all shares are sold, the poor 

- nothing, even,{rill receive not 
their groceries And 

gains will still go to the 
rich - unless public owner.ship is prolonged for decades 
and there are thus few capital 
gains Another possibility is to 
give shares to the workers 
This is of course manifestly
unfair It gives nothing to 
nurses, teachers or any worker 
who remains pubhcl,

remployed. And it gives wildl: 
varying amounts to those 
workers who get anything It is 

unlikelh to promote theencenm redepoyment ofec 
rnomicactivity (in so far as 

workers are enabled to appoint
and dismss managers) 

But if the alternatives are 
poor, it is still important to 
think of safeguards One very 
important safeguard could be 
this Equal numbers of shares 
are given to evervbody includ. 
ing children but children can. 
not sell theirs. In this way the 
young adults of the next cen. 
tury would enter adult life 
with a solid birthright and the 
independence it brings 

Would foreign creditors 
object if the governments of 
eastern Europe pay little inter
est, yet give away their assets' 
We hope not For the credit 
worthiness of eastern Europe
depends on whether their econ. 
omies are working They will 
not work unless the) establish 
private ownership, and do it 
fast. The only way to do this is 
to establish people's capital
ism Remember Henr.y VWIland 
the monasteries 

Professor Blanchord is from 
MIT and Professor Loard 
from the Centre for Economic 
Performance ot LSE Their 
essay on eastern Europe will be 
published on July 19 by, the 
Centre for Research into Corn 
munist Economies. 
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Investment Pitfalls in the East
 
By MIRIAM WIDMAN 

FRANKFURT, West Germany 
- "Now's the time to invest in 
East Germany! 8,000 firms offer 
you a stake in their activities" Orso sakd the ad that ran in major 

English-language European news-
papers last week. 

With the 3 a.m. decision last 
Thursday by fise East German Par-
liament to accede to West Germa-
ny on Oct. 3. the German Demo-
cratic Republic has a shelf life of 
five more weeks. But whether you 
call it East Germany, or the east-
ern part of a united Germany, in-
vestors must ask themselves if put-
ting in their money is really worth 
the risk. 

First the most positive point: ge-
ography. East Germany borders 
Poland and Czechoslovakia and his-
torically has had strong trade rela-
tions with those countries and with 
the Soviet Union. The assessment 
that it is a good jumping-off point
for doing business in other East 
European countries is probably 
correct. 

There are other positive factors, 
but most of those go hand-in-hand 
with major drawbacks. East Ger-
man workers, for instance, are rel-
atively well educated. But technol-
ogy in the German Democratic 
Republic is so far behind the West 
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that several West German comput-
er businessmen recently had to askwhether it wouldn't be better and 
easier just to start all over in East 
Germany, rather than renovate the 
backward industry, 

Forty years of socialism have 
left East Germans far less industri-
ous than their Western counter-
parts, and productivity is about 
30% of levels in the Federal Re-
public. Ignoring that fact, East 
German unions, guided by their 
Western mentors, have obtained 
25% to 30% pay increases, in many 
cases with one-year job guarantees. 

Nearly everyone in the West 
German business sector, from in-
dustrialists to monetary policy
makers, has warned that the wage
difference will play a key role in 
East Germany's ability to attract 
capital. Potential investors looking 
at the two Germanys might very
well decide that salaries in West 
Germany better reflect workers' 
productivity and invest there in-
stead. 

But above all, the key problem
that must be resolved before any
investor can take a serious look at 
East Germany is property rights,
In the nine months since the Nov. 9 

revolution, political change has 
been so rapid that Germany will be 
unified in less than a year follow-
ing the fall of the Berlin Wall. 

In contrast, next to nothing haschanged with regard to property 
rights. The only move toward 
speeding up a settlement of the 
confusion was East Berlin's deci-
sion to advance the date for claims 
on property from January to mid-
October. This means that if you
owned property in East Germany
from 1949 onward and your land 
was expropriated, you have until 
mid-October to make a claim to 
get that property back. 

Just how fast actual decisions 
will be made remains to be seen. 
One thing is clear: Don't expect 
mass investment until investors 
can be assured that when they buy 
a piece of property, it's theirs. 

Another major obstacle to doing
business is the telecommunications 
system - or lack thereof. Making 
a phone call within East Germany
works more often than not, as long 
as you're willing to put up with 
static background noise and the 
more than occasional crossed line. 
But try calling a business partner
in Western Europe. Your fingers
will get lots of exercise dialing the 
number repeatedly, but it's never 
certain you'll make a connection. 

It would be nice to be able to 
wholeheartedly recommend invest
ing in East Germany. With unem
ployment easily approaching the 
forecasted 2 million, the countrysure could use it. Yet this is the 
market economy, and companies 
have to weigh benefits and risks. 

West Germany's largest compa
ny, Daimler Benz AG, recently did 
so, and decided against East Ger
many. The market for the mid
sized trucks it said it wanted to 
assemble In East Germany col
lapsed with the introduction of the 
deutsche mark as East Germany's 
currency on July 1. 

Is now the time to invest in East 
Germany? That would largely de
pend on your industry, and the deal 
you can cut with an East German 
company or the trust company
working to privatize East German 
industry. It also depends on your
level of tolerance for working in a 
somewhat chaotic business envi
ronment. 

Now is definitely the time for 
politicians to resolve the property 
questions and to create an infra
structure that will leave Westernstrs itha ist ta t hastern 
investors with a list that has more 
positive than negative points. 
Miriam Widman is Frankfurt cor
respondent for The Journal of 
Commerce. 
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U.S. DEPARTMENT OF STATE
 
Office of the Assistant Secretary/Spokesman
 

PRESS CONFERENCE
 
BY
 

SECRETARY OF STATE JAMES A. BAKER, II
 
AND 

SOVIET FOREIGN MINISTER EDUARD SHEVKRDNADZE
 

IRKUTSK, USSR
 
THLRSDAY, AUGUST 2, 1990
 

FOREIGN MINISTER SHEVARDNADZE: Good morning. Once again, I
 
would like to welcome the press here on the soil of Irkutak in
 
Siberia. Tho Secrotary and I have thought that it is necessary
 
to report to you on what we'vo boon doing hero over these two
 
days. So I'vo got a lioting hare of what we've discussed, of
 
what we have been able to diOc"GG and decido.
 

Mero in Irkutok, the Secretary and I havo opont almost 10 hours
 
in discussion and talko. And oinco Irkutok io in Asia, we have
 
docidod to give a more detailod and thorough conoideration to
 
tho problemo of Asia and tho Pacific. The place, tha venae of
 
the meoting itoolf had made pocoible to choose thic main
 
diroction (aa) ono of the main thames of our diocussions. For
 
the firot tima, wo have givon what I would call a vary
 
comprehennivo consideration to the gonbral problems of Asia and
 
tho Far Eant--tho quotion of ovarall atability in this vast
 
region, tho problem of nocurity in Asia and the Pacific, the
 
problom of eliminating the remaining military confrontation, and
 
ways of establiohing bilateral and multilateral cooperation in
 
thin region.
 

Now what are tho reoulto of thoo diocuosiono? Wo have a high
 
dogro of mutual undorotandin on tho basis of the very

fundamental undorotnnding that in Ania, too, the Soviet Union
 
and the United Statoe do not regard each other ao adveroarios.
 
Thin in a statement of a goneral naturo made it in Washington,

noted in Washing an regardo tho entire world, and, of course,
 
it extondo also, to the Asian region. And thio dofinoo our now
 
perception of all the big problomo of thic region. And ao we
 
ara convinced, and we agrood, we have recognizod that tho
 
competition between the East and West is no longer valid. There
 
is an outdated sterao-typo no longer valid for tho situation
 
now.
 



SECRETARY BAFZR: Let me mimply say that is a full and complete
 
summary or listing of the various categories of issues that we
 
have discuacad during tho courao of about oix and a half hours
 
that we have spent working on thooc icouoo. WQ've got another
 
hour to go, of couroc, whilo oomo of you file. I'd liko to join

with tho Minister in thanking the citizens Irkutok and tho 
people of this area and tho MInister himself and his dologation 
for hosting us here and permitting us to oco this area in 
addition to permitting us to do some rather productive work. 
think the point that the Ministoer made about efforts to 
cooperate in view og tho changd circumstances around the 
world--offorto to cooperateo in Asia as we havo boon able to 
cooperate in Europa is important. And we did spend a fair 
amount of our time on Anian issues and regional conflicts in 
Asia. One other thing that I would say is that I think that as
 
we move this relationship between the United States and the
 
Soviet Union forward, wo have greaootr potential to work together
 
to addreso and to deal with regional conflicts around the globe.
 
Because to a loooor and loeser degree are these conflicts seen
 
in East-Weot terms, or in U.S.- Soviet terms or dimensions.
 

I 



"Non-Security Problems" 
From Congressional Quarterly, July 27, 
1990, Editorial Research Review, p.439
 

U.S., Soviet Contributions 
The top graph shows U.S. and Soviet dues assessed by the UnitedNations and how much each country a-.tually paid. Before Congresspassed the Kassebaum Amendment in 1983, the United States generally paid its full dues (although it occasionally did so late, which 
accounts for the overpayment in some years and the underpaymentin others). After 1983, the United States cut its payments sharply.Note that despite the cutback, the United States has consistently
paid more each year than the Soviet Union. In the late 1980s, theSoviets started paying more than their annual assessment in orderto make up for dues owed from previous years. By doing so, as thebottom groph shows, the Soviet Union has nearly eliminated itsarrearages. The United States, by contrast, now owes a hugeamount in back dues. The data for these graphs were provided by
the United Nations. Although the State Department calculates the 
arrearages differently, it does not deny that they are large. 

Millions 

Dues and Payments 

200 U 

150 4 

100- U.S.S.R. 

50
 

1977 '78 '79 '80 '81 '82 '83 '84 '85 '86 '87 '88 '89 90 
Assessed ---- Actual 

Millions 

350 Cumulative Arrearages 

300
 

250 

200

1501 

100 I 
5 0 - ...... . o. 

1977 '78 '79 '80 '81 '82 '83 '84 '85 '86 '87 '88 '89 '90 
U.S. U.S.S.R." ...... 

a: 



Front Lines , July 1990
 

Agency for International Development
 

Roskens Orders Rest uettuing
 
Bureaus Reorganized,Management
 

ResponsibilitiesShifted
 

n a move to reapportion man-
agement duties Aithin AID. 
Administrator Ronald W. Roskens 
has transferred responsibility for 

carrying out Agenc programs in most 
Asian cotntries from the Bureau for 
Asia, the Near East and Europe (ANE) 
to the Bureau for Prisate Enterprise. 

The former ANE bureau, renamed 
the Bureau for Europe and the Near East 
(ENE). remains responsible for Agency 
programs in Europe. North Africa. the 
Near East. Afghanistan. Pakistan. Cambo-
dia and the Philippines. Carol Adelman 
remains assistant administrator, 

Programs in the other Asian coun-
tries in sshich AID operates will be the 
responsibilits of the nesl, named Bu-
reau for Asia and Private Enterprise 
(APRE). vhich Henrietta Holsman Fore 
\,ill continue to head as assistant admin-
istrator. Included are India. Nepal. 
Bangladesh, Sri Lanka. the Maldives. 
Burma, Thailand. ASEAN. Indonesia 
and the South Pacific. 

"I see this as an opportunity to be 
innovative in delivering development 
assistance through the pri%ate sector." 
says Fore. 

Roskens ordered the reorganization 
to address a growing imbalance in man-
agement functions at AID. sshere the 
ANE bureau was responsible for coun-
tries over a broad geographic area. 
including rapidl) grossing activities in 
Central and Eastern Europe. 

The integration of resources from 
the Asia portfolio and the PRE bureau 
will benefit all areas of the new bureau. 
according to George Laudato. the new 
deputy assistant administrator for APRE. 
"This is clearly a situation in Ahich the 
\4shole will be substantially greater than 
the sum of its parts." he says. 

The Office of Housing and Urban Pro-
grams, which previously reported to the 
administrator, ssill noss report to Fore. 

The Office of the Science Advisor, 
which also formerly reported to the admin-
istrator, will now come under the direction 

of the Bureau for Science and Technology. 
Roskens also has initiated a broad re

view of the Agency's management. He has 
appointed agroup of senior AID task 
forces to address a ,eries of management 
issues and has tightened contracting proce
dures for overseas projects. 

One task force is Aorking to iden
tify duplication and overlap betseen 
AID bureaus that run overseas missions 
and those responsible for central scien
tific and technical programs. 

Other AID teams are examining 
hos, foreign assistance programs and 
projects in the field are planned. carried 
out and evaluated. hos, communications 
betsween Washington and the field mis
sions are handled and hoss personnel 
assignments are made. 

The changes in contractine for o,,er
seas projects are designed to ensure that 
th,-Agency i. more directls insoled 
when countries receiving U.S. assistance 
make their own arrangements to carry' 
out programs and projects. 
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THE PEACE DIVIDEND 

David Abshire 

John Brademas 

Harold Brown 

Alexander Haig 

Barbara Jordan 

Melvin Laird 

Charles McC. Mathias 

AND FOREIGN AID
 
Edmund Muskie 

Charles Percy 

Peter Peterson 

Elliot L. Richardson 

Alice Rivlin 

James Schlesinger 

Cyrus Vance 

Paul Volcker 

T'he conclusions below, and the general 
thrust (though not necessarily every para-
graph), of the following working menoran-

dum on Yhe Peace Dividend and Foreign kid 
have been endorsed by David Abshire, John 
Brademas, Harold Brown, Alexander Haig, 
Barbara .Jordan, Melvin Laird, Charles McC. 
Mathias, Edmund Muskie, Charles Percy, Peter 
Peterson, Elliot L. Richardson, Alice Rivlin, 
James Schlesinger, Cyrus Vance, and Paul 
Volcker. 

1.The political changes that have taken place 
in Eastern Europe and in the Soviet Union dur-
ing the latter part of 1989 and in 1990 are trans-
forming the conditions of international security, 
Should the )romise engendered by these changes 
be fulfilled over the coming years, the once well- 
founded concern about Soviet ability to mount a 
conventional attack in Europe will be gr'eatly 
reduced, both because the conventional military 
balance will have been altered in forces and geo- 
gral)hy to make such an attack much more diffi-
cult, and because the USSR will have greatly 
re(luced the weight it has placed on military capa-
bility as an instrument of international relations. 

In consequence, a real reduction in defense spend
ing by the United States can be expected and is 
justified: beyond peace itself, this is the peace 
dividend. 

2. If all goes well, we estimate that U.S. de
fense spending at the close of the coming five-year 
period will be at least $50 to $60 billion a year 
less in real terms than it is now. Measured from 
a defense budget that otherwise would have been 

I kept flat in 1990 constant dollars, and assuming 
smaller reductions in the first two years than in 
the following three years, the likely savings over 
the next five years will total about $150 billion. 
Other estimates are possible; but, reflecting the 
favorable developments of the recent past, they 
all show a large difference between the level of 
expenditures previously deemed necessary and 
the lower levels now deemed sufficient for nation
al security. 

3. Pressing domestic objectives and programs 
have legitimate claims on a significant share of 
the funds made available by such projected reduc
tions in defense spending. The continuation of 
large budget deficits suggests that, in a very real 

The Jolms tHopkins Foreign Policy Institute (FPI) of The Paul H. Nitze School of Aduanced International Studies (SAIS)
isa 'enterfor rcsfarch and discussion ojcotntemtporary issues in /.S.joreign (nd defense policy. Nonpartisan anl nonideo
logical, the FI'I blishes studies and reports on a wide range of policy.related issues. Additional reports in this series 
will be published periodically. 
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sense, the peace dividend has already been spent 
several times over during the past decade; accord-
ingly, in determining the potential benefits and 
possible uses of this dividend, deficit reduction 
certainly merits priority consideration. Also 
deserving high priority are those claims made on 
behalf of important domestic needs that serve the 
most fundamental purposes of our society. 

4. Yet we strongly urge that some of the 
peace dividend-which derives from the success 
of our past investments in national security-also 
be reinvested in the new internal and regional po-
litical and economic structures that are emerg-
ing in Eastern Europe, Central America, Africa 
and Asia. Such use of even a modest percentage 
of the peace dividend would allow a substantial
increase in U.S. nonmilitary assistance, especially 

as that level is so low relative to other domestic 
items with a pressing claim on budget allocations, 
The nation has done too much in the past to ab
sent itself from the reconstruction effort at the 
ver moment when the international scene is tak-
ing on a form sought by, and made possible 
through, the sacrifices of two generations of 
Americans. 

5. The American people inevitably will expect, 
as they should, that their political leaders view 
foreign assistance through the discriminating 
prism of self-interest. Thus, while the U.S. econ-
omy will surely benefit from the overall groxwth 
in world production and trade that will result from 
the recovery of the regions most affected by the 
end of the Cold War, this benefit will not immedi- 
ately compare in magnitude to that which resulted 
from the recovery of Western Europe after the 

,end 	of World War II. Even so, the rate of return 
on our renewed investment in international secu-
rity will remain high, especially as the other in-
dustrialized economies, then th- recipients of 
American aid, will now each contribute as much 
as or more than the United States, so that the 
U.S. commitment overall will be much smaller in 
constant dollars, and even less as a percentage 
of U.S. gross national l)roduct, than it was for the 
Marshall Plan. 

6. More important, by assisting the econom-
ic and political recovery of these regions we also 
contribute to international stability and securi-
ty, making further defense savings possible, and 
producing still higher peace dividends in later 

years. Conversely, our failure to engage in the 
reconstruction effort risks both a loss of U.S. in
fluence and further economic decline for the coun
tries involved. If political instability, regional 
chaos, and ultimately international conflicts in
crease, the prospects for future peace dividends 
will erode as the desirability of further cuts in de
fense spending diminishes. 

7. The bulk of U.S. economic participation in 
Central and Eastern Europe and in the Caribbean 
and Latin America will and should come from the 
private sector-in the form of capital, technolo
gy, and management. But U.S. government assis
tance-in easing the flow of each of these, and in 
providing direct development assistance to infra
structural and other projects not attractive to pri
vate capital-is also a compelling need. In addi

tion, assistance should be provided in support of 
democratic processes and soumJ economic policies. 

8. It is not our intention to determine what 
levels of funding are adequate to meet the press
ing needs that have been identif-_d Nor do we 
recommend specific projects. The world does not 
lack for useful purposes to which a small fraction 
of our nation's wealth and talent might be put. 
Indeed, humanity's needs are far"greater than our 
capacity to provide, especially at a time when our 
own society's needs are also considerable and 
significant. 

In making the difficult choices that loom 
ahead, we will have to be guided by prudent judg
ments of timing, likely impact, and true self
interest-not to mention a healthy regard for our 
own limits. But it is an error unfounded in ex
perience and unreflective of our traditions and 
character to assert that the problems of the world 
are beyond our capacity to ameliorate and, on oc
casion, even resolve. We know that foreign aid 
is not a popular cause. But neither was the Mar
shall Plan, even after a Democratic President had 
persuaded a Republican Congress to support it. 
Yet, few criticize that effort today. 

The United States enjoys great prestige in 
Eastern Europe and in other parts of the world 
where its leadership helped bring freedom and 
democracy. Calls that this leadership be main
tained now take the form of pleas for a renewed 
commitment to shoring up the foundations of in
ternational peace. These calls must be heard. 
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COVERT AID

Wars of Proxy Losing F'avor
 
As Cold War TIeions End
 

Continuedassistanceto rebel factions in Afghanistan,
 
Angola and Cambodiain jeopardy
 

A s the Bush administration con-
fronts the first major interna-
tional crisis of the post-Cold 

War era, Congress is still grappling 
with an issue that at one time seemed 
to embody the global competition be-
tween the superpowers. 

When members of the House Intel-
ligence Committee return from recess 
in September, they must decide 
whether to continue funding the large-
scale covert assistance operations 
in essence, wars by proxy - that the 
United States supports in Afghani-
stan, Angola and Cambodia. 

With the easing of tensions between 
the United States and the Soviet Union 
during the past year, many in Congress 
have grown increasingly skeptical about 
the programs. In June, the Senate Intel-
ligence Committee voted to eliminate 
funding for the Cambodian program 
and substantially reduce aid to the 
Aluahedeen in Afghanistan. Members 
also question the continuation of aid to 
the rebels in Angola.

The committee's actions were a sign 
that "the strong bipartisan support 
that once existed for the programs is 
now crumbling," said one source. 

"There is no doubt that the level of 
dissatisfaction [over the programs] is 
rising," said Rep. Lee H. Hamilton, D-
Ind., a former chairman of the Intelli-
gence panel. 

The administration has attempted 
to accommodate congressional con-
cerns by stepping up negotiations to 
resolve the conflicts. As Secretary of 
State James A. Baker III noted, the 
recent decision to revise U.S. policy 
toward Cambodia was motivated in 
part by the vote in the Senate Intelli-
gence Committee to terminate fund-
ing for the covert program. 

Members of the House Intelligence 
Committee have acknowledged that the 
administratkin's attempts to highlight 
diplomacy could have an impact on the 

By Carroll J. Doherty 

doubt in these areas." 
The House panel was supposed to 

take up the covert assistance question 
in July as part of the fiscal 1991 intel,T DJligence authorization (HR 5422), but 

1 q.-q ,1 ,R 
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Bills: HR 5422, S 2834 - Fiscal 
1991 Intelligence Authorization. 
Latest e,.tion: The Senate passed 
S 2834 by voice vote Aug. 3. The 
House panel marked up parts of 
HR 5422 on July 19 but delayed 
some key decisions. 
Nex likely action: The House 
Committee will complete action 

in September. 
ontthing 
Background: Congress has 
become skeptical of the need for 
covert aid programs in 
Afghanistan, Angola and 
Cambodia. The administration 
wants to continue the aid while 
diplomatic efforts proceed. 
Reference: Senate action, 
Weekly Report, pp. 2431, 2232; 
House action, p 2332. 

panel's deliberations. Said Stephen J. 
Solarz, D-N.Y.: "The debate will be over 
which action, a continuation of assis-
tance or a cutback, will do most to 
contribute to a political settlement." 

Matthew F. McHugh, D-N.Y., who 
sits on the House panel, added that 
because the administration previously 
has taken a pragmatic stance on a 
number of foreign policy questions, "it 
could tend to lead some House mem-
bers to give Baker the benefit of the 

voted to defer consideration of' the 
programs for two months. One factor 
was that members wanted to give the 
diplomatic process more time to work. 

The committee decision gave the 
administration breathing space, but it 
also raised expectations for tangible 
progress on the diplomatic front. Said 
one congressional critic of assistance 
to the Angolan rebels, "Unless there is 
a real prospect for a peace settlement 
that could be achieved quickly, there 
is a real question over whether we 
should continue the aid." 

Carryovers From the '80s 
While the countries where the 

United States still covertly aids guer
rilla forces could not be more differ
ent, the programs themselves have one 

in common - former President 
Runald Reagan. The Reagan adminis
tration employed the CIA to assist 
those seeking to overthrow, or at least 
harassing, regimes backed by the So
viet Union or its surrogates. 

The best publicized of these opera
tions, of course, was in Nicaragua, 
where the administration fought Con
gress for years over aid for the contras. 
The Bush administration eventually 
hammered out an agreement with 
Congress to wind down the program. 

While the administration has shown 
far more interest than its predecessor in 
pursuing negotiated settlements to re
gional conflicts, it has continued to re
quest funding for the large-scale covert 
operations. 

But with the Soviet Union less able 
and willing to fund client states 
throughout the world, it would seem to 
be only a matter of time before all such 
proxy wars become a thing of the past. 
"It is no longer themissionoftheUnited 
States and the Soviet Union to confront 
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each other in every part of the globe," 
said former CIA chief William Colby. 

However, intelligence analysts has-
ten to make the distinction between 
major proxy wars and small-scale co-
vert actions. "There always will be a 
need for the CIA to have an opera-
tional role," Colby said. 

That point was dramatically rein-
forced early this month when Iraq in-
vaded Kuwait. Even before the huge 
U.S. military buildup in the Persian 
Gulf, reports in the media indicated 
that the CIA was developing a covert 
plan to destabilize the government of 
President Saddam Hussein. 

Aside from the obvious difficulties 
associated with such a mission -
Saddam reportedly has murdered or 
imprisoned most Iraqi dissidents 
what is significant about the plan is that 
it has drawn no negative comment from 

"It is no longer
tie mission of 

the United : 

States and the 
Soviet Union to 

confront each 

other in every part of the 

globe." 


-William Colby, 
former CIA director 

Capitol Hill. Having pledged support 
for the administration's effort to con-
tain Iraq, most lawmakers appear un-
concerned about seeing the United 
States secretly work toward removing 
the country's leader. 

"There are still members who only 
reluctantly support covert action, but 
;n Iraq there are vital interests at 
sitake," said a member of the House 
Intelligence Committee. 

Afghanistan: Close to a Deal 
On Afghanistan, at least, the 

United States and the Soviet Union 
appear to be close to an agreement 
that would enable both superpowers 
to exit gracefully. Secretary of State 
Baker and Soviet Foreign Minister 
Eduard A. Shevardnadze discussed a 
proposal for Afghan elections, which 
also could lead to a phasing out of 
outside assistance, when the two men 
met in Irkutsk in Siberia on Aug. 1. 
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Both sides have indicated that a 
breakthrough on Afghanistan could 
occur at a summit meeting between 
President Bush and Soviet President 
Mikhail S. Gorbachev, scheduled to 
take place in Moscow later this year. 

The Soviet Union withdrew the 
last of its 100,000-plus troops from Af-
ghanistan last year, but it still pro-
vides the Kabul government with an 
estimated $300 million a month in as-
sistance. 

U.S. covert aid for the Mujahe-
deen totaled approximately $280 mil-
lion last year, according to congres-
sional sources. While marking up the 
fiscal 1991 intelligence authorization 
(S 2834), the Senate Intelligence Com-
mittee reduced that by $100 million, 
the sources said. 

Given the momentum toward a 
settlement, the administration will be 
able to make a strong case for continu
ing the assistance, at least through the 
end of the year. As McHugh indicated, 
Congress will probably be hesitant to 
what could be productive negotiations. 

But despite that, and even though 
the Afghan program has traditionally
been quite popular on Capitol Hill, aid 

for the rebels has drawn widespread 
criticism during the past few months.
Members of the Senate Intelligence 

Committee, including David L. Boren, 
D-Okla., the panel's chairman, and 
Sam Nunn, D-Ga., have called for a 

full-scale review of U.S. policy toward 
Afghanistan. 

Hamilton and others have ex-
pressed concerns over the Islamic fun-
damentalist character of the rebels be-
ing backed by the United States. 
"We've been supplying enormous 
amounts of money to these groups, 
some of whom have little in common 
with the United States," said Hamil-
ton. 

Even Rep. Charles Wilson, D-
Texas, perhaps the most passionate 
congressional advocate for the rebels, 
questioned the capability of the resis-
tance to absorb more U.S. weapons, 
although he added that "the reality is 
that the Soviets nrovide 10 times what 
we send." 

Angola: A 'Zero-Zero' Proposal 
While the U.S. program in Af-

ghanistan is the oldest and costliest of 
the three, it has never raised ideologi-
cal hackles like the operation in sup-
port of the Jonas Savimbi-led Na-
tional Union for the Total 
Independence of Angola (UNITA) 
forces. Even in the post-Cold War era, 

it still manages to evoke some familiar 
sentiments. 

Rep. Ronald V. Dellums, D-Calif., 
has called military aid for UNITA 
"morally indefensible," while an ana
lyst for the conservative Heritage 
Foundation said continued Soviet 
support for the government of Presi
den, Jos, Eduardo dos Santos is an 
indica ;on "that Moscow has not yet 
abandon'd the use of military force in 
pursuit 6f its global objectives." 

The Bush administration currently 
provides approximately $50 million in 
military aid to the rebels. The adminis
tration recently reprogrammed an addi
tional $10 million in assistance to 
UNITA from the CIA's contingency 
fund, according to congressional 
sources. 

Although the Senate Intelligence 
Committee voted to continue the pro

"There is no 

level of 
dissatisfaction /

"
 

[over the L1, 

programs] is 

rising." 

-Rep. Lee H. Hamilton, D-Ind. 

gram in fiscal 1991, it attached un
specified conditions to the aid. the 
sources said. 

Again, the administration is hop
ing to demonstrate that the covert aid 
program is helping to achieve diplo
matic progress. The State Department 
indicated that it was somewhat en
couraged by a recent agreement be
tween UNITA and the Angolan gov
ernment, under which both sides 
would allow U.N.-sponsored emer
gency food shipments to be delivered 
to the estimated 250,000 civilians at 
immediate risk from famine. 

The Angolan government was ini
tially suspicious of the so-called "cor
ridors of peace" plan, but later agreed 
to grant safe passage for the food ship
ments. U.N. representatives have been 
working with both sides to establish 
the corridors. 

A State Department official said 
the plan, if fully implemented, could 
"serve to build trust of both sides in 
each other" and possibly lead to an 
overall cease-fire. 
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But congressional opponents ques
tion whether the administration would 
be willing to wind down the covert 
program even if a cease-fire could be 
negotiated, given Bush's previous 
statements of support for Savimbi. In 
January 1989, Bush sent the UNITA 
leader a letter saying he would con
tinue "all appropriate and effective 
assistance" until "national reconcilia
tion" was achieved in the country. 

"National reconciliation" is usually 
taken to mean a process leading to AFGHANISTAN 
multiparty elections, which would in
clude participation by members of 19 
UNITA. Thus far, the two sides have CAMBODIA 
been unable to agree on a formula that 
would lead to elections, or a cease-fire. 

While the administration wants to 
see democratization in Angola, many
members of Congress apparently 
would be satisfied with the elimina-

ANGOLA 

tion of all outside military assistance 
- from the Soviet Union and the 
United States - to the country. Such 
a "zero-zero" proposal reportedly was 
discussed by Baker and Shevardnadze 
at their meeting in Irkutsk. 

A termination of outside military
aid would build on the 1988 tripartite _J 
peace settlement in southern Africa, un
der which Cuba agreed to withdraw its 
40,000-troop contingent from Angola.
The State Department has said the 
withdrawal, due to be completed in 
1991, has been proceeding on schedule. 

With a phaseout of Soviet aid, and 
minus the presence of the Cubans, "it
becomes more of a civil war, rather than 
Soviet expansionism," said McHugh, a 
longtime critic of the Angola program. 
Given the fact that the administration 
seems to be willing to accept such an 
arrangement in Afghanistan, other 
Democrats are beginning to wonder why 
a similar deal, while obviously not per
fect, would not work in Angola. 

But the administration is concerned 
about the wide discrepancy in the mili-
tary stockpiles held by each side. The 
State Department estimates that the 
Soviet Union will send the dos Santos 
government $800 million in military aid 
this year - more than 10 times what 
the U.S. will provide for Savimbi forces. 

Afghanistan: President Jimmy Carter came to the aid of the Mujahedeen
shortly after the 1979 Soviet invasion. President Ronald Reagan signifi
cantly increased the aid and provided sophisticated anti-aircraft weapons.
Under President Bush last year, the U.S. covert aid program came to about 
$280 million. But with the United States and the Soviet Union close to a
deal on Afghanistan, the program might be wound down. 

Angola: U.S. involvement in Angola began with the 1975 civil war and
continued after the U.S.-backed UNITA lost that war. Reagan stepped up
support for UNITA in 1986, and the Bush administration is now providing
about $60 million annually in covert aid. The administration seems insis
tent on democratization, but Congress may not be willing to wait, preferring
instead a deal that would end outside aid to both UNITA and the Soviet
backed Angolan government. 

Cambodia: The United States has been trying to force Vietnam out of
Cambodia since 1982. U.S. covert aid, now estimated to be as much as $24
million annually, goes to resistance groups led by former Cambodian leader
Prince Norodom Sihanouk and former Prime Minister Sonn Sann. But they
are loosely allied with the Khmer Rouge, which is blamed for killing
I million Cambodians from 1975 to 1979. For that reason many in Congress 
oppose the aid. The Bush administration recently withdrew support for the
coalition, but that may not be enough to save the program. 

"Even if a cutoff could be negotiated,
the government would hold a major
edge," said one official, 

In addition, although the geopoliti-
cal situation has changed a great deal 
since he first burst upon the scene, 
Savimbi remains an extremely popular
figure with American conservatives. His 
trips to the United States, arranged by
the well-connected Alexandria, Va.-
based lobbying firm of Black, Manafort, 

Stont & Kelly, normally include a visit 
to the White House. 

For a president concerned about his 
right flank, it could prove politically
risky to endorse any peace settlement 
for Angola that is perceived as contain-
ing less than favorable terms for 
Savimbi. The UNITA leader is plan-
ning a visit to the United States some-
time this fall, said lobbyist Paul 

Manafort. 
Meanwhile, the Angolan govern

meat also has upgraded its lobbying
efforts, in preparation for the House 
Intelligence Committee's consider. 
ation of the UNITA aid package. The 
government, which has no ambassador 
to the United States, has hired the law 
firm of Washington, Perito & Dubuc 
as its Washington representative. 
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U.S. Love Affair With Covert Aid...
 
( overt action has been used in one form or another National Union for the Total Independence of Angola

since the beginning of warfare, but for the United (UNITA) faction in the Angolan civil war. UNITA, headed 
States, it took on unprecedented importance with the by Jonas Savimbi, lost that battle to the leftist Popular
arrival of the Cold War. Successive administrations have Movement for the Liberation of Angola, which received 
embraced covert action as a useful tool in fighting Soviet aid from Cuba and the Soviet Union, but UNITA contin
expansionism and other threats to U.S. national security. ued to use its base in southern Angola to fight the new 

Between 1951 and 1975, accord- Marxist government. 
ing to a 1976 Senate Select Intelli- (\jL But because UNITA had relied for years on military 
gence Committee investigation, the [ / and financial support from South Africa, members of 
CIA was involved in about 900 ma- - Congress were reluctant to support it, and in 1976 ap
jor project in foreign countries, in- proved an amendment to the defense appropriations bill 
cluding dozens in Vietnam. Al- " (PL 94-212) by Sen. Dick Clark (D-Iowa, 1973-79) effec

-
though most of the operations were I I f, tively barring CIA intervention in Angola.
designed to affect foreign politics at . In June 1980, in light of State Department estima(es 
the margin, several were intended that about 20,000 Cuban troops remained in Angola at 
to overturn governments. the time, Congress weakened the Clark amendment al-

The number of covert operations lowing military support of UNITA if the president 
increased dramatically when Ron- Roagan openly requested it and Congress approved.
aid Reagan took office in 1981 and nominated William In July 1985, after receiving assurances that the Rea-
J. Casey as the director of central intelligence. Casey gan administration had no immediate plans to aid 
had served in the Office of Strategic Services (OSS), the UNITA, Congress repealed the Clark amendment. 
forerunner of the CIA, during World War II. Early in 1986, Savimbi visited Washington to appeal

According to Gregory F. Treverton, a former staff for U.S. assistance. Reagan enthusiastically backed 
member on the Senate Select Intelligence Committee Savimbi and in February ordered the CIA to provide up
and author of a study of covert action in the postwar to $15 million worth of arms and ammunition to 
era, the number of actions roughly tripled in number UNITA. 
during the Reagan years. In spite of regional peace efforts, the United States 

Three of Reagan's major covert operations were in continues to arm UNITA, providing by some estimates 
Angola, Afghanistan and Cambodia. Although two had up to $60 million this fiscal year.
 
their beginnings before Reagan, they all increased sig
nificantly in size during his administration. Afghanistan
 

Less than a month after the Soviet Union invaded
Angola Afghanistan in December 1979, President Jimmy Carter 

The CIA first became involved in Angola in 1975 declared that the United States had a "moral obligation" 
when it provided money and arms to the pro-Western to arm the Afghan resistance. Carter reportedly allocated 

The lobbying group TransAfrica, much higher figure - as much as $24 return to power of the Khmer Rouge. A 
which has taken a high-profile role on million annually. congressional letter recommending fur-
South Africa, has also been actively The United States supports the ther changes, circulated by Senate Ma
attempting to persuade Congress to groups led by former Cambodian lead- jority Leader George J. Mitchell, D
defeat aid for UNITA. Since Congress er Prince Norodom Sihanouk and Sonn Maine, attracted 66 signatures.
is not considering any changes to the Sann, a former prime minister. But the On the more narrow question of 
U.S. economic sanctions against South two forces are part of a loose coalition the covert program, the House Intelli-
Africa, TransAfrica and its executive with the infamous Khmer Rouge - gence Committee might approve the 
director, Randall Robinson, have con- and therein lies the basis for congres- assistance, forcing the issue to be re
centrated heavily on the issue. sional opposition to the program. The solved by a conference committee. 

Khmer Rouge has been accused of kill- But in this case, the decision by
Cambodia: 'A Conundrum' ing more than I million people when it the committee to defer consideration 

Of the three regional conflicts, all ruled the country from 1975 to 1979. of the aid workied against the adminis
sides agree that the civil war in Cam- In response to congressional pres- tration: Members who were undecided 
bodia will be the most difficult to re- sure, Secretary of State Baker on July have been clearly influenced by re
solve. "It's a conundrum," said Dave 18 announced policy changes. Baker ports indicating that the Khmer 
McCurdy, D-Okla., a member of the said the United States would withdraw Rouge has made substantial gains on 
House Intelligence Committee. diplomatic support for the coalition, ini- the battlefield. 

Currently, the United States re- tiate talks with Vietnam and ease re- Rep. Bill Richardson, D-N.M., who 
portedly sends the non-communist re- strictions on humanitarian aid. voted present when a package of overt 
sistance $10 million a year in covert Most members of Congress wel- assistance was considered by the full 
assistance, although diplomatic comed the revisions, but said that they House in June, said he now is opposed 
sources in the region have cited a would be insufficient to prevent the to "all assistanre" for the rebels. 
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... Has a Long butControversial Past
 
$30 million for covert military assistance in a plan that H 
included sending old Soviet weapons from Egypt. M 

By the winter of 1982, over 100,000 Soviet troopsoccupied Afghanistan, leaving the resistance compara

tively underarmed, and in December, the Senate Foreign 
Relations Committee called on the administration to pro
vide "effective material assistance." t o 

That same month, Reagan directed the CIA to provide 
more sophisticated weapons, including mortars and grenade ( 
launchers. By September 1986 rebel forces were receiving 
Stinger anti-aircraft missiles, and total covert military aid to ' 

the Afghan resistance had climbed to roughly $300 million. A e 

Although Soviet troops austensibly left Afghanistan in 
February 1989, leaving behind a cadre of advisers, the V?? 
United States reportedly continues to aid rebel groups ..... .. -n 
fighting the Soviet-backed government. UNITA robel in Angola continue to receive U.S. aid. 

Cambodia aid to the guerrillas as part of the foreign aid appropria-
Vietnamese forces invaded Cambodia in 1979, and in tions bill (HR 5114). Like previous foreign aid legislation, 

1982 the United States began trying to force them out, the bill prohibits any assistance for the Khmer Rouge. 
providing covert aid to two small non-communist guer- Although the money is only a tiny part of the foreign aid 
rilla groups allied in a loose coalition with the Khmer budget, the issue has been fraught with controversy because 
Rouge against the Vietnamese-backed government, of the involvement of the Khmer Rouge. Human rights 

Currently, the United States reportedly sends the groups charge that the rebels, rulers of Cambodia from 1975 
non-communist resistance $10 million in covert assis- to 1979, killed more than 1 million Cambodians. 
tance, although the Senate Intelligence Committee voted The overt-covert assistance program also represents the 
in June to terminate funding for the program. first active U.S. role in the region since the Vietnam War. 

Officials in the region have cited a much higher figure For years conc about Vietnamese expansionism 
for the covert aid, estimating it to be as much as $24 outweighed that .. .. e Khmer Rouge returning to power. 
million annually Jeremy J. Stone, the president of the But recent reports that the Khmer Rouge is gaining in 
Federation of American of Scientists, recently conducted strength vis-A-vis the non-communist resistance, as well 
an investigation of the program and concluded that the as reports that the Khmer Rouge has indirectly received 
United States sends $24 million a year to the resistance, American aid, have sparked congressional concern and 
in both covert and overt operations. led to an administration re-evaluation of its policy. 

In ,June, the House approved $7 million in non-lethal -- Sheldon Yett 

The administration, aware of the - even though that assistance is tech- panels, have advocated completely
mood on Capitol Hill, has indicated nically covert. lifting the veil on such programs. "It is 
that it might make further policy revi- By the same token, Secretary of my view that they are foreign policy
sions - including possibly initiating State Baker can, as he did at a Paris matters and should be considered as 
direct talks with the Cambodian gov- news conference, discuss the vote by such," said Boren. 
ernment. But the administration has the Senate Intelligence Committee When he chaired the intelligence 
said it is committed, in the short run against the Cambodia program, even panel in 1986, Hamilton narrowly lost 
at least, to continuing aid for the non- though that vote was supposed to have in an attempt to stipulate that aid for 
communist resistance. been secret. UNITA be publicly debated by Con-

In July., a senior administration of- According to Solarz, both of the gress. Solarz said it is likely that, be
ficial said that without the program, above instances involve "overt-covert cause of pressure from members, the 
"there might be the very real likeli- programs." Said Solarz, "If they are question will arise agwi- this year. 
hood that they [the resistance] would widely known enough to be written (1986 Almanac, p. 387) 
turn elsewhere for support, and that about in the newspapers, they are not The chairmen are not suggesting an 
turn might he to the KR [Khmer really covert, are the,?" open-debate policy fr an'vhing but 
Rouge]." But members of both Intelligence large-scale programs, like those in Af

panels are normally circumspect in ghanistan, Angola and Cambodia. AsCovert-Overt Programs discussing the programs, for fear that one Senate aide put it. "Most people 
Under the current, apparently they will be accused of disclosing in- think that the Intelligence committees 

contradictory, rules that govern dis- formation that is technically classi- consider little else but those programs. 
cussions of such covert programs, the fled. The fact is that the committees deal 
president is able to openly pledge con- Many members, including the cur- with many classified issues, and most of 
tinuing U.S. aid to UNITA in Angola rent chairmen of both Intelligence them stay that way." 0 
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COMMITTEE ON APPROPRIATIONS
 

U.S. HOUSE OF REPRESENTATIVES 

Mr. Chairman and Members of tho Subcomnit.ee: 

I am pleased to have this chance to discuss with your
 
Committee the President's recommendation to Congress that the
 
United States Government forgive Egypt's Foreign Military Sale!
 
(FMS) debt. The President's decision to forgive Egypt's FMS
 
debt was stimulated by Egypt's vital leadership in resisting
 
Iraqi aggression in the Gulf. The President's decision is
 
unique and does not extend to other FILS debtors. It was based
 
fundamentally on geopolitical and military grounds.
 

The President made his recommendation in recognition of
 
Egypt's unique, unparalleled strategic contributions to the
 
pursuit of peace and security in the Midd'.e East and the
 
inability of measures short of forgiveness to safeguard our
 
strategic relationship with this important Arab partner. 
Thus, forgiveness of Egypt's FMS debt is an integral part of
 
the United States' on-going efforts to restore the rule of
 
international law in the Gulf. 

The President's recommendation for forgiveness covers 
approximately $6.7 billion in Egyptian FILS debt. This include 
about $4.4 billion in principal outstanding on loans made by ti
 
Federal Financing Bank (FFB) with the full faith and credit
 
guarantee of the Secretary of Defense through the Defense 
Security Aasistance Agency (DSAA). The remaining $2.3 billion
 
is owed to DSAA and represents arrears plus amounts that DSAA 
has already paid to the 10FB under the terms of its guarantee
 
when Egypt failed to rake payments that were duo to the FFB.
 

The legislative mechanism that the Admiristration Is
 
considering to accomplish the forgiveness involvoo throo steps
 
First, DSAA's Guarantee Reserve Fund would purchaso the $4.4
 
billion still owed to the FFB,'using funds borrowed from the
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Treasury Department under existing authority. This would
 
consolidate all of Egypt's $6.7 billion FMS debt in DSAA's
 
hands. Second, the legislation would authorize DSAA to
 
forgive the entire consolidated stock of Egypt's FMS debt.
 
Third, the legislation would permit the Secretary of the
 
Treasury to forgive all of the Department of Defense's borrowings
 
from the Treasury Department undertaken in connection with
 
Egypt's FMS debt. Thus, the Department of Defense would have
 
no further obligations relating to Egypt's FMS debt.
 

We favor this approach because it enables the Department
 
of Defense to honor its guarantee to make the FFB "whole."
 
This is important because the FFB is simply a financing
 
mechanism, with no responsibility for administering programs.

If the FFB were required to forego its guarantee rights and
 
forgive Egypt's debt directly, a precedent would be set that
 
could ultimately lead to forgiveness of a substantial portion
 
of the Bank's remaining portfolio. As the FFB's portfolio

totals some $162 billion, this could be an extremely costly
 
precedent.
 

I understand, Mr. Chairman, that you and your Committee
 
have a strong interest in other areas of official debt. First,
 
I want to state that our general policy is not to forgive debt,
 
except in very special circumstances. Secondly, I want to
 
emphasize that our treatment of Egypt's FMS debt is distinct
 
from the actions that the United States Government has taken or
 
is prepared to take on the non-military official debt of other
 
countries. Finally, we have found that there is no single,

comprehensive program for dealing with other official debt that
 
effectively meets the needs of all heavily-indebted countries.
 
The only overriding theme has been our emphasis on encouraging
 
significant and lasting economic reforms.
 

Our treatment of official debt has been highly
 
differentiated and tailored to the specific circumstances of
 
particular countries involved:
 

o 	 The United States and other participants at the 1988 
Toronto Summit agreed to extend exceptional 
ultilateral debt relief to low-income debt distressed
 
countries in sub-Saharan Africa that were undertaking
 
economic adjustment programs. This has since been
 
extended to Bolivia.
 

o 	 We have also recognized the need to provide exceptional
 
bilaea relief to sub-Saharan debtor countries
 
which are undertaking significant macroeconomic and
 
structural reforms. Section 572 of the FY 1989
 
roreign Operations Appropriations Act allows. the
 

I States to extend bilateral.relief by forgiving 
- Assistance and ESF loans for those sub

-,es that have in effect economic reform
 
prc,. 	 IMF and World Bank.
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o 	 President Bush's "Enterprise for the Americas
 
Initiative (EAI) is a cooperative effort to boost
 
growth, trade and investment in the Western Hemisphere
 
and includes some elements of bilateral debt reduction
 
conditioned on economic and investment reforms.
 

These initiatives raise complex and far-reaching issues
 
that bely a comprehei.sive solution. The debt situation and the
 
type of debt vary significantly t.om country to country. I
 
would be happy to discuss these issues in more detail. We
 
look forward to working with you and your Committee.
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In Search of Our National Interest
 
by Irving Kristol 

In the years after World War II, the New 
York Times made a bold editorial deci-
sion. It decided that its opening pages, 
usually running to at least half the first 
news section, would be devoted to inter-
national news, rather than to national 
news, as had been the custom. It was a 
bold decision because it ran against 
the well-nigh editorial assumption that 
Americans were more interested in read-
ing about their own country (or even 
their own locality) than about foreign 
affairs. The Times's editors thought that, 
with the United States now a world 
power, and one engaged moreover in 
defending the Free World against mes-
sianic communist movements, interna-
tional affairs were more important than 
domestic developments. IfAmericans 
didn't realize that, they should be led to 
realize it, and the Times would play its 
part. 

I have always admired the courage and 
idealism behind that decision--except of 
late. As a regular reader of the Times I 
now find myself skimming those pdges, 
and even being irritated by what I now 
feel to be their obtrusiveness. With every 
passing month, the editorial emphasis 
seems more and more off-key. I dutifully 
read the headlines and opening para-
graph or two, and then move on, remem-
bering little and, I now realize, caring 
less. Somehow the world has changed 

with the collapse of Soviet (and' Chinese) 
imperialism; many of the world's prob
lem areas seem awfully distant from the 
United States-and no longer particular
ly interesting from the point of view of 
American foreign policy. 

Liberian Rebellion 

Take the following news stories, which, 
in any recent week, one could find re
ported on at some length in the Times: 

• In Liberia, a dissident military fac
tion is leading a rebellion-apparently 
successful-against the dictatorial and 
corrupt government of a tyrant called 
Doe. The rebels are led by a former as
sociate of this Doe, named Taylor. No 
one has any idea what these rebels 
stand for, and it is possible that they 
don't stand for anything except for 
replacing a Mr. Doe with a Mr. Taylor. 

I read the accounts of this situation 
with a sense of numbness. What am I 
supposed to feel and think? If the 
Soviets (or the Chinese or even the 
Cubans) were involved, I would know 
what to think, since we would then be 
confronting a challenge. But this is a 
purely internal Liberian matter, and 
while I am saddened by the sufferings of 
the Liberian people caught up in this 
conflict, I see no reason why Liberia 
today should even be within the purview 
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of American foreign policy--or why the 
Times should be devoting so much space 
to it. 

. In Ethiopia, a brutal Marxist re-
gime is being seriously threatened by a 
rebellion whose leaders seem to be 
equally barbaric Marxists. Again, the 
Ethiopian people are suffering horribly 
at the hands of both combatants. But 
the sad truth is that one's fund of com-
passion for suffering peoples all over the 
world is limited. In any case, absent 
Soviet involvement, Ethiopia has pretty 
much slipped off the spectrum of Ameri-
can foreign policy, so far as I can see. We 
have no national interest there, and my 
own interest in reading about events 
there is minimal. 

* In Cambodia, a war is being fought 
by a Vietnamese puppet regime, the for-
ces of the abominable Pol Pot (who is sup-
ported by the Chinese), and other groups 
whose sole virtue seems to be that they 
are not allied with the one or the other. 
We are very much involved at the diplo-
matic level, opposing the Vietnamese 
and Pol Pot, and we also send somhe mili-
tary aid to the "third forces," though to 
no apparent effect. 

Why are we so concerned, and so in-
volved? Cambodia, to its misfortune, is 
of great interest to neighboring Commu-
nist Vietnam and Communist China, 
who at the moment are using it as a bat-
tleground. It is also of keen interest to 
neighboring Thailand, a nation friendly 
to us, understandably apprehensive 
about its neighbors, and therefore 
deserving of the military aid we sent it. 

But the future of Cambodia is obvious-
ly of no serious interest to the United 
States. We have no power to shape the 
Future of that land, and we seek no such 
power. Only the Times qnd State Depart-
ment bureaucracy, on inertial guidance 
and still taking their bearings from a 
global cold war, remain interested, 

* In Myanmar (a.k.a. Burma), the 
military rulers have allowed elections 
that, on paper at least, resulted in a vic-

tory for the opposition. Not only the 
Times but the American media as a 
whole have given this event much cover
age-though, having read it all, I still 
don't know what the "democratic" opposi
tion stands for, or whether one can take 
it seriously as a political force. Neverthe
less, there is no doubt that Burma (as I 
still insist on calling it) has been terri
bly misgoverned in recent decades, and 
that a change is welcome. It is espe
cially welcome if the change results 
from free elections. 

But having said that, what else is 
there to say? We have never had any in
volvement with Burma, nor do we have 
any reason to be involved with it today. 
Yes, it would be nice if Burma evolved 
into a liberal democracy, Western-style. 
But that is a Burmese option, not an 
American responsibility, since we have 
no influence in that land. And if Burma 
evolves in some less attractive direction? 
Well, we have lived with such a Burma 
for some four decades now, and the Amer
ican people seem not to have experi
enced any trauma as a consequence. 

There are many other examples that 
can be given, but they all add up to one 
conclusion: With the end of the Cold War, 
an era of American foreign policy has 
come to a close. We won that war. "Global 
containment" of communism did work
far better, indeed, than we anticipated. 
Communist governments still exist, to be 
sure, but the era of communist expan
sionism has come to an end. So where, 
we have to ask, does that leave us? What 
is our foreign policy now about? 

This question, alas, is not one that the 
State Department seems able to focus 
on. The State Department, very much at 
home in NATO, keeps desperately seek
ing new reasons for its continued exist
ence. It even solemnly negotiates with 
the Soviets over whether a unified Ger
many will be a member of NATO, and 
whether (and how many) American and 
Soviet troops might be stationed there. 
But if one thing is certain it is that it is 
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the Germans who will decide this issue, 
and one can reasonably expect that, eight-
een months from now, the Germans will 
have asked both American and Soviet 
troops to leave-which they will do. What-
ever else the Germans decide with regard 
to NATO will be up to them, and to them 
alone, 

The only innovative trend in our 
foreign-policy thinking at the moment 
derives from a relatively small group, 
consisting of both liberals and conserva-
tives, who believe there is an "American 
mission" actively to promote democracy 
ali over the world. This is a superficially 
attractive idea, but it takes only a few 
moments of thought to realize how empty 
of substance (and how full of 
presumption!) it is. 

The Old-Fashioned Way 

In the entire history of the United States, 
we have successfully "exported" our 
democratic institutions to only two na-
tions-Japan and Germany, after war 
and an occupation. We have failed to es
tablish a viable democracy in the Philip
pines, or in Panama, or anywhere in 
Central America. Why should anyone 
think we can do so in Eastern Europe or 
Southeast Asia? If these countries are 

going to be functioning democracies, they 
will have to achieve that goal the old
fashioned way-by working at it. Free 
elections are only the beginning. 

That leaves us with a policy vacuum. 
We are still a world power and have 
every intention of remaining so. This 
means that a traditional kind of isola
tionism is out of the question. But we 
are now a world power that is no longer 
compelled by an adversary to be inter
ested in every part of the globe. We are 
now free to pick and choose and assemble 
a coherent agenda. In short, we are now 
free to define our national interest, 
instead of having it defined for us. 

It has been so long since we have had 
this intellectual-political task that we 
have quite forgotten how to go about it. 
Reviving the idea of "national interest," 
and giving it national substance, ought 
to be at the top of our national agenda. 
It is far better that we do this job rather 
than permit bloody circumstance and ad 
hoc responses to do the job for us. 
[from the Wall Street Journal,June 7, 1990] 

Irving Kristol is the John M. Olin Distinguished 
Fellow at the American Enterprise Institute. 
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SECTION 
Senate and House Vote 

For Iraq Sanctions 

Using the farm bill as a vehicle, 
both houses of Congress signaled 
their disapproval for the recent 
threatening actions by the Iraqi 
government, voting July 27 to im-
pose tough new economic sanctions 
against Iraq. 

The Senate voted 83-12 in favor 
of an amendment to the farm bill 
(S 2830), offered by Alfonse M. 
D'Amato, R-N.Y., that would cut 
off new financial credits for Iraq 
until the president certifies that it 
is in compliance with international 
agreements on human rights and 
weapons non-proliferation. 

At the same time, the House 
passed an amendment to its farm 
bill (HR 3950), offered by Rep. Dan 
Glickman, D-Kan., that is also 
aimed at punishing Iraq. The legis-
lation also would suspend export 
guarantees but would reallocate the 
credits to "emerging democracies." 
The amendment was adopted, 234-
175. 

Supporters of both amend-
ments decried the poor human 
rights record of Iraqi President 
Saddam Hussein, and the threats 
made by Hussein against neighbor-
ing Kuwait. This week Iraq report-
edly massed 30,000 troops on its 
border with Kuwait. 

The State Department has op-
posed sanctions against Iraq but re-
cently signaled that it is reviewing 
that policy. However, on July 27 a 

NOTES 
spokesman said the kinds of "mea
sures now under consideration
would not help us achieve U.S. 

goals with Iraq." 
Opposition to both amendments 

came from farm state lawmakers, 
who said a lucrative market for U.S. 
agricultural products may be lost. 

In 1989, the United States pro
vided about $1 billion in credit 
guarantees for exports of agricul
tural commodities to Iraq. In the 
current fiscal year, $500 million in 
agricultural credits has been ex
tended, but release of new credits 
has been suspended pending an in
vestigation into alleged irregular
ities with the program. 

Aid to Afghan Rebels 
Cut by Senate Panel 

Congress and the administra
tion appear to be in a race to re
duce U.S. involvement in Afghani
stan. 

The administration is making 
progress toward an agreemert with 
the Soviet Union that could lead to 
disengagement by both countries 
from the war in Afghanistan, ac
cording to a congressional source. 

The Senate Intelligence Coin
mittee, meanwhile, has voted to cut 
covert aid to antigovernment rebels 
in Afghanistan. A source confirmed 
published reports that the commit
tee trimmed $100 million from the 
estimated $280 million the United 
States annually provides for the 
Mujahedeen rebels. 
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World Bank May Create Fund
 
To Offset Gulf Cisis Damage
 

By Hobart Rowen 
wa,,azz, Pw suff Wruf 

Reflecting a growing sense of ur-
gency over the Persian Gulf eco-
nomic crisis, World Bank President 
Barber Conable said yesterday that a 
new pool of financial aid for Eastern 
European and other severely affect-
ed nations may have to be created 
by the bank for distribution next 
year. 

Speaking at the conclusion of the 
joint World Bank and International 
Monetary Fund meeting, Conable 
said this new approach would be nec-
essary "if the crisis continues for a 
protracted period of time-that is, if 
the price of oil stays up and there 
continues to be turmoil, uncertainty 
and impact on the global economy." 
He defined "protracted" as an exten-
sion of the crisis into 1991. 

IMF Managing Director Michel 
Camdessus also indicated that his 
agency is exploring ways of assisting 
countries not usually eligible for 
IMF-subsidized loans. But the IMF 
does not plan a special fund. Both 
Conable and Camdessus indicated 
that financing would be sought from 
"windfall" countries benefiting from 
higher oil prices. 

Additional assistance contemplat-
ed by the World Bank and IMF 
would be separate from the aid 
planned for the so-called "front-line" 
nations of Egypt, Jordan and Turkey, 
for which a coordinating committee 
under Treasury Secretary Nicholas 
F. Brady is attempting to collect up 
to $14 billion for this year and next. 

The discussion of added ways of 
meeting the economic fallout from 
Iraq's invasion of Kuwait was sym-
bolic of a growing concern among 
some at the annual meeting that the 
initial response to the crisis may 
have been too optimistic. 

The sharply rising spot market 
price of oil this week induced second 
thoughts among officials. 

Dramatic explanations by some 
Eastern European ministers of the 
new plight of their countries also ap-
peared to have had an impact. For 
example, Czechoslovak Finance Min-
ister Vaclav Klaus said: "My English
does not offer me adjectives for de-
scribing the problem now." 

Because the Soviet Union is 
charging the world market price for 
oil-when it can deliver it-Klaus 

pointed out that, in effect, "we are 
facing the three oil shocks of the last 
two decades all at the same moment. 
...It seems clear to me that some 
extra, additional financing will be 
necessary." 

Similarly, Polish Deputy Prime 
Minister Leszek Balcerowitz told the 
meeting that just as the Polish econ
omy was showing "the first faint 
signs of recovery," the loss of two
way trade with Iraq-a main source 
of its oil-had thrown things into re
verse. He, too, appealed for extra 
help.

Conable said candidates for addi
tional aid next year include Pakistan, 
Sudan, India, the Philippines, Ban
gladesh, Morocco and Sri Lanka, as 
well as the Eastern European na
tions. Many of these are "middle-in
come" developing countries not eligi
ble for concessional aid through the 
World Bank's International Develop
ment Association (IDA).

In related developments: 
a Camdessus and Conable said that 
after conferring with Soviet "special 
invitee" at the joint session, they 
were ready to begin immediate tech
nical assistance to that country with
out waiting for it to complete a long 
process of membership application. 

"It's going to be a tough job to re
organize the Soviet economy, and it 
will take some revision of their 
thinking," Conable said. "But that 
doesn't mean they're a basket case. 
The Soviet Union can be highly pro
ductive. It has lots of resources and 
a lot of educated people." 
a Middle East members of the IMF 
dumped the highest-ranking-and 
only-Iraqi official at the agency as 
their alternate executive director. 
Abdul Moneim Otham o"Iraq will be 
replaced by Azizali Mohammed, a 
Pakistani. 

The ouster took place during the 
regular election of executive direc
tors, results of which were an
nounced yesterday. Mohamed Fi
naish of Libya continues as executive 
director for the Middle East group. 
a Conable, whose five-year term ex
pires next June, broadly hinted he 
would be receptive to reappoint
ment, saying, "It's a very interesting
job," and that he is "grateful for ex
pressions of support." Recaliing ear
lier
criticisms of his stewardship, he 
said: "It's not like it was the first 
couple of years." 
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As U.S. Warms to U.N., It Finds Unpaid Debts Embarrassing
 

By ELAINE SCIOLINO 

Spei1& to The NC. York Time. 


WASHINGTON, Sept. 12 - At a time 
when President Bush is using the 
United Nations as the anchor for inter-
national sanctions against Iraq, the 
United States finds itself In the some-
what embarrassing position of being In 
susianilldebttotheorganization. 

The President, who on Tuesday night 
said, "We're now in sight of a United 
Nations that performs as envisioned by 
its founders" has asked Congress. how-
ever, to approve a major contribution 
tIothe United Nations, which would re-
dute by more than half the substantial 
American debt built upover the years. 

But even though the White House re-

package that includes full payment of 
Washington's 1990 dues, plus install-
ments to cover the old debt to be paid
oul over five years. 

The United Staies does not recognize 
the validity of about $70 million of its 
Uniled Nations debt. Over more than a 
decade, Washington has consistently 
withheld what are known as "legisla-
live and policy withholdings" arising 
cia of such disputes as the tax liabil-
ites of American citizens working for 
the United Nations and support for ac-
tivil es related to the Palestine Libera-
tion Organization. 

As testimony to the rising status of 
the United Nations in Congress, the 
House has already passed a bill ap-
proving the first year of the White 

quest has passed the House,there stillHouse plan. In an initial action by a
is doubt that It will be approved by the 
Congress as iwhole, 

According to United Nations figures, the United States currently owes about 
$750 million - about $320 million for 
tile current regular budget anC. individ-
ua; peace-keeping accounts and about 

The Bush Administration has asked 
Cungress to approve a $700 million 

Senate subcommittee today, the Senate 
went along with the House decision. 

Senate Prospecis Que-Ilored11C 
But passage of the bill is by no means 

a sure thing, according to sonic law-
makers. "Now there's a large question 

shire. "That Ican't answer." 
It the Congress gives the President 

everything he asked for, the United 
States yould turn over about $410 mil-
lion to the United Nations this year, 
which will leave a debt of about $340 
million, according to the United Na-
lions 

That figure dues not include debts to 
specialized United Nations agencies 
such as the World Health Organization 
or the Food and Agriculture Organiza-
tion. 


Some of Washington's closest allies
find the American debt particularly an
noying In light of the -,dministralion's 
appeals for more sharing of the finan-
cial burden of the Persian Gulf crisis. 

said that as the world is laced with the 
first post-Cold War crisis, "We're the 
biggest deadbeats in paying paying our-dues to to' United Nations." He called 
the situation "outrageous" and urged 
Congiess to approve the President's 
budget request, "regardless of what it 
takes." 

Payment of the past debt is by no 
means automatic. The While House 
has staled that the payments depend 
on whether the Administation and the 
United Nations agree on how the 

money shculd be used. 

"You can't just talk about paying 
dues," said Alan Gerson, counsel to 
Jeane J. Kirkpatrick and Vernon A. 

Mr. Bush and his aides ha4 por- Walters, former American chief dele
trayed the White louse as a responsi- gates to the United Nations, and author
ble party committed to paying al! Itsof a forthcoming book on Washington's 
debts.and thrown the responsibilityon relationship with the United Nations. 

rep-sbliy .~'."'ou have to unrdersiand !he monies 
'engeh' Even the harshest critics of -- ~ ~ ..Wah~ng'en's unwillingness to pay ac- that have been withheld and why. One
knweg tha the President's plan~ category sitictly financial and fiscal 

no eg htu"under GrarilrnRudman, a second is 
I elresents the niost generous proposal linked to financial reform at the United 

InoremarksnbeforeathenSennteFr-. Nations and a third is because we 
the Senate." said Senator Warren B. 1eign Relatons Committee last week,.huh ht xesswr leti 
Rudman, Republican of New Hamp-; Secretary of State James A. Baker 3d ml 
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pine side is in no position Toi(]iateterms 	 for convincing arguments to bargainl'ililpiiios may have already overplayed down the compensation fee for the tasesU.S. Aid to a Troubled P ilippines In earlier negotiatons by More than ever. Manila may no lie 

R efocuses D eb 	 ate o i i tary 
SBases: With U.S. iage high the climate 	 for the negotiatiorls." saul 

Philippine Rep. Jose de Verneia. a pronit-in the wake of recent natural 	 nent memlier of thehint legislative- Es 

diasters and an attempted 	 ecrutive Hases Committee "his was a
shining moment in America's role in thecoup, negotiations may take on 	 Philippines 

a different tone. 	 Media reports frequently speak o," howthe 400 11S. servicemen from Clark were 

the first to arrive in the mluntain resortBy Michool Bociurir city of ftaguto with 55-bed mohilr hospi-
UAti.A tals. supplies and equipment. In compari-

hie U S. and Philippine negoti- son. the Philippine military arrived late 
-- 'lx ators ready for atother roundeo and appeared disorganized. Western di-

talks on America's military plomats said. 
preetice tere. at no other time in recent A surprising number of letters to the 
memory have 11 S. military personnel edlitr iii local newspapers and columns 
played Fuch a visible role in restoriing have drawn a link bietweetn the It1.; 
calmusto the Irotibled nat ion partitipatton iii earthquake relief efforts 

In the past year. Amercans based at anti the iases debate. Coining on the eve 
ihe largest U.S. military installation out- of the most important phase of bases 
side the United States have helped put negotiations., in an eerie sort of way the 
down a coup attempt that almost toppled 	 disaster came at a time when Uncle Sam 
the Aquino government, laun9-ied dra- needed a way to prove his usefulness to 
matic rescue missions in the a:-, math of ordinary Filipinos. 
the July 16 earthquake and payed a vital "The majority approved of our assist-
role in typhoon-relief.flalefforts. sreuos gancelad wein didthe w'hatcoup weattemptdid, TheandsametheyholdsareAlhoghU.. 

Although U.S. iifftcials strenuously eddwa eii.Tesm od
avoid playing up these evenLO. the past true for the earthquake.' said a 11_ 

yeahs brought strong reminders of hiow official. 
diependent the P'hilippines has become on Wr, -,her or not the same feeling is
about 40.000 U S. military reprlsentatives echoed throughout typhoon-ravaged Ma-
stationed statone atat permanent installations at nla-where spray-painted signs with 
Clark Air Base. Subic Naval ttase and four 	 such slogans as "No to U.S. Fises".smaller facilities, 	 ecompete for space with gaudy Filipino 

Vivid television pictures of TI.S..ser- movie billhoari s-is uncertain. This is 
vicemen pulling survivors from tinder th. still a land where people see ,,tS conspir-rubble at 13aguio are su~re to be eorhed in 	 ary Theories behind most events such a.s 

the minds of nibl laun resretob ay lein eenswhen the two the recetit withdrawal schapeople here t echdin hetie msof the U S. Peace 
countries resume negotiations for a new Corps-seen as a ploy y Washington to
bases agreement later this month or early 	 exert pressure on Manila ahead of the 

September The current agreement at- nergotiations 
lowing the ITS military installatino in I inti nnw, the dehate over retention of 
the Philippines expires in Sepiemher. It bases has een wrappe i p in an 
Il001.l' emotional web of arguments ranging from 

To some, the It S. hargaining position the threat hi' iases pose to Philippine
th thr, Ia he1)never looked better. soverrgr,y Ito how mitch Americans 

The earthquake definitely improved ,shouil pay for ,rsing some of the most 
veted pieces f realestate in 

Michael outeitirkit, is a (anarin n)jurealisf coutntry. 
1iith the South 'hinut S, ,aiitj ifornimi; Ilit analysts predict that The highly 
Punt visibleIt involvement it) pittin town 

and placing unrealistic dmands on neroP resen ceIla( tirs The Philippines wants at least 
$S1I" mill-on for ule of the two nslalla-
tions {The Bush Administrahion has re-the December coup and the quick I S s with a rquest ofthnded to ionRrs 

response to the earthquake could influ- $220 million in 00. hut is not expected to enre the undecided members of the tome Ip with more than $1W, million I 

Philippine negotiating team-lead by p (''m'"poposcalWhat', more. before riming to theForeign 'erretarv Raul Manglapt-is-to 	 negotiating Taile earlier this year. Phil-drop its hard line posturing ppie officials failed to acknowledge the 

National pride will heavily influence potential huge economic islocation ofthinking on the Philippine side of the rimoving the bases, which employ 78.000 

negotiating table. In a recent interview, Fililpino workers One aide to Aqllno
'resilenl ('ora7zon Aquino. who has slu- drscrribed the emharasing Philippine ap-

diniusly avoided spelling out her position proach as sil,ck'em-up-guy diplomacy" 
on the Issue. saul the presence (of the In recent months. Aquno's government 
bases has stalled her riuntrvs efforts to seems to be clinging to lower and defend,
achieve full sovereignty "it.a matter of ing :tsrlf agaiinst charges of inaptitude, 
tour atin;il snvereipnt anil territorial tumors (ifcoup ,attmpts. frequent power" 
l-grilv. ' she sit -'Inaiiy 'coliirv f)tiagc 

" 
. water shorages. charges of 

where there are folul haes tOnluiive corrulption and a frightening economic 
soil [it create oi poIle t decline have comtiinelr it, transformiti.s 

L. st week. Aqlino raised hopes of IJ S. Malacanang Palace into a crisis-manage-
officials., saying she wanted the talks merit center. Last week, troops in the 
finished within five months. 'hilippines were put on full alert follow-

When the two siles sit down together tog rumors of a fresh coup attempt
to hammer out an agreement, Inc 'hilip- Washington may not have to look hard 
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IJ S. Marines pull a survivor from wreckage of a school after earlhqtiake. 

critically needed American foreign wit 
"There is afeeling at the moment that 

the U.S should not he given carte I!anThe 
for their own fu-'posrs in the I1hlhp.tesaid we Venia 

ptes,De saithencaul
 

the aouldtrofr ahilpplarproposal that would transfer lhilippte
Ibases now situated on valiaile landManila to either Clark or Suhi. under a 

generouni jot-uses a.reemn giving theInitei States untl the year 2000 to 

withdraw. 
The plan. approved by the Philippine

Bases Council in February. also calls for 
Manila's congested Ninoy Aq - no Inter. 
national Airport to be moved to Clark. 
about 60 miles nrrth of Manila. oth 
moves could generate billions of dollars 
for the cash-;lrapped Aavernment anti 
free up vast traces (if ;and for reil'veld p
ment. 

This is the beapt pessuble mstion for the 
Philippine G;"'-.;,ient." De "enecia said 
"It is designed to ushei a0 a new era of 

friendly relations between the Phiippines
and the United States" 

If the Philippines adopted such a strat
egy. it would shift the emphasis from the 
mneymoney ft to planning withfactoroplnning aa withdrawal 

that would minimize disruption tio the 
economy and prevent acute political em 

hrasctt h oenet 
phased-ou' withdrawal also means

would not be placed in he 
unom rtabwold e pc of ed n .-.u rin ln -tieai. 
o upt.omtvtoalong-timeall 

Once the two sides reach an agree n 

it could still he scuttled by lawmakers in 
the U~nited States. A bizarre provision inthethe Phi Ippine constitution stpltsthat 

onthebses ath ment must be ratified tint 
only by thu Philippine Senate but by the 

U neS tat stipulates t 

U.. Senate as well. 11S off,.iat sav the,. 
much prefer an executive agreement, Ihtl 
tht Philippine feeling is that Qthe ent' 
m I....< 

international treaty. 
n ut this should not cause undue worry 

to It S. negotiatorsaid n ri Iseu 
close to Aquino. "he lt ined States 
always gets what it wanrt: around hrre 

Therels i nodoiw haIt w lriun e
 
to he some U trehen wlaf.i
. - r '" 
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Society for Int ernat i IDeve]opmen 

DEMOCRACY IN EASTERN EUROPE: HOW MUCH WILL IT 
COST? WHAT WILL IT MEAN FOR THE THIRD WORLD? 

by Mauricio Herman 

With an overflow attendance of 230 industrialized world where death rates 
members and guests, the SID-WC An- are actually rising. 
nual Dinner was held at the Intema- Dr. Adelman also mentioned that East-
tional Club of Washington on June 20, er. Ade als mnio tat es-
1990. The keynote speaker for the eve- em Europe provides an important les-ninghwas Dr.hCarol Adeirnandassistant 
ning was Dr. Carol Adelman, assistant 
administrator for Europe, Asia and the 
tiNa DatofevelopmenyfoID).Three(
tional Development (AID). Three 
respondents, representing different 
geographic areas of the world, also 
presented comments. They were 
Leonard H. Robinson, Jr., president of 
the African Development Foundation; 
Felix Pena, special advisor to the presi-
dent of the Inter-American DevelopicebetweenmentBan;H Sulivn, ad Jhn 
ment Bank; and JohnH. Sullivan, vice 
Development Associates, Inc. 

Dr. Adelrnan began her talk by recog-
nizing that the world's spotlight is 
presently on Eastern Europe. She 
pointed out that AID has recently 
begun to support initiatives, such as 
funding the Democracy Institute of the 
Karl Marx University in Budapest, 
which just a few months ago would 
have been unthinkable. She identified 
four major categories of AID activity in 
Eastern Europe. The first, Transitional 
Economic Support, refers to such 
projects as the Polish-American 
Enterprise Fund and the Hungarian-
American Fund. She emphasized that 
these countries are not seeking aid, but 
specific forms of technical assistance. 
The second category focuses on fund-
ing democratic activities which might 

EasternEuropeprovides an impor-
tant lesson for LDCs by showing 
that state planningdoes not work. 

- Dr. Carol Adelman 

lead toward more pluralistic societies. 

The third provides for technical train-
ing and scholarships via institutions 
like USIA and IESC. Finally, the fourth 
category addresses environmental is-
sues, calling attention to the fact that 
Eastern Europe is the only part of the 

pianning does not work. Economic and 
political liberalization, she stressed, go 
hand-in-hand and are mutually rein-
forcing. -countries grow faster, but larger 

Mr. Robinson initiated his comments 
by stating unequivocally, "Equity is my 
concern." He went on to point out a 
serious contradiction between the 
amount of aid currently provided to 

Percapitaaid to Egypt and Israel 
is $900 perannum, whereasfor 
Black Africa, the per capitaaid is 

less than one dollar. 

Load H RH 


Africa and that being considered for 

Eastern Europe. "Africa is not getting a 

fair share", he warned. To demonstrate
 
his point, he explained that the per 

capita aid to Egypt and Israel is $900 

per annum, whereas for Black Africa, 

the percapita aid is less than one dollar.
 
With a shrinking foreign aid pie, Robin-

sonvoicedfearsofrenewedattemptsto 

divert the scarce funds presently allo-

cated to Africa toward Eastern Europe. 

Robinson also said that there was a
 
"disconnect" between the US and 

Africa and that the US focus on private 

A

investment was reflective of the lack of 

understanding between the US and 

Africa. Robinson pointed out that there 

are no incentives for the US to invest in
 
Africa, and concluded with the follow
ing observation:
 

sheet your interests and concerns lie
 
with respect to the Third World. I
 
believe that Eastern Europe will be
 
taken care of; I'm not so sure about
 
arica.
 
Africa.
 
Dr. Pena, in turn, spoke of the am-


I don't know which side of the balance
 

bivalence prevailing in Latin Arerica. 
Most feei that the changes in Europe 
will bring about both trade and invest
ment diversions, but some, particularly 

ein higher policy and academic 
positions, argue that Eastern Europe 
oprunts Lat onry withew 

opportunities. Not only will the OECD 

rriarkets for food and other primary ex
ports will open up. Pena pointed out 
'hat this presents a challenge to Lain 
America, a region which has both ab
solute and comparative advantages. 
D%Pena referred to several parallels 

Eastern Europe and Latin 
America, both old sodeties undergoing 
transformations into modern 
democracies. lie specifically men

tioned the need to nurture new-born 
democracies, contrasting the ex
prience of the Weinar Republic in the 
1920's to the more positive response of 
Western nations to recent events in 
Eastern Europe. 

Finally, Dr. Sullivan captured the 
general feeling of the audience when he 
stated that these are "days of celebra

Asia's development model has 
proved successful, and should be 
emulated by Eastern Europe. 

- John H. Sullivan 

tion and days Aear." He concurred 
with prior respondents that a financial 

and trade "crowding out" should be 
expected, but asserted that resiliency,
not fear, is the operative word in Pacific 

;t 
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Continued from page2 

Asia. He pointed out that since the 
South East Asian tigers (Sing3pore, 
Korea, Taiwan) no longer need exten-
sive aid, Eastern Europe's effect on 
them will be relatively insignificant, 

Europe release. Sullivan claimed that 
many felt that if and when Eastern 
Europe became free "L,,ncle Sam would 
be there to shower bi6 bucks on the 
captive states... But when it happened," 
Sullivan continued, "Uncle Sam was 
broke. And that may be the greatest 
irony of all." 

Moreover, he asserted that Asia's A spirited discussion priod followeddevelopment mooel. h'as proved suc-Asprtdisuiopeodolwd

cessful, and should be emlated byEastern Europe. 

Dr. Sullivan concluded by pointing out 
another irony beyond that of celebra-
tion and fear. He recalled his memories 
of thp creation of Eastern European 
buffer zone by the Soviets and how 
many in the days and years following 
World War Inever thought they would 
live to see the Soviets grip on Eastern 

under the direction of moderator, Dr.John Maxwell Hamilton of the WorldBank. Amember of the audience made 

the point that political rather than 
economic detenmnism seems to under
lie aid and investment flows. The mem
ber continued that with developing 
countries stil! representing over half 
the population in the world, social Dar
winism is a d3ngerous philosophy to 
follow. 0 
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DIALOGUE 
The Houcton Summit 

Should the West Bail Out Gorbacl ev?
 
te assistance to specific step, to-Y r wa free markets and democracy, 

the West can facilitate such actions, 
ce incnties for further stepsAid Wouldn' " ffrhope for the lonsger run. Consider five particularm. 

BeeDeonsrationaste projects.W
BWe sted might nclude model family farms, 

liketheones now bing established in
 
a Dutch-sponsored project to produce 

vegetables; McDonald's in Moscow,
By Graham Alsison whose imported cattle and seeds for

lettuce and tomatoes are several 
CAMBRIDGE, Mass.d times as productive as Soviet equiva-ene lents and whose methods for deliverhord

g ng se rvice s me smerize Musc ovites, 
ofbe eadin or Amenc,,n prefabricated housingidustra 


t'moca Advanceo comrrunications. 1w 
meet in Hous. Soviet Union is open to the transferof 
ton next Moo. the technological infrastructure of 

day, President Bush will face a ques- pluralism: pnning presses, xeruxes,
tion he has been trying to avoid what personal computers, dishes that re-
can the West do to help Mikhail Gor- ceive satellite signals and a high-tech 
bachev? telephone system. 

Frustrated by the Bush Admtnis- In Moscow, Leningrad, Sverdlovsk 
tration's recalcitrance on aid, Bonn and 50 other cities, non-Communist 
uilaserally extended $3 billion of Democratic Coalition candidates won 
credits at discount rates. The Euro. majorities m recent elections. Help-
pean Commnity is discussing a $15 tog these groups to communicate,
billion aid package. Washington risks learn from each other and publicize 
not just being left behind but left out. their views serves our values and in-
- Are there initiatives the West could erests. An Initiative that would give 
take now that would raise the prob- one million surh devices to demo-
ability of perestroika's success? cratic forces this year could be 
Credits are one thing and not to be mounted today.
scoffed aL But there isamore impor. Managerialand technical training 
tant agenda of actions to assist the The best argum:iat in most Soviet 
Soviet Union's transformation to policy circles today is "that's the way
democracy and amarket economy. Americans do it." Flying carpets

The strategy isthis. By giving con- bearing wise men fora weekend is 
not the solution. Soviet leaders and 

Graham Allison is professor of gov. policy makers need informed, sus-
ernmeni at Harvard's John F. Ken- tamed collaboration with their West-
nedy School of Government. ern counterparts if they are to tackle 

-

r 
.
 
'

t.cues like the transiton to a market 
economy,privauzation of state enter-
prises, reform of industrial minis-
tries and decolonizat.in. 

Joint business ventures. High-vis-
ibdity national joini ventures would 
provide substantial financial berwfits 
and capture imagmations Joint 
development o underdeveloped
Soviet oil and gas reserves could earn 
arn foradditional 1.5billion annually

the Soviet Union within thretyears 
nd $15billion annually within a dec-

ade. Inaddition-to profits for We..tern 
firms, this would also enhance West-
era energy security, since guaran-
teed long-term contracts would ex. 
pand world energy supplies,

Joint environmental ventures. 
Radiation from Chernobyl fell on the 
East and West alike. The West can 
align itself with the march of history
by leading acollaborative donation of 
Western technology to reduce the on-
going destruction of the Soviet - and 
our common - environmenL 

At= 

"
 

I r~ O,,i tw.-t
The essence of such an agenda is to 

demonstrate indeeds the West's coin
atment to helping Mr Gorbachev 
transform the Soviet Urion Such 
initiatives could cost 110 billion to $15 
billion a year Spli three ways, that 
would mean $5 billion each for the 
U.S., Europe and Japan. If that seems 
large, recall that U.S. taxpayers 
spent 1150 billion lost yer todefend 
American security interests in West. 
Aern e.ury interes oest
 
mli Europe. Our Westemn Enropean 

alles spent an eqivalent amount. 
Suppose that President Gorbachev 

had offered tofree Eastern Europe,
eliminate the Warsaw Pact military
threat, pull Soviet troops back to the 
Soviet Union and permit German uni
fication - all for a price. What would 
the West have been willing to pay?

The West has an historic oppor
tunity to invest indevelopments that 
advance the slow but real transition 
of the Soviet Union to economic and 
political democracy. 0 

http:decolonizat.in
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it :w ill has written lothe leaders of the US,No Japan. Canada and the Europeat
Community, asking them to come 
prepared to seriounly consider the

Q~t MCquestion of economic cooperstio 
PutM osco 

" 

On Welfare 

By Judy Shelton 

MAkSHALL, Va. 
Ithe Group it Seven' Hous. 

ton meeing, the big-
r Best iem on the 
agenda will be eco-
nomic .id to the Soviet 

, Union Now that the 
cold war is over, the Soviet Union 
seems like just one of the boys

The Soviets desperately need In-

ports from the West - food and con- 
aumer goods in partlicular. President 
Pranolos Mitterrand of France wants 
to make aid to the Soviets a top pri-
orty at the summit monting Chan-
cellar Helmut Kohl of West Germany 

-_ 

Judy Shelton, a research fellow at the 
Hoovor Institution, is author of "The 
Coming Soviet Crash." 

with the Soviet Union. . 
President Bush says he wIT cozsi 

Sider aiding Moscow if It cuts defansa 
spending But it will be interesting to 
see what he does in Houston. Our 
allies are talking about a reacue pless 
costing $15 billion to $20 billion. Do we 
really want to participate in such a 
grand-scale welfare scheme? Can it 
possibiy serve U.S. interests to help 
boil out Moscow? 

If you look at the matter from a 
strictly humanitarian perspective, 
there is nothing to discuss. If we can 
prevent people from dying, we must 
do so - as we are now doing with aid 
to Iran - although why Soviets 
should rank higher than all other . 

third world sufferers Isnot clear. ,_.rpstic.ally rtforni dieIr oconomic 
From a strategic viewpoint, one 

might argue that it is necessary to 
stabilife Vie situation in the Soviet 
Union whitle emerging political fac-
lions sort things out The idea is to de-
fuse the potential for explosive social 

upheaval by diverting the people's at. 
tentlon with Western goods. 

Speaking politically, one might 

~ 


stress the need 'preserve Mikhail 
Gortbach'v as leader of the Soviet 
Union Mr. Kohlwants to keep Mr. 
Gorbachev in power at least until he 
Has sectli'ed hgreement on German 
omflcatlch, and, for Mr. Mitterrand, It 
"is in the interest of everyone that 

MikhaillGorbachtv succeed." But 
has anyone asked Bohs Yeltsin? 

Loo- at the mechanics d the pro-
posed dtal Assuming the r.ouht-
after financiol credits are made 
available, what happens to the b.l-
lions of dollars orth ofWes-tern food 
and consumer goods shipped to the 
Soviet Union? It gets eaten and other. 
wice used up. Gone And next year? 

Do we change our minds and decide 
to let the Soviet population starve? 
We don't want that to happen, but we 
also don't want 20 million perma-
nent wards feeding off the West. 

The Soviets, we all know. need to 

system so they csn start taking care 
of themselves. Will a huge financial 
package from the West be a catalyst 
for reform or a sbstitute? 

If the money goes tOMoscow. It will 
serve as a direct subsidy to the Gov
ernment and provide a windfall for 
the state budget. Western consumer 
goods sell at exorbitant prices: A 
computer costing 52,500 in New York. 
or 1,560 rubles at the official ex
change rate, trades for 45,000 rubles 
- $72.000 - in Moscow. The Soviet 
Government denominates the trans
action In rubles At both bt.ds and 
rakes in the' iffereis's'Vevetues 

.. ' from fo rr i t ' : 

SUnless e &IsIp. sto drn hW 

consumer hoods ftdmhelcopteisl or 
unles %-e insist 'that the ovieL .11,
tribute 0,P (goods gratis, they will 
reap colosal paper profits as the ex
elusive aent c billions of dollars 
wortis of tbern Imports. The Krem-
Ito tzulJ *g t1M'gaping hole in its 
budgef wisut'c6stting a single ruble 
Ott'o "flitasf tkitsenditures. 

If the West wants to foster eco
nomic reform in tse direction of less 
mlftai-y output and more civilian 
production, a plan to turn Mr. Gorba
chev into a kind of Santa Claus, hand
lng out Western consumer goods, is 
not the way to go. It will look as if we 

arc aiding with Mr. Gotbachev 
against the more progressive, demo
cratir forces seeking private prop
erty rights, econonic self-determina
lion and politcal autonomy. Govern
ment-to-fovernment bailout pro

.grams do not signal a commitment to 
free markets and small business. 

So far, Soviet economic reforms 
have amounted to Government an 
nouncements at plans to raise fixed 
prices on basic consumer goods. The 
prices will still be fixed; they will just 
be fixed higher. The West's limited 
financial resources should not perpet. 
uste the Soviet state apparatus. 0 
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DavidS. Broder 

Aid 


Right

Soviets 

about Gorbachev's murvrnO that we are 
to encomrgeSovietsneglctingoppotunties 

You need no be an ecnmics ex. 
peMt to know that President Bush has 
one pece of his Soviet policy exactly 
righ!. Even a first-tune vimtor to the 
Soviet Union, like this reporter, can see 
and hear enough in three weeks to 
know that Bush is correct to reject 
massive U.S. ecorc aid to Mikhail 
Gorbachev's government. 

The cale of the country end the 
&epth of its problems dwarf asy con-
ceivable package cf American grants 
and loans. If West Germany's Helmut 
Kohl thinks he must offer such aid as 
the price for Gorbachev's acceptance of 
German reunfication, so be it. But 
Bush is right to say that until Gorba-
chev gets senous about dismantling the 
strictural barrers to rational market 
decisbi-making that decades of com-
mumsm have erected, pounag money 
into the top of the Soviet Union would 
do little to reheve the pnvation of its 
people. 

When aid isgiven, it should, as Bush 
up, be in the form of technical assis-
tance. What Bush does not yet seem to 

grasp isthat inmost cases, that aid can 

be most usefully given, not to the 

alow-moving, ogidified, status quo main-

dtriesof Gorbachev's central govern-
ment but to the local and regional 
offcials now on the cutting edge of 
ciange in the Soviet Unict. Doing that 
will require the Bush administration to 
ahift from it narrow focus on dealing 
with Gorbachev to a more broadcy 
conceived effort to establish links with 
the nert generation of eaders i what 
iacertam to be a more decentralized 
Soviet Union. 

Just how laggard the United States is 
in making this shift in its p-rspective 
and policy I learned on a visit to Lenin-
grad. The consulate there-our only 
diplomatic outpost ortside Moscow-
serves the Baltic states of Latvia, ith-
ania and Estonia and the Leningrad 

. are, all of whr are historically and 
geographically Linked to the West. 

71he independence forces in the Ba)-
tes am the moi-Co m unist ci y gov 
enmetahdUinLeningrad am pry 

vate enterprise as hard as they can, 
with burgeonig numbers joint ven-
tires and coopenr es. But the over-
worked U.S. consular staff indudes no 
commerial attachi nor anyone with 
busiem or economic background. 

The able U.S coasul general, Rich
ard M.ie, estimates that he has seen at 

east 1,000 visiutng Amerncan busiess

isofieteham theo ,
bust fewer than a dozei of them have 

come back through a second time in 
puruit of contracts or work. By con. 
tram. he said, the Japanese are building 
contacts by plaing Russian-language 
trainees in Leningrad and Baltic facto
ies, and German bankers are ubiqui
tous return vts tors. 

Ta ttheTo s invest time, talent andth eusef 
resou-rces in places where the payoff 
willbeyearsaway Butpanofitisalso 
the Bush administration's reluctance to 
nacourage even private busines to by

pass Gorbahe"'s centralize Wmzu-Soi ou
 
who are far more ventaresome in 

the onalykind of economic reform that 
can offer hope of ending the Soviet 
people's endemic poverty. 

Bush is understandably preoccupied
with doing as much diplomatic business 
with Gorbachev--on arms reduction 
and resoluti of regiontal conicts-as 
he can, while the crafty Soviet leader is 
silj calling the shots. Onl last week 
did Secretary of State James A. Baker 
] say for the first time that the United 
States isbegmning to cultivate contacts 
with some of the independent political 
movementts in the Soviet Union. 

But the admiistration ts running 
behind the curve of change. Even an 
officia of the Communist Party Central 
Committee, Igor Malaschenko, told me. 
"The decline of the central government 
is inevitable. It is impossible to reform 
from the cmter. The new designs for 
confederation and for the ecenomy will 
be drafted largely in the republics." 

Yet the U.S. govemment persits in 
acting as if everything depended on 
Gobachevs fate. The point was made 
best by 40-year-old Victor Acsyuctits, 
bead of the fledgling Christian Demo
cratbc Party, when I went to see him in 
his shabby, I Ith-floor apartment on the 
edge of Moscow. 

"Where the West makeszi mistake," 
be said, "is to declare Gorbachev the 
initiator ant leader of the democratic 
forces. It isnot so." Acsyuchts argued 
that the current U.S. policy does not 
even serve Gorbachev's long-term in
terests. "When the West bets only on 
Gorbachev, they do him no service; 
they dig his grave. They ratify his 
position as the head of the most reac
tionary force in this society, the Con
manist Party. 

-rhe only way for the West to help 
Gorbachev is to help foster a civil 
society by aiding the non-party groups 
that Gorbachev could rely on to govern, 
instead of the Communist Party. In 
Poland. you were wise enough to see 
you should support Wak-sa, not Jaruzel
ski," the Communist general who out
lawed Solidarity a decade ago and i'ow 
serves as figurehead president. "Why 

do you not see that here ' 
I asked Acsyuctuts if he had made 

this argument to any American official. 
"No American official has er talke 
to me," be sid. 
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Bush's Latin American Initiative: a Reassuring Move
 
The initiative rests on three pillars: trade. debt, and 	 coincessional and one-quarter of the nonconcessional 

official US claims were eliminated, the savings in debtinvestment.
By sylvics ,.VIM: aico In the area of trade, the proposal sets as a long-term service payments for Latin America would be on the 

Spol o TheChr..... S&o,,. Mf-do, objective the establishment of a hemispheric free-trade order of $1.6 billion over the next four years. This does 

zone. The US would enter into free-trade agreements not amount to much in the overall scheme of things,
WASHINGTON 

with countries ready to engage in recipriocal trade lib- but for the smaller, poorer debtors in the region it 
more limited bilateral would provide much needed relief. If other industrialHE United States invitation to Latin America to 	 eralization, and would negotiate 

accords with other countries, governments did the same, the benefits would multiply.
forge a new relationship based oil economic self-

On debt, the key proposal is to reduce the region's But while the benefits of the initiative in terms of
interest rather than strategic concerns is a posi-

debt reduction may well be limited, its environmental
tive, reassuring move toward a much troubled region. $12 billion official debt to the US. A sizable share of the 

Bush announced the Enterprise for the concessional debt (currently about $7 billion and implications are likely to be significant: Even if only a 
President small fraction of the official debt were set aside 	to fi-

Americas Initiative June 27 as the cornerstone of a new, spread among the smallest, poorest countries in the re-
gion) would be written ollon a case-by-case basis. In ad- nance envi-oilmental projects, it would likely represent

post-cold-war, economic partnership with Latin Amer-
a consider,' Ie increase in such spending.

ica. The proposal is noteworthy in several respects. 
i the longer term, the removal of tariff and non-

First, it gives a much needed boost to the morale 	of 
tariff barriers to trade is potentially the most important' 	 ,Latin Americans who feel that events in Eastern Europe 

- element of the initiative. Whereas the notion of a heni" have overshadowed the equally profound political and 
dition, a portion of the outstanding olicial non- spheric flee-trade area has a certain intuitive appeal, it 

economic transformations under way in L.atin America 
ongoing efforts to stiengthen

and who fear that the support the region needs to con- concessional debt would be sold at a discount, to be should not undermine 

solidate those reforms might be diverted elsewhere, used for debt-for-equity and debt-for-nature swaps. and liberalize the multilateral trading system. An open, 

The remaining official debt would be rescheduled and global system of commerce remains the best option for 
Second, it recognizes the complexity of the problems 

future payments on it would be made in local currency both the US and Latin America.
confronting Latin America and the fhct that the cycle of 
recessive adjustment and inflationary growth can only and set aside to fund environmental projects. In sun, the initiative was superb diplomacy and may 

In terms of investment, the main proposal is the cre- becomne significant economics, provided the US and 
be broken by supplementing domestic efforts with ex-

broad range of issues, including ation of a new investment ind at the Inter-Amierican Latin America work together to fully develop this em
ternal support on a 
trade, debt, and finance. Development Bank, to provide up to $300 million a bryonic proposal into a dynamic and mutually benefi-

Third, while it oilers only limited tangible, short- year to support market-oriented investment reforms cial partnership over the years. 

an agenda for fu- and privatization.term benefits, the initiative does set 

ture US-latin American economic relations, with po- In the short term, the main impact of the initiative 0 Sv+h'ia Saborio is seniorfellow in charge of trade at the
 

is likely to be felt on the official debt side. Ifhialt of the Overseas Development Council in Washington, D.C.
 
tentially larger mutual benefits down the road. 



THE CHRISTIAN SCIFNCE MONITOR, July 12, 1990 

US Rethinks Africa Aid 
Bill now in Congress would cut foreign support to several nation., 

.. . ... 


By Pe Cferir 
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freeti or cut enian aid In addi-
tion. Congress till (onsiderhdk' 
siihhilding an% 199tt kn\a aid 
that has not \e b-en spent 

Kenta isn't Aficanthe onh 
naticn to run afoul of Congress 
this ,ear Zaire's hu."idespread 

manr nghts abuses and s'semaic 
gosernmentaJ corruption." in the 
words of a congressional repon. 
will tiolthlead to aid re-sinctions 

Zaies secteunio forces hate 
been accused of tonuring and 
killing po]n(al opf.ents Zaire'% 
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Zaire Doesn't Deserve That Aid 
In trii-May. Zwnari M gY forces 
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Improving US Food Aid
 
Changes infood program willfeed mare of the worl's malnourished 

I What is pnncipals in contention 

By Lane Vamderi a 

A DEBATE gune unnouisd 
in the press, ,etone vitallk 
important, deals with the 

futuie of the PL-48) progam, 
the L'S food assistance program 
The image of food assistance is 
feeding the hungr% But mnost of 
the program is far frorm doing 
that. 

Most of the prog-ran it also far 
from promoung food secun, 
which is the development aim of 
the program. This isespecialls for 

-

.':.-, 


d 

."" 


. ,AID. 

... .. 

the most "food insecure" - die 
over 350 millon malnourished 
people in the world indudiig 
150 million children. 

To address the major proh-
lems, two of the three congres-
sional committees with junsdic-
Lion - die House Foreign Aflairs 
Comrmitte and the Senate Agri-
culture Cornnuttee - have pro-
posed the greatest changes in the 
program since its inception. One 
ey chang; isopposed by the ad-

miniszafos, and has not been 
adopted by the third commttee, 
the House Agriculture Commit-

are thlt"Ttle I"programs, which 
form over half of PL-480. Under 
-Tide 1,the US goveenmeni pro-
vides food commodciuis to devel-
oping countr) go er ntcosb 
extending them long-term los in-
terest loans 

The countr) goernment then 
sells food to those who can afford 
to pa (meaning malnounshed 
people recive a snull percentage 
of fhod) and uses the currenc%oh-
tamed for its own purposes, sub-
ject to(tertam condimions imposed 
b.the IUSgoernment The con. 
dions are supposed to promote 
food secun[t 

.', 


LUare 

N', 
Amalnourished 

•, 


tee. Thus the fate of the changes Egyp and El Salvadom fur ex-

gram. which include promoung 
economic development, US fur-
Cign poliCy objectives, and mar
kets for US agncultural goods, 
hase resulted in a sloi%and inef
fectual bureaucratic process. Ma
jar and many minor decisions are 
made by a food aid committee 
comprised of the Agency for In
ternational Deelopment, OMB, 
and die Departments of Agricul
ture. State, and Treaur,.
 

The third and most funda
mental criticism is that die PL
480 program, aside from the 
emergency feeding program arid 
some odier "Title 2" programs. 
could be doing much more to 
prevent malnutrition. In part this 
is a function of concerns alreads 
mentioned: Politics, not preven

tends to govern much of the
 
allocation. A cumbersome adrnin
istration impedes the not ven
 
eas task of preventing malnutn

tion, 


There are other problems. De
veloping countrs governments
mainly intere'sted in ob

tainning much needed govern
ment revenue through the

-PL48O program, and sig

nifican-dless interested
 
-in finding ways to benefit
 

- 3malnounshed leople
typicall) less influential 
poliucalls Wtitin the 

PL-480 in general 
and the food securit, of 

people in 
S particular. have suffered 

• , from what can chantabls 
be descrbed as "benign 

,neglect." For example. the 

. -< 


, 

uoCK, 


There are at least three major 
cnucosns of die program 

First, the developmental direc-
Uionof the progaam has been 
usur-ped to a great extent by 
politcal concerns In 1989. the 
top 10 counines re(eiing food 
assistanie (in order) were Egypt, 
India, Bangladesh, Pakistan, Mo-
rocco. Afghanistan. EJSalvador, 
Sudan, Jamaica, and Sri Lanka. 

The food allocation levels of 
only three count-ries, India. 
Bangladesh, and Sri Lanka, did 
not zeem to be strongly influ-
enced by political considerations, 

PL-480 pro-gram has onl% 
one nutnuonist - who 

doesn't even ,ork as anutri. 
tionistbut as an overall pro

gram evaluator. The aerage 
school district spends more on 

nutnuonmsts than the $1.4 billin 
PL-480 program Moreover. 
there is no substantive link be
tween the AID nutrition stall and 
the prinopal nutmriion resource 
of the US government, the PL
480 program. 

We are entering a new era PL
480, which once disposed of sur
plus crops, now% has to bus foid 
on the open market wth rcal 
money. We have to decide.Are 1At

getung our money's worth: And 
as cold-war concerns are reduced. 
itwill be more possible than ever 
for the nations of the world to 
unite to resolve major world 
problems, which i be a great 
contribution to world peace. 
There isno more urgent problem 
than world hunger, and there is 
no program tha can or dhould 
make a bigger diffeance in re

remains unclear asthe House and ampl receive far more aid pe" duing a-ldhunger than a redi-
Senate begin comsideration of the capita than Africa and Asia. where red7 PL-4B. 
farm bflls including PL480. malnutrition is far more prVA- " -

The esnergescy feeding pro- len.. . l.0La Varda4 is ipuWpolity 
grams, about 16 percent of the Theseond crib isthathe a04ya1s wA Na"m/GCunalfor 
program, are not in contention. multiple 6bjectives of the pro- I/cnaion1dRiaM 
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Population Growth Is the Great Enemy
 
E Foreign Aid: So long ms 
current trends continue, the 
money we %[rnd to allcviiate 

poverfy in the Third World it, 
wasted. 

By ANTIONY C. BFII.FNON 

At this moment more thin ', billion 
people hare our planet Iil thi' time 
tomorrow, another quarter or a million AiI 
he added to that number 

More than 90i- of the newcnmer, will he 
born in the Third World Man. oifthem wilt 
die in childhood of malnitirtion or iire.se 
and most of the rest will 1I out their lives 
in countrizs that cannot adequately teed 
and shelter the people they already have 

Fly the year 2025. the world's already
strained and nverexploited re ources will 
have to sustain life for more than Rbillion 
people-an increase of 3 hillion, most or 
them desperately poor. in just 35 years. 

Besides condemning people to lives of 
starvation and poverty. this rapid growth 
in population is invariably taking a huge 
toll on t he environment -qtripping forests. 
eroding fragile soil and polluting and then 
exhausting water supplies More and more 
land is becoming desert and tens of millions 
of people are moving every year to in-
creasingly crowded urban slums, creating 
conditions that will inevitably lead to 
political instability and upheaval, 

The harsh fact isthat without adecrease 
in population growth rates, the outlook is 
bleak, both for developing countries and 
for our ability to provide them with any 
real. sustainable help. So long as current 
population trends continue, the billions of 
foreign -aid dollars we spend each year in 
an effort to alleviate poverty and stimulate 
economic growth in the Third World are 
simply being wasted; our generosity will 
always remain several steps behind the 
growing number of mouths to feed and 
hands to employ. 

What can the United States do that will 
be of help' One good way to start wouldid beoto paseoutallbilterleonoic 

to phase out all bilateral economic aid to 
developing nations (totaling in the pro
posed 1991 bill about $6.7 billion) and offer 
instead, to those countries that want it, 

substantial amounts of funding for family-
planning programs. 

In addition, we should take $1 billion a 
year from the money that would be saved 
and dedicate it to a crash project to develop 
inexpensive, effective and easily used 
methods of contraception. In many of those 
Countnes now. oral contraceptives. IUDi. 
diaphragms and conloms are either too 
expensive, rejected for cultural reasons or 

they require health-ineffective because 
care services that often are not available, 

Endng economic assistance except for 
family-planning services is not nearly so 

it may at firsthardhehrted a proposl as 

. r,, fu - | 
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t 

. 
T 

, 

seem. The truth of the matter wathat our 
foreign-aid program does very little good 
in a world where a great amount needs to 
be done-our contribution to each country 
is relatively small and the effect upon the 
lives of its people is negligible. Our current 
aid projects help only afew thousand of the 
millions of people in a particular country; 
spending those same dollars on family 
planning would help that country provide 
more adequately for all its citizens. 

More important, no matter how much aid 
is given by the United States and others, 
the truth of thw matter is that developing 
countries cannot solve their economic 

'Ending foeconomicfailyplaninassistanceecep is 
e for 
not nearly so hardhearted a
proposal as it may seem.' 

_ 

problems without first solving their popu
lation problems. The reason is obvious- In 
most Third World countries today, popula-
tions are growing faster than the ability to 
provide food, shelter, health care. educa-
tion and jobs. 

If these countres cannot adequately 

meet the basic needs of their own peoplenow. they surely will be less able to do so 

in 20 years, when their populations will 
have doubled. By then they will be much 

even after the expenditureworse off, 
of billions of dollars in economic assistance 

'I r, u.u, l-e ear t ', 

r tyo,., 

by us id others in themeantime. 
This inevitable reality of population 

growth is so stmple'and so inescapable that 
our failure to recognze it is striking. Yet 
we mindlessly go about our business, 
throwing away billions of well-intended 
foreign-aid dollars on development proj
ects that are not doing the supposed 
beneficianes any real good. 

lundreds of millions of people through
out the world would welcome greater 
family-planning assistancs. Surveys indi
cate that half of the married women in 
developing countries do not want any more 
children; millions more would like to delay
subsequent births. 

Plroviding greater amounts of family 

planning aid and developing new contraceptive methods would be, without ques. 

tion, the most constructive, cost-effective 

and humanitarian contributions wp could. 
make to help developing countries achieve 
economic and political self-sufficiency, and 
to btter the quality of life of people around 
theworld. 

We would be sending a needed message 
to the entire world that all of us-rich and 
poor nations alike-are careenig toward 
immense and irreversibe human and envi

that can e avertedrnmental tragedy 
only if we Immediately get serious about 

lowing our planet's burgeoning populatongrowth. 

Anthonl C Betlnsoin (D-Ios Angeles) ii 
chairman t tle House Permanent Select 
Committee on Intelligence 



Together, No. 2and No. I
 
Can Help a Planet Blossom
 
a Foreign Aid: America's 
program has lost its way. 
Linking development iesources 
with Japan's is tho way to go. 

By JOHN W. SEWELL 

eForUnitedthe first time issineWorld WarI,States not the dominant 
Uiayer field. Accordingin theforeign-aid 

,3 ndDev e o e nt, aan pri e d Ac the:o statistics released in late June byo9binin 
Drganization for Economic Cooperation 
ind iDevelopment Jassianeroided19; he 
ion in development assistance in 1989; thei.S. contribution dropped to $7.7 billion. 

Some observers will greet this as long
)verdue news. After all, the United Statesasvere bugewftery pal, ned Janlassevere budgetar problems, and Japans 
hould assume a larger share of the aid 

as evidence th-
he Japanese are now using the need to 
rovide aid as a justification for maintain-

ng a trade surplus. Whatever the case, it 
houldn't stand in the way of the countries 
lisctissing how they can work together to/
neet ~new~-dev~elopmet chalenges 

The United States is justly prond of its 
eadership in establishing . ystem of 
eaershmen ns tah that in onlyt onyfourevelopment cooperationcooperation in or 
ecades has catalei remarkable progress 
1 the developing world. Despite the con-
.nuation of unacceptable levels of poverty. 
icome has grown in many p'.rts of the 
eveloping world. Life expectancy and 
teraey in some countries are now ap-
roaching levels achieved by the industrial 
3untries only in this century. 

But America's development program has 
Dst its way. In the early postwar years, aid 
_wels reached well over 2% of gross

national product. In 1989, when its econo-
my was considerably richer, the United 
States spent only 15/100s of 1% GNP on 
development assiscance. That is now the 
lowest percentage of any industrial coun-
try member of the OECD. 

Even more important, the U.S. aid 
program is heavily weighted to short-term 
security and political concerns in the 
better-off developing countries. According 
to data from the Overseas Development 
Council, security aid claims nearly 60% of 
the Bush Administration's current aid 
request. It would allocate $258.88 perperson to high-income countries receivingU.S. aid, and only 84 cents per person in the 
low-income countries 
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Over the past decade, our deteriratig 
aid performance has been justified on the 
grounds that even if we spent a lower 
percentage of ourGNPon aid, we were the
world's largest donor and that we were 
bearing a disproportionate share of the cost 
of global defense. 

Japan, on the other hand, has been 
taking on increasing responsibility for
promoting development. Japanese aid increased by 87% between 1980 and 1987, 
and further increases are planned. Japan is 

now the largest bilateral aid donor in 2! 
countries and provides twice as high
percentage of its GNP for aid as the Unitec
States. Japan also has provided financinj 
for debt relief through the Woi'ld Bank an( 
the International Monetary Fund and t( 
meet emerging needs ih1 Eastern Europ(
and reportedly in Panama and Nicaragua 
The commercial emphasis that market 
Japan's aid program in earlier years ha,
diminished greatly. Now the program i, 
increasingly ar a inl-k marked by concern witid y a c nc r i ldevelopment in the recipient countries. 

will the United States respond tc 
becoming No. 2 in the development field'
A growing number of policy-makers agrecthat ureA t U apo ram a 
that the current U.S. aid program haE 
become an anachronism. Not only is it 

by Cold War security concerns,it is also disproportionately concentrated in 
a few areas of traditional U.S. interest: 
Israel and Egypt, Southern Europe, Cen
tral America, Pakistan and the Philippines.
The growing tension between emerging 
The wn n te emracyindne tso om n 
nr growth Latin America andeconomic in 

Eastern Europe, and to meet the critical 
challenges of African development, has led 
to a growing clamor, particularly in Con
gress,Plc-aesifor an overhaulhin U.S. aid strategy.ntdSae n 
JaPolicy-makers in the United States and 
JapanJ apana emerging global agenda of 
interrelated ries shouldoperaticus onbetweenpolicier 
designed to resume global economic 
growth, to sustain the environment upon
which both industrial and developing 
countries depend, to eliminate the condi
tions that consign I billion people to live in 
absolute poverty in a world of plenty and, 
finally, t- promote and sustain the remark
able flowering of political openness the 
world has witnessed in recent years. 

United States and Japan have 
abundant development resources-in poli
cy-making and other skills, in innovation 
and human talent, as well as money_ 
unique to each country. The need for their 
cooperation is too great to waste energy on 
stale debate about who is No. 1. 

John W. Sewell is preside-nt of the Over
seas Development Council. 
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Mr. Chairman. I welcome this opportunity to comment on
 
the Bank and the Fund's poverty alleviation efforts and the
 
Bank's integratica of women in development issues into its
 
operations. These are areas of great concern to the Unitel
 
States. We appreciate the extensive work -- in particular,
 
the 1990 World Development Report on poverty -- done in
 
preparation for this discursion.
 

Poverty
 

The United States concurs with'the view of the Bank and
 
the Fund that a sizeable reduction in poverty in the
 
developing countries is of the highest priority. The World
 
Development Report indicates that such a reduction is
 
achievable if the commitment to appropriate policies is made.
 

Sound macroeconomic policies constitute the basis for a
 
successful strategy to foster sustained economic growth -
the key element of any major poverty reduction effort. In
 
countries which suffer from structural imbalances, economic
 
reform is central to improvements in living standards for the
 
poor and non-poor alike. For this reason, we support
 
economic reforms which increase flexibility and opportunities
 
in the economy, promote investment and growth, and assure the
 
efficient use of scarce resources.
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The World Development Report documents in case after
 
case the necessity of economic growth for poverty reduction.
 
We can dismiss the purported trade-off between growth and
 
poverty reduction. Adjustment measures -- which are intended
 
to correct imbalances and inefficiencies and promote growth
 
-- are compatible with poverty alleviation efforts. The real
 
trade-off is between assistance to the poor and assistance to
 
the non-poor.
 

We understand, of course, that poor people must br. able
 
to take up the opportunities offered by a growing economy if
 
they are to improve their living standards. This requires
 
building their human capital by providing primary education
 
and basic health services. We agree with the Bank that
 
improving the provision of basic social services to the poor
 
is the necessary complement of economic growth in a
 
comprehensive poverty reduction strategy.
 

Improvements in social services are necessary to expand
 
the numner of people served, to increase the quality of the
 
services, and to assure efficiency. Given the budgetary
 
limitations of most developing countries, careful program
 
design and implementation are needed to stretch the resources
 
and attain the highest return. World Bank assistance can be
 
very valuable. We welcome the Bank's intention to increase
 
the proportion of lending to the social sector in the next
 
three years.
 

On the issue of targeting particular groups for special
 
interventions to alleviate poverty, I would like to sound a
 
note of caution. The track record for targeted interventions
 
is not strong; such interventions have frequently not reached
 
the neediest groups and have usually proven to be
 
unsustainable. Given the fiscal and administrative
 
constraints faced by most of the developing countries, and a
 
priority to improving social services, the scope for targeted
 
interventions would appear to be small. They should be
 
pursued on a limited, highly selective, basis.
 

The United States signaled its concern with poverty
 
alleviationJ by giving this issue hig' riority in the
 
negotiations for the ninth replenishment of IDA resources.
 
Along with other donors, we stressed the need for increased
 
commitment to poverty alleviation on the part of beneficiary
 
countries. We applaud the move to give country commitment to
 
poverty alleviation a greater weight in determining
 
allocations of IDA resources.
 

\Y
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Donors stressed the need to strengthen IDA's efforts in
 
this area. This strengthening inciudes social sector
 
projects focused on the poor, policy dialogue on poverty

alleviation efforts, analytical work on poverty issues, and
 
assistance to member countries in devising national poverty

alleviation strategies. These strategies would seek to
 
improve access by the poor to employment oppurtunities,
 
productive resources such as land ana credit, and social
 
services. Sl ch strategies are parti-ularly useful for
 
drawing together and taking into Account 7he linkages
 
between poverty, environmental management, population growth
 
and the treatment of women.
 

I would like to emphasize an important issue hnere and
 
that is the need to broaden participation in the development
 
process. As President Conable said in his report to this
 
Committee, "Poor people have not been sufficiently involved
 
in the design of development projects." Given limited
 
financial resources and information, and given the failed
 
projects of the past, involvement of the beneficiaries in
 
project design and implementacion is a fu-4-ental
 
requirement. We strongly urge the Bank t) expand the means
 
by whicr. its operations can profit frum the knowledge and
 
collabczation -f beneficiary communities and non-governmental
 
organizations.
 

In the World Development Report and in other documents
 
provided to its members in recent months, the Bank has
 
presented its basic strategy for an invigorated effort to
 
reduce poverty. We support this stiategy and look forward to
 
seeing the Bank's proposals for implementing the strategies
 
throughout its operations.
 

I would like to com=ent briefly on the International
 
Monetary Fund's view of its role in poverty reduction
 
efforts. The United States believes the work of the Fund in
 
assisting countries to implement sound macroeconomic policies

is crucial to poverty reduction. Given the serious
 
imbalances in some of the countries receiving Fund
 
assistance, adverse effects in the adjustment process may be
 
unavoidable. Thus, it is 4mportant that the Fund continue to
 
explore with its member countries the most appropriate mix
 
and sequence o policy changes so is to strengthen the
 
positive effects on the poor and minimize any adverse
 
effects.
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Women in Development fWID).
 

We were pleased with the paper laying out the Bank's
 
view of women's role in development and the Bank's approach
 
to enhancing that role, It is appropriate that this paper is
 
presented to the Committee n% this meeting when we are also
 
discussing the Bank's poverty reduction efforts. It is clear
 
from the analytical work that the status of women and the
 
economic opportunities available to them have close links to
 
living standards in developing countries. There is a strong
 
linkage between the economic status of women and the welfare
 
of children, particularly young children who are most
 
vulnerable to the effects of poverty. We believe that
 
enhancing the role of women in the development process would
 
contribute to reaching general development objectives and
 
directly attack some of the causes of poverty.
 

We agree with the Bank's focus on the five priority
 
areas: 1) female education; 2) family planning and maternal
 
health care; 3) agricultural extension and other services; 4)
 
credit and other services to women entrepreneurs; 5) access
 
to labor markets. We support giving more explicit attention
 
to women in development issues in policy dialogue. These
 
issues should also be addressed in the national poverty
 
strategies which the Bank is assisting its borrowers to
 
prepare and separate, country-specific WID strategies should
 
be prepared where appropriate. The integration of these
 
issues into policy dialogue and country programming should
 
help bring them into the mainstream of the Bank's operations.
 
In addition, the Bank should intensify training for staff and
 
establish a monitoring system to measure progress in this
 
area.
 

As in the case of my observations on the Bank's poverty
 
alleviation efforts, I do not think this paper gives
 
sufficient emphasis to the importance of working with non
governmental organizations (NGOs), particularly women's
 
groups in the borrowing countries. NGOs are important not
 
only for their own small-scale projects which may serve as
 
prototypes. They can also provide valuable field
 
information and act as liaison with beneficiary commvnities.
 
I urge the Bank to increase significantly its collaboration
 
with NGOs in its women in development programs.
 

Conclusion
 

The two topics we have taken tvp this afternoon are
 
closely linked and of high priority. The United States
 
supports the general approaches outlined by the Bank and the
 
Fund. We look forward to reviewing the programs and projects
 
stimulated by these approaches.
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HALL INTRODUCES LEGISLATION AIMED AT WORLD SUMMIT FOR CHILDREN 

Rep. Tony P. flall (D-OH), Chairman of the House Select Committee on Hunget, today 
introduced legislation to reduce the number of children who suffer and die needlessly even 
day in the developing world. According to the UN, 14 million children die every year. 

"Nearly fort), thousand children die every day", said Hall as he introduced the bill. "Most 
die of preventable causes when simple vaccines, vitamins and other low-cost, effective 
interventions could save them. If we are, as President Bush says, on the verge of a 'new 
world order', I believe that one of the priorities of that new order must be to end this 
shameful and unnecessary waste of human life." 

Hall's legislation, the ".niversal Childhood Security Act of 1990" provides for a five-year 
phased-in increase for funding of child survival activities conducted by the Agenc for 
International Development. Child survival programs include basic nutrition, immunization, 
breastfeeding and other health programs. Under the legislation, spending for child survival 

rgrar'-s incrases from !225 r,,iflio:-., FY 199! to reach S600 m.i!!io., in FY 199A. 

Hall's bill is targeted at the more than 75 world leaders, including President Bush, who will 
be delegates to the World Summit for Children, scheduled to take place later this month 
in New York. In calling for a Summit for Children in it's report "State of the World's 
Children - 1990, UNICEF stated that if world spending for child survival programs were to 
increase by two to three billion, the vast majority of child deaths could be avoided. The 
legislation calls on other donor nations, as well as the multilateral development banks and 
private organizations, to join by increasing funding for child surival programs. 

"It's my hope that this bill \ill help stimulate the delegates to the World Summit," said Hall. 
"Saving the lives of the world's children isn't just America's responsibility, it's evcnone's 
responsibility. I would hope President Bush would contact other world leaders, 'working the 
phones' on behalf of the world's children, as he did for the Iraqi sanctions." 

The bill also provides for a phased-in increase in U.S. funding for basic education programs. 
Estimates are that about 100 million children, most of them young girls, lack access to basic 
primary education. At the recent "Conference on Education for All" in Bangkok, both the 
World Bank and United Nations committed to increasing their funding for education 
programs in order to address this crisis. The legislation notes that the United States is the 
largest bilateral donor supporting basic education, and therefore has a leadership role. 

The bill also calls for caseload increases in the Special Supplemental Food Program for 
Women, Infants, and Children (WIC). WIC currently only serves about half of the eligible 
population. Hall noted that the United States has one of the highest infant mortality rates 
in the industrialized world, and spends more than SI.5 billion each year to treat low 
birthweight babies. "The WIC program is our first line of defense against infant mortality 
and low birthweight," he added. 

Hall pointed out that the world climate is ripe for addressing the needs of children. "In a 
new world order, we should be able to re-order our priorities for the benefit of those who 
most need our help," he said. "Our effort to shape a new world order must go beyond a new 
world security order to embrace a new humanitarian order." 
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Successful Transition to Market Economy 
Requires Freeing of State Enterprises
 
In order for centrall, planned economies to 
make a successful transition to market 
econolmies, state enterprises must be freed 
from direct controls. This was among the 
conclusions reached at a seminar on Econ-
omies in Transition, held in Washington on 
July 9-19. Thirty-three senior officials par-
ticipaled in the seminar, which was 
chaired by Willem Evers, Advisor in the 
IM: Institute. In a final session, Jacob 
Frenkel, Director of the Research Depart-
ment and Economic Counsellor in the IMF; 
Mav :mo Russo, Director of the European 
Department of the IMF; Eugenio Lar, De-
partment Head for Cyprus, Hungary, Po-
land, Portugal, Romim t, and Yugoslavia at 
the World Bank; and Sir Alan Walters of 
the United Kingdom and Director of Put-
nam, Hayes & Bartlett responded to ques-
tions from participants The following arti-
cle highlights the major conclusions 
reached at the seminar. 
The transition from a centrally planned 
to a market-oriented economy involves 
changing attitudes, institutions, and organ-
izations. Organizations use routines condi-
tioned by their environment and, although 
one might change the environment rapidly, 
it is not certain that routines can be 
changed as quickly. Institutions and organ-
izations under stress of rapid change may 
also suffer a temporary decline in output or 
effectiveness, which-together with high 
initial unemployment-may delay the ben-
efits of reform. This should not be used as 
an excuse to delay reform measures, adopt 
a piecemeal approach, or justify the intro-
duction of a dual economic structure, 
However slow in responding, institutions 
and organizations should be exposed to 
the new environment as quickly as 
possible. 

The overall objective of reform is to base 
the economy on a well-functioning market 
system. To this end, the reform should de-
fine property rights and establish condi-
tions under which economic agents can 
respond to market forces. It is important 
that the transition take place with low in-
flation, because high or prolonged inflation 
would jeopardize the credibility of the re-

form. Specific reform measures should 
focus on: 
o price liberalization; 
o th,, promotion of competition and in-
vestment, especially foreign investment; 
o the introduction of hard budget con-
straints and bankruptcy laws; and 
o the establishment of a safety net, well-
functioning financial and labor markets, 
and a proper degree of convertibility, par-
ticularly in current account transactions, 
Also, a tax reform should be considered, 
and measures to deal with a possible mon-
etary overhang should precede any other 
reform measures, 

A monetary overhang may include enter-
prise deposits earmarked for special pur-
poses, such as benefits or welfare pay-
ments, which would be relatively easily 
used by enterprises suddenly facing tight 
credit policies and the elimination of sub-
sidies. Other components of a monetary 
overhang may consist of free deposits of 
enterprises, which may be excessive in re-
lation to their transactions, and large ac-
cumulations of excessive household de-
posits and currency in circulation. 

The existence of a monetary overhang 
will depend on the magnitude of banking 
liabilities relative to consumption and in-
vestment possibilities. The release of 
stocks after the introduction of price liber-
alization and tight credit policies would 
reduce the overhang, as would increased 
opportunities for investment in housing 
and an appropriate interest rate policy. An 
overhang can also be absorbed by the rise 
in the price level that might follow price lib-
eralization, by acurrency reform-a less de-
sirable option--or by administrative means. 

Another conclusion reached at the semi-
nar was that the importance of sequencing 
is often overrated in the professional litera-
ture. In a macroeconomic sense, however, 
there is an obvious need for sequencing. 
For example, tight monetary and fiscal pol-
icies and price liberalization should pre-
cede the move toward convertibility. There 
could also be a need for sequencing at the 
micro level, but comprehensiveness and 
consistency would probably take care of 

any sequencing problem that might arise. 
Sequencing should not be used as an ex
cuse for delaying measures. 

A continuation of monopolies with free 
pricing could result in large profits for the 
enterprises concerned if some regulation 
were not introduced. Under these circum
stances, the authorities would be justified 
in regulating prices briefly until the mo
nopolies could be broken up and made 
subject to foreign competition. 

Financial markets are essential, but in 
view of the length of time it would take to 
develop them, policies should focus on the 
early establishment of a competitive two
tier banking system in which commercial 
banks are capable of assessing risk. In 
addition, 
0 foreign banks and the use of foreign 
banking expertise should be encouraged; 
0 the government or some other central 
institution may have to assume responsibil
ity for bank liabilities that can no longer be 
serviced and for nonperforming loans; 
0 central banks should be independent 
and will need to develop the skills neces
sary to apply indirect monetary control and 
to supervise commercial banks; and 
o current banking statistics must be de
veloped and maintained. 

The introduction of price liberalization, 
hard budget constraints, and bankruptcy 
laws is likely to lead to spontaneous re
structuring of many enterprises. Although 
some companies could well increase their 
labor force, spontaneous restructuring 
could, on balance, result in a rise in un
employment and a temporary decline in 
production. Productivity gains can be ex
pected only over a somc%,. bat longer term. 
Firrrms that cannot operate in the new en
vironment will have to be radically restruc
tured. Such restructuring (including clo
sure) could exacerbate unemployment, and 
the loss of production, and force the gov
ernment to assume considerable liabilities. 

The existence of an efficient labor mar
ket is important, particularly if reform mea
sures fail to elicit early gains in productiv
ity. Falling productivity will inevitably have 
to be reflected in lower real wages. If un-
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emplo~ment persists alter restructuring 

goernment, will have to consider relying 

to a greater extent on exchange rate policy, 

Restructuring of enterprises must pre-

cede privatization. Although restructuring 

could be accomplished within a relativel, 

short period, privatization will take longer, 

partly because of a lack of buyers and the 

need to work out administrative arrange-

ment, For consistenc of treatment and 

ease of administration, consideration 

should be given to the transfer of state 

propert, to a "state properl agency" be-

fore privatization procedures are initiated, 

The results, of a nationwide accounting 

of assets and liabilities of state enterprises 
must be considered in any decision to dis-

tribute ownership shares of individual en-

terprises at discount prices. The quality of 

Massimo Russo (left)said the issue In Eastern 
allocation of capital, not Its destruction. At 

supervision of enterprises by the ne,, 

ovners v.illbe enhanced it ownership is 
obtained at a reasonable price. 

The transition will have repercussions for 

the government budget. Positive effects 

will consist of the termination of subsidies, 
increases in tax revenue resulting from 
productivity gains, receipts from privatiza-

tion, improvements in tax administration, 

and greater discipline in expenditures. The 
introduction of customs duties may also 
have a positive effect, although such duties 

should not be introduced for revenue pur-

poses and should be considered with cau-
tion if aimed at protection. 

Developments that can be expected to 

have negative effects on the budget include 

reduced revenues resulting from temporary 

declines in output and higher expenditures 

associated with unemployment compensa-
lion, income maintenance, retraining, and 

the assumption of liabities of state enter-

August '3. 199(i 

prises. Some countries may also experi-

ence the elimination of a net benefit to the 

budget when their trade with the U.S.S.R. 

is affected b, the move from subsidized to 

world market prices, 

Budgetary receipts from privatization and 

productivity gains may accrue after consid-

erable delay, while budgetary outlays for un-

employment benefits may be required soon 

after the restructuring of enterprises begins. 

There is therefore a risk of a budgetary im-

balance early on in the transition. 

Tax reform ma also accompany the 

transition to market economies. Existing 

tax systems could be made more trans-

parent, while the number of individual 

rates could be reduced. Eastern European 

countries should model their tax systems 

after those in Western European Lountries. 

A value-added tax is 

easy to collect and 
would tie in with the 

value-added tax sys-

tems of other Euro-

pean countries. In 
order to address eq-

ulty concerns, the 
A, value-added tax 

should be supple-
4 I mented by a com-

pan, income tax and 

a politically accept-

able personal in-

come tax. Any new 
tax system should be 

Europe today is the mis- coherent and trans-
right Is Eugenlo Lari. parent and should 

conform to the pat-
tern of taxes in member countries of the 
Organization for Economic Cooperation 
and Development. It is not advisable to 
introduce separate axes that would apply 

only during the transition, such as special 
tax rates for monopoly profits. 

The safety net should aim at maintaining 

incentives to workers and should permit ben-

eficiaries to make rational choices in their 

consumption. In this respect, it might not be 
wise to duplicate the social security systems 
that exist in some Western countries 

Fiscal decentralization may be an impor-

tant part of the transition and should be 
based on the principle that each region 

pays for its own services. Poor regions 

could receive subsidies from the central 

government, but only if a matching for-

mula is to be applied. 

Because balance of payments financing 
is available, a payments union among East-

ern European countries would not serve 

any purpose and could be counterproduc

live. From the beginning, government, 

should adopt a multilateral system of pa

ments at realistic exchange rates so tha! 

the direction of imports and expoits is un

hindered by payments considerations. Di

rect foreign investment will improve com

petition in the economy and will also yield 

substantial benefits with regard to techni

cal, marketing, and managerial expertise. 

It is therefore important, participants con

cluded, for governments to adopt liberal 

investment codes and to encourage foreign 

investment. Access to foreign markets will 

be essential; too many barriers could 

obstruct the transition or make it last 

longer than it otherwise would. 

In the final session, Russo said that he 

saw important differences between the re

building of Western Europe following the 

Second World War and the developments 
now taking place in Eastern Europe. In the 
former case, the issue was to rebuild capi

tal that had been destroyed, and the cru

cial need was financial. In Eastern Euro
pean countries today, the issue is not 
capital that has been destroyed but, rather 
capital that has been misallocated, Institu

tional aspects are therefore more important 
than financing. Sir Alan added that although 

the Second World War destroyed phvsical 

capital, "all institutional aspects were in 

place and all Western European countries 

had substantial market economies." 
Sir Alan took exception to the view that 

for a successful transition to a market 
economy it is essential to introduce demo

cratic processes." Citing Hong Kong and 
Chile, he pointed out that some of the 
most successful economies are not politi
cal democracies. A.V. Bockasto\, Assis
tant to the Chairman of the Commission for 

Economic Reform of the Council of Minis. 

ters of the U.S.SR., disagreed, contending 

that the examples Sir Alan cited were ex
ceptions to the rule and that those econo

mies had thrived only because they were 

surrounded by democracies. He empha
sized that, without democracy, countries 

such as the U.S.S.R. would not be success

ful in their transition to market economies. 

Frenkel called for a distinction between 
transition and sustainability. Developments 

in Eastern Europe are generating a tremen

dous redistribution of power and wealth. 

he noted, and the question is whether the 

system can be sustained without a proper 

degree of democracy. 

Pamela I. Bradle;. 

Senior Editor. IAfI Su'oe'i 
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RESEARCH REPORT 80 APRIL 1990 

HORTICULTURAL TSOF DEVELOPING COUNTRIES: PAST 
PERFORMANCES, FUTURE PROSPECTS, AND POLICY ISSUES 
NURUL ISLAM 

At a time when foreign exchange earnings are 
urgently needed to pay for rising imports and debt 
service, and the outlook for traditional agricultural 
exports is not bright, many developing countries 
are turning to exports of horticultural products-
fruits and vegetables-in an effort to diversify their 
agricultural exports. But little research has been 
done on production, marketing, and exporting of 
these crops. 

Horticultural Exports of Developing Countries: 
Past Performances, Future Prospects, and Policy 
Issues, Research Report 80, by Nurul Islam, looks 
at horticultural exports in the context of an evolv-
ing world market. It examines the size of the 
market, commodity composition, geographical 
distribution, and changing prospects. (It includes 
about 150 fruit and vegetable products and ex-
cludes cassava, cut flowers, foliage, potted plants, 
and nursery materials.) 

The study finds the prospects for expanding 
exports of fruits and vegetables promising, espe-
cially for developing countries with abundant labor 
because they enjoy a comparative advantage in 
labor-intensive horticultural products. Given ap-
propriate national policies and techniques, fruits 
and vegetables could add substantially to small 
farmers' income and provide employment. Condi-
tions for expanding demand are also favorable. 
Demand is expected to grow in developed coun-
tries because of an increasing tendency to diver-
sity the diet by consuming a wider variety of fruits 
and vegetables, and in developing countries be-
cause of rising incomes and population, on the 
one hand, and high income elasticity of demand, 
on the other. 

Although developing countries' share of world 
agricultural exports declined from 41 percent to 
33 percent between 1961-63 and 1983-85, their 
share of world horticultural exports increased 
from 38 percent for fruits and 24 percent for 

vegetables in 1961-63 to 42 percent for fruits and 
28 percent for vegetables in 1983-85. In fact, the 
share of developing countries in world horticul
tural trade expanded even when its rate of growth 
slowed in 1975-85. By 1983-85, horticultural ex
ports constituted 12-13 percent of agricultural ex
ports of developing countries. 

Thirty-one countries accounted for almost 90 
percent of developing-country horticultural 
exports by 1983-85 (Figure 1). The highly spe
cialized infrastructure required for export of indi
vidual crops, the difficulty of entering new export 
markets, and economies of scale all serve to limit 
the number of countries exporting each crop, as 
well as the number of crops exported by each 
developing country. Unless the volume of trade in 
a commodity is adequate, investment in develop
ment of specialized infrastructure for packing, 
transporting, and storing may not be economically 
feasible. The study finds that socioeconomic char
acteristics that contribute to success in world mar
kets for manufactured exports are also relevant 
for success in horticultural exports. As countries 
expand their share of manufactured exports, 
reach higher education levels, develop good ship
ping facilities, and increase their access to world 
market information, they are more likely to suc
ceed in promoting horticultural exports. 

The developed countries accounted for 83 per
cent of world imports during 1983-85, largely 
among themselves. They obtained 72 percent of 
their imports from other developed countries and 
sent 80 percent of their exports to them. The 
United States and Japan were the fastest growing 
import markets during 1975-85, but Western Eu
rope remained the largest market for imports of 
horticultural products from developing countries. 

Most trade is undertaken with neighboring 
countries because the transportation and distribu
tion costs are lower. But specialization in markets 
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may also be influenced by past economic and po- Figure 1

litical relationships, which may lead to preferential 
 Relative shares of top 31 developing-country exporters of f 
trading schemes. 

Percent 
TRADE BARRIERS AND LIKELY EFFECTS 100,,
 
OF LIBERALIZATION 
 90 % 
In industrial countries, both tariff and nontariff 	 ." " ..... 

trade restrictions constrain the growth of exports. 	

.. 

4 

At 9 percent (average), duty rates on fresh vege- 70 WV..........
 
tables were higher than those on fresh fruits .
 
(5 percent). Rates on processed fruits (15 per- 60 
 ,. ..
cent) and on vegetables (12 percent) escalated .
 
with the degree of processing. Because the price 50'q----.

elasticity of demand for processed products is 
 . , ,.
much higher than that for raw products, the higher 40 ......
 
duties on imports of processed products are pro-
 : . .
portionally more damaging to the export interests 

of developing countries. Ingeneral, rates on tropi- 20 

0 
, . 

. 
.,


cal horticultural products are lower. 
Nontariff trade barriers (NTBs) are, on the 1o , 

, 
.,

whole, higher for fruits than for vegetables, with. ' "''.,'
the differences between import and domestic 0
prices ranging from 22 to 180 percent for fruits 1961-63 1975-77 1983-85 1981-63 
and from 30 to 80 percent for vegetables. Except The combined market ohare In the world market of the 31 loading developfor processed fruits, trade restrictions, both tariff percent to 32 percent behoen 1961.63 and 1983-85. Almost 17 percent o
and nontariff, are higher in Japan and the Euro
pean Community than in the United States, Figure 2


The most important NTBs from the point of view Per capita consumption of fruits and vegetables In

of developing countries 
are sanitary and phyto- developed countries, 1983-85

sanitary regulations-the health, safety, and qual- KIlograms/yoar/caplta

ity standards set up by the importing countries for

protection of plants and people against pests, 	 10 yy
diseases, and chemical residue,,. It is often diffi
cult to distinguish regulations that address gen-. 

uine health or safety concerns from those de-

., 

signed to act as trade barriers. Developing coun
tries often do not have the trained manpower,

research and testing laboratories, or inspection

services to ensure that such standards are met.

Furthermore, regulations vary widely among im- o ' 

porting countries and change frequently, w- ch
creates uncertainty among exporters and discour
ages investment in the expensive, trade-related "*-4,

infrastructure that is needed to succeed.
 

The study estimates that export earnings of
developing countries would have been 6-9 per
cent higher in 1983-85 if tariff restrictions had 0o 
been eliminated in the European Community, Ja-

0 

pan, and the United States. Developing countries 
would have earned US$570-850 million more
than they did. And eliminating NTBs would have
led to increases of 24-36 percent, or US$2-3 bil-
lion over the base-year exports of US$9 billion in 

I 

1983-85, based on assumed elasticities of export 0
supply and import demand. Considering the low United Western Japan U.S.S.R. andratio of imports to domestic production (no more States Europe Eastern Europe
than 10 percent for horticultural products in major 0 Fruits 0 Vegetables, excluding potatoesdeveloped regions), liberalization of trade is un- Even within Western Europe, consumption of fruit ranges from 56likely to have an appreciable impact on domestic kilograms per capita ayear In the United Kingdom to 140 kilogramsproduction in developed countries. 	 In Switzerland, Indicating ample opportunity for Increasing 

consumer demand. 



Successful multinational trade negotiations 
:s and vegetables, 1961-83 through the General Agreement on Tariffs and 

Trade (GATT) are essential for effective liberaliza
tion of trade in horticultural products. The high

.income developing countries may be required to 
-. . ,make some reciprocal concessions, which would 

. open their markets to the rest of the developing 
- ,>... thus promoting intradeveloping-country.countries, 

A. 3Z, ,""" • . '74, 	 trade. An international agreement on sanitary ard 

phytosanitary standards and regulations is espe
- :•cially 	 :."... important. Standardization of regulation6 

-among 	 importing countries, a system for interna
4......~, " .tional surveillance, and dispute settlement pro

3.::, , ,cedures under the GATT should preclude possible
'trade-distorting: -. , '"-	 effects. 

SFUTURE PROSPECTS 

1 Future prospects for horticultural trade will ae
!..1 ;pend predominantly on the growth of import 

.demand '01 in the developed countries. Because 
____ consumption is already high in most developed 

1983-"5countries and growth in incomes and population is75-T7 1983-85 1961-63 1975-77 1983-85 expected to be slow, the annual rate of growth in 
country exporters of horticultural products Incroasod from 25 their aggregate domestic demand is unlikel tI 
r total agricultural exports wore horticultural products. exceed 1.3 percent for fruits and 1.1 percent for 

vegetables by the year 2000, Therefore, future 
Figure 3 growth of exports from developing countries will 
Share of processed products in total horticultural largely depend on the increase in the share of 
exports of developing countries, 1961-85 imports to fill aggregate domestic demand in 
Percent developed countries. If past trends continue, this 
6share is estimated to increase by 28 percent for 

fruits and 45 percent for vegetables, partly due to 
increasing demand in developed countries for 
horticultural products not available domestically. 

50 It is worth noting, however, that the projected 
rates of increase in aggregate demand for fruits 
and vegetables are higher than those for cereals 
(including coarse grains), meat, and fats and oils. 

40 that per capita consumption of fruits -Considering 

and vegetables varies widely among developed
A; 	 countries with similar levels of income and living 

standards, the potential for increasing consump
tion in the countries with relatively low per capita 

30 	 consumption is great (Figure 2). 
T. "The growth rate of aggregate demand in devel

, ' ,., > oping countries is expected to be about three 
times higher than that in developed countries 

20 , partly because income and population growth is 
faster and partly because income eiastic; y of 

91 demand is higher. However, absolute gro' ,', in, 

the volume of imports is expected to 	be small 
10 	 . .:, .,because it is starting from such a small base. As a 

- * .. ,-VS,.result, the share of developing countries in total 
,..,.world import demand is estimated to increase 

.J-'-, from 17 percent during 1983-85 to no more than 
. fA :20-23 percent by the year 2000. 

S11One factor that could contribute substantially to 
196163 1975-77 1983.85 the trade outlook for developing countries would 

Processed fruits and vegetables contribute to the growth of 	 be the opening up of markets in Eastern Europe 
horticujtural exports because processing reduces losses Incurred In and the U.S.S.R. These countries have had very 
storage and shipping of highly perishable fresh products. 



low per capita consumption of horticultural prod-
ucts and severe trade restrictions. For example, 
per capita consumption of oranges and bananas 
in the U.S.S.R. and Eastern Europe was less than 
14 percent of that in the developed market econ-
omies during 1983-85. Increasing their consump- 
tion of just these two fruits by 2 kilograms per 
capita per year, could boost their annual hor-
ticultural imports 40 percent. 

Total horticultural exports of developing coun-
tries are estimated to increase in the range of 
1.6-3.4 percent per year, reaching US$12-15 bil-
lion in 1983-85 prices by the year 2000. 

POLICY ISSUES 

Except in tropical products, which constitute only 
a small share of world horticultural trade, develop-
ing countries need to strengthen their competitive 
position through cost-reducing innovations and 
improvements in quality. To this end, extension 
services and training at the farm level should be 
expanded. 

Labor requirements vary from product to prod-
uct and for the same product indifferent countries. 
Although countries where labor is abundant have 
lower labor costs, biological and mechanical ad-
vances and better infrastructure in developed 
countries may offset that advantage. This empha-
sizes the need for more technological research in 
developing countries to preserve and strengthen 
their labor-cost advantage. Because of the scar-
city of available resources, the wide variety of 
products, and the need for a critical mass of re-
search effort, countries must specialize in only a 
few products. Cooperation among developing 

easily be diversified from fresh horticultural prod
ucts to more sophisticated processed products. 
Compared with other agroindustrial manufactur
ing processes, the techniques used for the pro
cessing of fruits and vegetables are relatively 
simple. The share of processed products in the 
exports of developing countries has steadily risen 
between 1961-63 and 1983-85 (Figure 3). 

The organization of an effective system of pack
aging, processing, storage, transportation, and 
distribution is crucial to success in horticultural 
trade. Economies of scale are possible in all of 
these areas, which again argues for product spe
cialization. Since about 70 percent of the final 
consumer price is accounted for by these costs, 
comparative advantage often depends more on 
how efficiently these services are organized than 
on the actual cost of cultivation. 

More detailed studies of individual countries 
and projects are needed to determine how best to 
integrate small-scale farmers into a system of 
efficiently organized postharvest activities that 
yield economies of scale and how to promote the 
appropriate institutional arrangements. Alterna
tive systems range from farmers' cooperatives to 
contract farming by small farmers for exporters, 
foreign importers, or processing firms. Multina
tional enterprises often combine their production 
and processing activities with marketing outlets in 
importing countries. 

The scarcity of market intelligence and informa
tion on world trade, compared with other agri
cultural commodities, is a serious handicap. The 
amounts traded of individual horticultural com
modities are so small that they do not attract the 
attention of statistical services. The need for co
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AFRICA UNDER STRUCTURAL CHANGE: 
I.. 3 3 ' . 

. \ ...., JOACHIM VON BRAUN 

STRUCTURAL CHANGE FOR FOOD 
SECURITY 

There is widening recognition that a macro policy of rapid 
structural adjustment can contract demand, causing 
severe hardship for the poor. Fundamental difficuyies arise 
en an attempt is made to cure this macro policy probleni 

Dy adopting micro projects, such as targeted food and 
nutrition projects, especially where public institutions are 
weak and under severe fisca! restraint. The appropriate 
Dicy response may not necessarily be to undertake 

ojects that parallel the macro policy reform process, but 
to review and possibly adjust macro policy in light of its 
tood security effects (see the brief by Oyejide and the 
overview by Valdes). 

While paying attention to the current painful conse-
ojences of structural adjustments for food security, policy-
makers must not lose sight of the fact that structural 
:hange is the desired outcome of a forward-looking 
mevelopment strategy. Elements of such a strategy are first, 
revitalized agricultural and rural growth, fostered by tech-
nological change, commerciali2ation, and infrastructure 
tollup: and second, an improved human-capital base, for 
which education, health, and nutrition are key elements, 
which further support the rural growth strategy. Food 
security at the household level is both a des~red output of 
successful development (with structural change) and a 
necessary input for development on a healthy human-
capital basis, which permits accelerated technological 
change and specialization. 

The concern for food security is a public policy concern 
that cuts across a range of issues. Central questions in this 
context are what role the public sector (versus the private) 
should Dlay for food security, and at what scale. Food 
securi:y is a basic element of social security. In the 

Taie 1 

absence of formal systems for social security, and 
because of their prohibitive costs, public policy action for 
food security is called for in a number of places. These 
include the need to check food price levels and to stabilize 
prices, to respond appropriately to rapid growth of con
sumption of imported cereals, and to foster beneficial 
effects of rapid technological change and commercializa
tion on food consumption. 

TRENDS AND PROBLEMS 

Africa's food security problem remains unsolved, and the 
1980s have seen deterioration rather than improvement of 
food security in many parts of the continent. About one
fourth of the population does not obtain enough food to 
lead healthy and active lives. Rapid urbanization as well as 
a trend toward policy changes that cut preferential treat
ment of urban consumers have resulted in a rising urban 
food security problem. (The hunger problem in rural areas 
still predominates.) 

IFPRI projections in the 1970s gave early warning of a 
rapidly widening food gap in Sub-Saharan Africa in the 
1980s. A similar outlook for the year 2000 suggests that 
ever widening gaps will have to be filled by imports, 
including food aid. The gap is growing particularly rapidly 
in West Africa and in East and Southern Africa (Table 1) 
Extremely high population growth will remain a major 
challenge for food security policy in the long run. In view of 
high external debt and scarce foreign exchange, the rising 
food import bill will become increasingly difficult to pay. 

Famines continue to be a recurrent problem in countries 
with poor resource bases, such as parts of Ethiopia and 
Sudan. They are aggravated by war, long-term effects of 
policy mistakes (such as the land tenure policy in Ethiopia 
and the mechanization policy in Sudan), neglect of the 

Long.term trends InAfrica's staple food consumption and production 

1961.5 . 1079-83 

Ouantity 

(million meti tons) 

SUt-Saharan Africa 53.9 
West Africa 25.7 
Centrai Africa 8.6 
East'Southem Africa 19.6 

&U.-SaharanAfrica 56.7 
W'st Africa 21.1.1 
Cetral Africa 8.8 
Eas.'Southem r 10.8 .:. 

Suce J von Braun. L. Paulino 1989. 

Rat* of Rata of Proectlon 
Growth atmUti Growth to 2000 

&pOWce (milion metric ton) (percentl (million metric tons) 
Consumpion

2 83.5 & 161.3
 
2J) 57.0 3.8 76.1
 
B1AU4 • 3.2 24.4
 
R9 33.1 3.2 60.8
 

Production 
1,7 793 1.8 110.4 

36.0 1111 42.0
 
tO 132 2.0 192
 
2.3 31.1 2.4 49.2 
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rural economy as evidenced by antiagricultural policies 
and failure to build infrastructure, and lack of preparedness
and political will to respond to crises. Food production
performance and hunger remain tightly tied in the famine-
prone countries because public institutions are weak and 
international and interregional trade have been hampered.
The instruments that have been effectively implemented for 
famine prevention in India-expansion of public works,
rationing, and an effective public role in expanding food 
availability in times of crisis-are largely lacking in Africa, 
as explained in the brief by von Braun, Teklu, and Webb. 

CRITICAL POLICY ISSUES 

Policy responses to consumption change. While it is 
noteworthy that the share Cononcereals, including roots, 
tubers, and plantains, in staple consumption remained at 
42 percent between 1961-65 and 1979-83, the cereal 
composition of the African diet has been changing toward 
increased import dependence. The shares held by wheat 
and rice are increasing. In general terms, the policy 
response to the pressure for cereal consumption change 
can be addressed in three different ways (or a mix of 
them): first, by constraining consumption of the commodi-
ties through taxation or import restrictions (Nigeria's policy
of banning wheat imports shows that this may involve high 
resource costs), second, by promoting use of traditional 
staples (by improving processing of coarse grains and 
cassava); and third, by promoting exports to pay for rising
import bills The latter two options have been underem-
phasized. Policies have centered on the first and disre-
garded the adverse effects on food security for the poor,
whose demograpikc and work patterns, especially wom-
en s, make them more likely to be consumers of imported
grain (see the briefs by Delgado and by Reardon and 
Delgado). Potential adverse effects for employment in the 
nonfood sector, resulting from drastic cereal price
increases, need to be considered, too. 

Table 2 

Price stabilization. The malnourished 
well as the urban poor in Africa are largely
of food, at least during critical (high price) tir 
Seasonal and interannual price fluctuatior 
cause of nutritional deterioration. When foo 
in Sudan in 1984/85, the prevalence of mal 
children more than doubled to about 20 
already high levels. Ad hoc project-basei 
can do little to mitigate such shocks Econo 
price stabilization policies, appropriately en 
holding and import options, have a key r 
household food security, as discussed ii 
Pinckney. 

Diversification of income and comrn 
Food insecurity in Africa has complex pove
and regional and intertemporal diversity. Di 
income sources can be an outcome of 
underlying forces. First, it is the outcome i 
strategizing to cope with food security risks,
the food and nonfood markets and in the 
market. This diversif,cation of income so 
reduction is a symptom of poverty and corT 
of forgone gains from specialization, wl
captured in a situation where markets are m 
Second, it is the result of emerging rural g
and thus a desired effect of an agricultui
growth process with increased specializatior 
and farm levels. Nonagricultural income 
malnourished rural poor in Africa are alread, 
39 percent in four of the five cases in Tab 
Infrastructure is the key to tapping the 
from specialization and to moving swiftly
driven to growth-linkage-driven diversificatior 
by Reardon and Delgaoo).

A typical feature of structural change is a c 
of the agricultural sector in a growing E 
reverse also holds generally true: declining
Africa show growing agricultural-sector shi 

Income sources of the mainourished rural poor (calorie-deficient households) at selected survey sites inAfricz 
(early and mid-1980s) 

Source 
The Gambia 

(South Bemnk) 
Rwanda 

(Northweet) 
Kenya

(Southwest) 
Burdna Faso 

(Uoasl Plateau) 
, (00rcerd 

Agriculture 
Subsistence food 
Marketed crops 
Other agricultureb 

83.8 
54.9 
26.8 

2.1 

40.9 
21,1 
10.8 
2.0 

52.0 
38.1 
11.7 
2.2 

61.5 
29.2 

a 
32-3 

Nonagnculture 
Nonagncuftura wage., 
Other nonagnculturec 

162 
1.7 

14.5 

59.1 
24.6 
34.5 

4&0 
13.8 
342 

38.5 
17.4 
21.0 

Source J. von Braun 1989
'Included under subsistence 
tincludes livestock, agricultural wages.

Cincludes craftswork, services, transfers, and remittances.
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position and change of share of the agricultural sector and fod insecurity: selected African countries, 1965-87_,Mwh, 

chsnguin Food. 
lawP pw' GEonrnkit Agricutture's Ag~cutturall Insecure 
Capit, tGNP per capit), Share In GODP, Sector Sham, Population, 
"927 1965-47 1987 11965-17 1980,a 

AimS$ (paec'e 	 (paerill) ipentage (per cent)l 

UEipoa 130 40.1 42 48 62
 
Zaire 150 4 2 +11 19
 

10 1A 37 -13 27
I 


8arjano0 L4 61 .15 34
 
Bnjna Faso 190 le -15 21
 
Madascar 210 -1.8 	 43 .12 13 
Zhaib 250 -2.1 	 12 -2 33 

300 1. 37 -38 14
 

Ksya 330 1.9 31 -4 28
 
Swan 330 4X5 37 17 35
 

Lgna 370 1.1 30 -24 13
 
Gkiz 390 -1 51 +7 30
 
s,gal 52 -. 6 22 -3 18
 

rzma 580 0.9 11 -7 n.a-we 
C&d'voire 740 1.0 86 -11 6
 
C9eroon 870 3.8 24 9 7
 

,:es World Bank 
,. Si.e,:erg and calculations based on vanous World Bank and FAD statisbcs (share of population deficient m caiones) 

There are, however, some important "perverse" cases, 
"ese are countries whose overall economic stagnation or 

oier,oration is combined with declining agricutural-sector 
s .a'es Acce!eraled deterioration of the agricultural sector 

%,Oe:. with and probably fostered economic decline in 
s.grou.. which includes Zam bia, Sudan, Senegal, and 

E. op;a-;ll of which are known to have particularly 
seous food security and nutrition problems. Revitalized 
tgncultural growth is particularly urgent in these cases 

Akey feature of structural change in rural Africa is 
: -.mercialization of agriculture, that is, agriculture's 
rc'reased market integration on the input and output side. 
rre,e is much concern that potential gains from commer-

:,a zation of agricuhure would increase the food security 
.sr of rural households However, IFPRI research on the 

ss e summarized in the von Braun and Kennedy brief, 
sV,'s that in none of the study settings were negative 
ere:ts of commerc:alization on nutrition noted. Positive 
rcorne eflects of commercialization were found to effec-
r,.,reduce food deficiencies. 

health and sanitation. Rapid income growth from 
ac-ufure or elsewhere goes a long way toward solving 
N fDod security (hunger) problem The same cannot be 
sac for the problem of malnutrit:on, which is a complex 
re.action of lack of food and morbidity. The symptoms are 
aVesled growth in children and high prevalence of illness 

a, and sanitation have to be promoted in tandem with 
a:ultural development to assure that growth is translated 
It nutritional welfare effects and a solid human-capital 
:Pse for rural growth. The necessary income streams for 

1sa:nable promotion of health and sanitation, however, 
a largely depend on accelerated (rural) income growth. 

CONCLUSIONS 
Three sets of findings are emphasized here: 
o 	 Food security oi the rural and urban poor in Africa 

cannot be protected in a situation of continued net
capital outflow, negative per capita income develop
ment, and unchecked price explosions, Targeted project 
measures may be successful at some locations, but 
wider coverage is frequently a problem. Adverse macro 
policy effects on food security can hardly be corrected
 
by project measures alone.
 
Agricultural growth (including food production groonh).
 
through direct and indirect employment and income 
generation, goes a long way toward improving food 
security in Africa. Technological change and an open 
traoe regime, at least on a regional basis, are precon
ditions (see the briefs by Badiane and Badiane and 
Koester). 

o 	In addition, the set of policy instruments for a household 
food security gurrantee-tailored to specific country 
circumstances-iieeds to be deployed rapidly in the 

1990s. This comprises public works (especially to build 
up rural infrastructure in the famine-prone countries) 
price stabilization (preventing explosive food price 
changes in the context of supply crises and exchange 
rate realignments): health and sanitation promotion 
(especially in rural areas providing access to respective 
services at low [time] costs for the poor): and institutional 
capacity to assess and respond to food insecurity 
(including institutions to monitor, design, and supervise 
implementation of food security policy modules). IFPRI 
and its partners in Africa have a key role to play in this 
respect. 

1n'
 



Women in Agiculture: What Development Can Do
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An Agenda for the 1990s 

Above all, rural women in the Third World need to increase their productivity and income 

in agriculture and related rural enterprises, to improve their own and their families' welfare. Because 

of the critical differences in the type of work men and women perform, and in the ways in which 

they utilize their income, interventions aimed at the family are not effective in alleviating rural 

women's poveri:,. nor, in most cases, the welfare of children, for whom, almost universally, women 

are responsible. One oT the most effective ways to attack rural poverty and increase rural women's 

incomes is to increase the productivity of smallholders, provided that such efforts benefit female as 

well as male farmers. Agricultural projects, therefore, must be oriented toward smallholders and 

should use a targeted approach within farming systems that takes into account women's roles as 

farmers and resource managers. This approach should focus on individual farmers (men Pnd women) 

within farm households rather than on the household as a whole. 

The initial step in a chain of events to increase the productivity of female farmers is research 

that goes beyond the farming system and examines the entire food system of the dominant staple 

foods in the area. This approach helps identify the constraints on both men and women in 

production, marketing, processing, and trade (Jiggins 1986).' Research is also needed on the 

nutritional effects of alternative production technologies (Pinstrup-Anderson et al, 1984). This 

research needs to be followed by policies that provide women farmers incentives to adopt agricultural 

innovations and by institutional changes that increase women's access to agricultural services. 

International donors can influence the nature of investments in agricultural research at international 

and njational levels, the adoption of appropriate national agricultural policies, and the implementation 

of reforms in agricultural institutions so that women can have access to agricultural technologies, 

training, credit, and extension. Governments should be encouraged to implement land tenure 

reforms that will benefit all small farmers, men and women. 
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Structural adjustment and other policy reform programs worldwide have produced a number 
of unforeseen problems because the role of women in various economic activities has not been taken 
into account. To be effective, such reforms must be structured to assist women, not only men, 
respond to price and other incentives. Agriculture, for instance, is typically targeted by short- and 
medium-term structural adjustment programs to increase production of exports or import substitutes 
to improve a country's balance of payments. For example, structural adjustment programs typically 
include measures to increase price incentives for export crops. But increasing the relative 
profitability of export crops may force women to work more hours, recruit the help of their children, 
or accept a decrease in their real incomes. Each of these options may have a negative impact on the 
family, on national food security, and on the long-term success of structural adjustment policies. 
Stepping up export-oriented production at the expense of locally grown food may cause a 
dysfunctional dependence on food impor.s. 

There is a case, therefore, for balancing policy reform with effective sectoral strategies for 
raising the productivity of women's work in agriculture and microenterprises. Agricultural 
extension efforts should help women improve food production while allowing them to shift more of 
their labor to export production. Similarly, changes in legal, financial, and educational systems 
must be undertaken in order to enhance women's social and economic contributions to rural 
development in the long term. There is a need to examine carefully the implications of land tenure 
laws and regulations for women. Financial policies that encourage biases against, or reduce the 
profitability of, the types of borrowing that poor women seek must be revamped to increase the 
productivity of women's work. And educational policies and funding must be changed to reflect the 
very high social and economic returns to women's primary education and literacy. 
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The European Communities' Single Market: The Challenge of 1992 and Sub-Saharan Africa
 

By Alfred Tovias
 

SUMMARY AND CONCLUSIONS World Bank Discussion Papers 100
 
1990
 

This report analyzes the impact of the completion of the European
 
Community's (EC) Internal Market on Sub-Saharan African (SSA) countries. 
 Not
 
only economic size, but geographic propinquity and historical ties with EC
 
members help to explain why more than half of SSA's trade is with the ECl2. In
 
fact the degree of SSA trade with the EC12 is larger than that of other regions
 
geographically closer to the EC, Mediterranean countries or Eastern Europe. The
 
same holds for bilateral and multilateral ODA originating in EC countries. In
 
other words, SSA is closely linked economically to Western Europe, and
 
particularly to the EC.
 

This being said, the completion of the EC's Single Market will have
 
few irreversible or major effects on SSA, whether positive or negative. First,
 
many of the issues covered by the EC-92 Program are of no direct concern to SSA
 
exporters or consumers. Such is the case of deregulation of intra-EC banking and
 
insurance services, a major item in the Program. Second, and more important, the
 
actions of the African governments themselves will be crucial in determining
 
their ability to take advantage of the positive elements of EC-92 and the extent
 
of daLmage deriving from the negative effects on their economies.
 

A distinctien must be made between the short-term and long-terM
 
impact (i.e., between static and dynamic effects). The first focuses mainly on
 
the extent of external trade creation and of trade diversion against SSA exports;
 
the second on the output and income generated by investments that respond to
 
shorter-term changes. Quite a few aspects which should stimulate exports to the
 
EC must be noted. In the case of EC-92 trade diversion effects derive not only
 
from new arbitrary distinctions drawn between EC members and outsiders but also
 
from the elimination of cost-increasing barriers (such as border formalities)
 
on intra-EC trade. The latter leads to a more competitive environment and
 
oxploitation of economies of scale. Because of the limited export overlap between
 
SSA and EC or EFTA exports, the trade diversion potential deriving from stiffer
 
competition from European producers is limited to a few, key export sectors 
in
 
many SSA countries, such as horticultural products from Kenya and Lesotho or air
 
transport. The trade diversion potential may be amplified by the related
 
investment diversion, e.g., in favor of new and safer ventures in Southern Spain.
 
Domestic action by SSA governments could, however, counteract such trends by
 
making the foreign investment climate in their countries more attractive.
 

Among the short-term effects, there are those concerning exclusively
 
SSAn exorts Qf p__, such as:
 

(1) The elimination of border controls and barriers
 

Cameroon, the Ivory Coast and Somalia will be affected by the removal
 
of national quotas on banana imports from non-ACP countries directly competing
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with the former in the French and Italian markets. The Single Market may replace
 
the special trade regimes for bananas of these two EC countries by a Community
based regime. The most liberal solution envisaged by the EC would be to apply
 
the present rate of the Common Customs Tariff (20%) on non-ACP imports entering
 
the Community. In such a case, exports of the three African countries could rise
 
by more than 24%, while ACP Caribbean exporters, much less efficient, would
 
likely lose exports. This is one case where ACP views do not coincide; Africa
 
will be better off with a more "liberal" solution. In view of the importance
 
of banana exports for Somalia, the creation of a real internal market for bananas
 
is more likely to be a "plus" rather than a "minus". Given present supply
 
conditions, Madagascar may also be able to develop banana exports to the Single
 
Market.
 

The elimination of Member States Shares on most industrial products
 
under the EC's GSP scheme since January 1, 1990 could lead to some trade
 
diversion against Gabon's exports of plywood, particularly to France. But the
 
new policy is not, strictly speaking, directly linked to the 1992 Program.
 

Individual EC countries, and France in particular, are less likely
 
to be able to monitor petroleum supplies after 1992. Increasing EC imports of
 
gas and petroleum products from Eastern Europe and the USSR are likely, given
 
the reduction of tensions in Europe. In the absence of EC energy policies
 
defining quotas, a change in import composition is therefore likely, possibly
 
reducing the shares of SSA suppliers (Gabon, Angola, Nigeria, Guinea and
 
Cameroon).
 

The elimination of Monetary Compensatory Amounts (MCAs) applied on
 
sugar imports will reduce the actual price received by exporters in Mauritius
 
and Swaziland, since in the past the principal UK importer used MCAs to benefit
 
exporting countries.
 

Finally, Mauritius and somne other SSA countries exporting sensitive
 
products to the EC (such as clothing) may see their preferential status after
 
1992 somewhat eroded with the elimination of national QRs and national GSP tariff
 
quotas on sensitive imports.
 

(2) 	 The harmonization of fiscal measures (e.g., the harmonization of
 
VAT and excise rates)
 

Two groups of SSA countries may be affected. First, SSA producers
 
of coffee, such as Kenya, Uganda, Rwanda or Zaire would benefit from the
 
elimination of Germany's excise tax on coffee. Assuming a price elasticity of
 
demand of -0.3 (used in World Bank projections), German consumption would
 
increase by at least 8%, representing an increase of 3% in EC consumption and
 
implying US$200 million additional annual SSA exports to the EC.
 

Second, SSA exporters of jewelry, gold, silver and precious and
 
semi-precious stones, such as Angola, Central African Republic, Congo, Guinea,
 
Liberia, Sierra Leone, Zaire and Zambia should benefit from the reduction from
 
present levels, ranging from 25 percent to 36 percent, to 20 percent of the VAT
 
rate applied by France, Belgium, Italy, Spain, Greece and Portugal.
 

\
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(3) 	The elimination of technical barriers (e.g.. harmonization or mutual
 
recognition of norms. standards and certification procedures)
 

Apart from the odd case of aircraft noise levels, which concerns
 
air transport services (see below), SSA countries could be affected by new EC
 
regimes for six categories of products exported to the EC: phosphates, tobacco,
 
cocoa, palm oil, meat and fish.
 

The EC Commission intends to recommend new norms to reduce the use
 
of cadmium-rich phosphates, such as those exported by Senegal and Togo. The
 
new norm would also reduce the relative world price of such phosphates. Since
 
the EC is 
aware 	of the effect which the new norms would have on Togo and Senegal,
 
it is 	supporting research to find new methods to reduce the cadmium content of
 
phosphates. In the event a strict norm should be enforced, the EC plans to
 
provide a transition period to Togo and Senegal to adjust to it.
 

A proposal by the Commission to harmonize member states rules
 
concerning maximum cigarette tar content by the end of 1995 should attract the
 
attention of tobacco producers in Malawi and Zimbabwe, which have sufficient time
 
to adjust to the new stricter norms.
 

The harmonization of the definirion of chocolate, raising the level
 
of vegetable oil allowed by French and Belgian producers will permit the latter
 
to reduce the cocoa content of their chocolates. The extent they do this will
 
depend on consumer reaction. On the other hand, the UK, a large producer of
 
vegetable oil-rich chocolate, could expand exports of some brands of chocolate.
 
These 	trends could adversely affect cocoa beans or butter exports of Ghana, Togo,
 
Ivory 	Coast, Cameroon and Nigeria. But SSA exporters of palm oil, such as Ivory
 
Coast, Nigeria and Cameroon would benefit from the same exercise as demand for
 
their 	oil rose.
 

SSA producers of meat wishing to export to the EC must now have
 
their slaughterhouses inspected by the EC. Because of their present lack of
 
compliance with EC norms most of them are not allowed to export, forfeiting the
 
advantages offered by the Lome meat protocol. With E-92, the norms 
may be
 
revised upwards. Madagascar, Kenya, Swaziland, Zimbabwe, Botswana and Namibia,
 
all present or potential exporters, will probably need both assistance from the
 
Commission to adjust to present and future norms as well as an improved response
 
to such assistance.
 

The same applies to fresh or preserved fish products, exported mainly 
by Senegal, Ivory Coast, Madagascar, Mauritania, Mauritius and Seychelles. 
Whenever there are unified quality norms (e.g. , for fresh fish or for can 
quality), the tendency is to raise the quality and environmental standards. But 
even when that is not the case, quality and health norms will be unified towards 
1991. (e.g., for shrimps or canned tuna), with the tendency being to follow norms 
applied by the most strict EC country.
 



(4) Services
 

Among the issues related to SSA countries' exports of services the
 
most important is air transport deregulation, which could lead to a lOX to 20%
 
reduction in most intra-EC air fares. To prevent diversion of passenger trade
 
or freight, European-African routes must also be deregulated, but for that to
 
happen, SSA countries with air routes to the EC must adopt "open skies" policies.
 
This would also counteract plans for intra-EC road transport deregulation slated
 
to affect mostly SSA competitors (Mediterrarean countries) in horticultural
 
products (such as Kenya). In any event, once an Internal Market for air
 
transport is created, it may be the EC, not its members, which will negotiate
 
landing rights with SSA, altering the balance of power in favor of the EC.
 

SSA countries' civil aviation authorities should also take into
 
account that the Community will apply from 1991 onward new and tight norms
 
concerning aircraft noise levels.
 

Given the needs for "open sky policies" and the new EC noise
 
standards, SSA airlines may need to concentrate only on those European routes
 
where the standard of service that can be assured is the highest, so as to be
 
able to compete with European carriers.
 

If such a strategy is pursued, SSA countries exporting tourism
 
services to the EC (such as Kenya, Ivory Coast, Mauritius and Seychelles), should
 
benefit from EC-92. They should become more attractive to tourists, both because
 
alternative destinations in Southern Europe will become relatively more expensive
 
as prices of labor and food rise as a result of single labor and food markets,
 
and because intra-EC tax-free shopping will have disappeared.
 

(5) New procurement rules
 

There is one EC-92 issue relating to the prices applied on a
 
substantial amount of SSA aid-financed imports of goods and services. The EC
wide bidding rules for procurement by EC-based public agencies may be extended
 
as well to procurement linked to bilateral aid by EC countries. At present 46
 
percent and 87 percent of concessionary aid to SSA by France and Italy (60
 
percent of the EC's bilateral aid) is tied. Assuming that the price premium paid
 
for this bilateral tieing is at least 25 percent, the savings that SSA would make
 
would amount to at least US$600 million a year; at least US$700 million if all
 
EC countries are considered. Given the difficulties of maintaining tied
 
bilateral aid, the larger donor countries may resign themselves to progressively
 
replace bilateral aid for ODA channelled through the EC, which is more
 
transparent and can be used to procure goods and services more cheaply throughout
 
the EC.
 

(6) Visas and other entry requirements
 

Some SSA visitors and migrants to the EC may expect more restrictive
 
entry requirements into the Community as a result of the elimination of internal
 
controls at EC borders. This may mean SSA residents will have to obtain
 
visitor's visas to travel to the 12 countries in the EC, which is not the case
 
nowadays for 19 SSA countries.
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The short-term effects of EC-92, then, will depend on the specific

goods and services each SSA country exports to the EC, and the speed with which
 
its government and exporters adjust to the new changes. But what about the
 
longer-term effects?
 

There is little doubt the Single European Act and the process of
 
integrating the EC-12 has led to higher economic growth expectations in Europe.

This more rapid growth will lead to a greater demand for imports. Unfortunately,
 
the past delinking of most SSA countries from the global economy means it would
 
be difficult to expect such a growth dividend to play any part in SSA exports

unless the African countries themselves make a determined effort to make their
 
economies more outward-oriented. This is one case where the actions 
of SSA
 
nations are far more important than those of the Europe.n Community. Even then,
 
the greater dependence of SSA countries on primary commodities, with their
 
relatively lower income elasticities, means their share of the trade to this more
 
buoyant market may not rise rapidly.
 

Over time, however, one would hope that some EC-92 measures might
 
make a difference in SSA's development. Efforts to quantify them, however, only

underline the marginal impact EC-92 may have on SSA as a whole. 
 For example,

the increased quality of EC aid would, if half were invested, produce a GDP
 
growth rate of only one-twentieth of one percent. While the EC coffee and
 
jewelry imports might increase significantly and banana imports be rearranged,
 
the impact they would have on SSA as a whole may not be high; it would only be
 
for the smaller countries highly dependent on these exports (e.g., a 2% increase
 
in GDP for Rwanda from coffee, a 1.2% increase in Liberian GDP from precious
 
stones) that EC-92 would have a significant effect on country-wide incomes.
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Statements to the Congress
 

Statement by Alan Greenspan, Chairman, Board 
of Governors of the Federal Reserve System, 
before the Comnittee on Banking, Htousin,, and 
Urban Afairs, U.S. Senate, Juiy 12, 1990. 

I am pleased to appear before this committee to 
discuss reform of the deposit insurance system 
and expanded activities for banking organiza-
tions. Like each of you, my colleagues and I have 
spent considerable time discussing and debating 
the issues. We are reminded almost daily of the 
potential for public cost of the deposit insurance 
obligation, made so painfully apparent by the 
failures and difficulties of so many thrift insfit-
tions. Similarly, both the Congress and the Board 
are reminded repeatedly of the erosion of the 
competitiveness of our banking system both do-
mestically and internationally. The time has 
come when these issues must be addressed. 

The hearings you are conducting, Mr. Chair-
man, will establish a record preliminary to the 
publication early next year of the Financial Insti-
tutions Reform, Recovery, and Enforcement Act 
of 1989 (FIRREA)-mandated Treasury study of 
the issues. The Board is participating in this 
study and has conveyed to the Treasury the 
views expressed in this statement. By holding 
hearings at this early date, I hope that the Con-
gress will be able to focus on the needed legisla-
tion immediately after the release of the Treasury 
study. Basic reforms are required both of the 
safety net and of the range of activities permitted 
banking organizations, 

The fundamental problems with deposit insur-
ance that must be addressed are clearly under-
stood and are, I believe, subject to little debate 
among those with drastically different prescrip-
tions for reform. The safety net-deposit insur-
ance, as well as the discount window-has so 
lowered the risks perceived by depositors as to 
make them relatively indifferent to the soundness 
of the depository recipients of their funds, except 
in unusual circumstances. With depositors exer-

cising insufficient discipline through the cost of 
deposits, the incentive of some banks' oners to 
control risk-taking has been dulled. Profits asso
ciated with risk-taking accrue to owners , while 
losses in excess of bank capital that would oth
erwise fall on depositors are absorbed by the 
Federal Deposit Insurance Corporation (FDIC). 

Weak depositor discipline and this moral haz
ard of deposit insurance have two important 
implications. First, the implicit deposit insurance 
F:ubsidy has encouraged banks to enhance their 
profitability by increasing their reliance on de
posits rather than capital to fund their assets. In 
effect, the deposit insurance funds have been 
increasingly substituted for private capital as the 
cushion between the asset portfolios of insured 
institutions and their liabilities to depositors. A 
hundred years ago, the average equity-capital-to
asset ratio of U.S. banks was almost 25 percent, 
approximately fc.,:r times the current level. Much 
of the decline over the past century, no doubt, 
reflects the growing efficiency of our financial 
system. But it is difficult to believe that many of 
the banks operating over recent decades would 
have been able to expand their assets so much, 
with so little additional investment by their own
ers, were it not for the depositors' perception 
that, despite the relatively small capital buffer, 
their risks were minimal. Regulatory efforts over 
the past ten to fifteen years have stabilized and 
partially reversed the sharp decline in bank eq
uity capital-asset ratios. This trend has occurred 
despite ttie sizable write-off of loans and the 
substantial build-up in loan-loss reserves in the 
past three years or so. But the capital ratios of 
many banks are still too low. 

Second, government assurances of the liquid
ity and availability of deposits have enabled 
some banks with declining capital ratios to fund a 
riskier asset portfolio at a lower cost and on a 
much larger scale, with governmental regulations 
and supervision, rather than market processes, 
the major constraint on risk-taking. As a result, 



732 Federal Reserve Bulletin D September 1990 

more resources have been allocated to finance 
risky projects than would have been dictated by 
economic efficiency. 

In brief, the subsidy implicit in our Current 
deposit insurance system has stimulated the 
growth of banks and thrift institutions. In the 
process. the safety net has distorted market 
signals to depositors and bankers about the eco-
nomics of the underlying transactions. This dis-
tortion has led depositors to be less cautious in 
choosing among institutions and has induced 
some owners and their managers to take exces-
sive risk. In turn. the expanded lending to risky 
ventures has required increased effort and re-
sources by supervisors and regulators to monitor 
and modify behavior. 

But in reviewing the list of deficiencies of the 
deposit in-u rnce system, we should not lose 
sight of the contribution that both deposit insui-
ance and the discount Aindow have made to 
macroeconomic stability. The existence and use 
of the safety net have shielded the broader finan-
cial system and the real economy from instabili-
ties in banking markets. More specifically, they 
have protected the economy from the risk of 
deposit runs, especially the risk of such runs 
spreading from bank to bank, disrupting credit 
and payment flows and the level of trade and 
commerce. Confidence in the stability of the 
banking and payments system has been the major 
reason why the United States has not suffered a 
financial panic or systemic bank run in the last 
half century. 

There are thus important reasons to take care 
as we modify our deposit insurance system. 
Reform is required. So is caution. The ideal isan 
institutional framework that, to the extent possi-
ble. induces banks both to hold more capital and 
to be managed as if there were no safety net. 
while at the same time ,hielding unsophisticated 
depositors and minimizing disruptions to credit 
and payment flows. 

If we were starting from scratch, the Board 
believes it would be difficult to make the case 
that deposit insurance coverage should be as high 
as its current S100.000 level. However, whatever 
the merits of the 1980 increase in the deposit 
insurance level from $40.000 to S10,000, it is 
clear that the higher level of depositor protection 
has been in place long enough to be fully capital-

ized in the market value of depository institu
tions. The associated scale and cost of funding 
have been incorporated into a wide variety of 
bank and thrift decisions, including portfolio 
choices, staffing. branch structure, and market
ing strategy. Consequently, a return to lower 
deposit insurance coverage-like any tightening 
of the safety net-would reduce insured deposi
tory market values and involve significant tran
sition costs. It is one thing initially to offer and 
then maintain a smaller degree of insurance cov
erage and quite another to reimpose on the 
existing system i, lower level of insurance, with 
its associated readjustment and unwinding costs. 
This is why the granting of subsidies by the 
Congress should be considered so careful;y: 
They not only distort the allocation of resources 
but also are extremely difficult to eliminate, 
imposing substantial transition costs on the di
rect and indirect beneficiaries. For such reasons. 
the Board has concluded that, should the Con
gress decide to lower deposit insurance limits, a 
meaningful transition period would be needed. 

A decision by the Congress to leave the 
SI00.000 limit unchanged, however, should not 
preclude other reforms that would reduce current 
inequities in. and abuses of, the deposit insur
ance system. Serious study should be devoted to 
the cost and effectiveness of policing the 
SI00.000 limit so that multiple accounts are not 
used to obtain more protection for individual 
depositors than the Congress intends. The same 
study could consider the desirability of limiting 
pass-through deposit insurance--under which up 
to S100,0OO insurance protection isnow explicitly 
extended to each of the multiple beneficiaries of 
some large and otherwise uninsured deposits. 
Both have been used at times to thwart or abuse 
the purpose of deposit insurance protection. 

No matter what the Congress decides on de
posit insurance limits, we must be cautious of our 
treatment of uninsured depositors. Such deposi
tors should be expected to assess the quality of 
their bank deposits just as they are expected to 
evaluate any other financial asset they purchase. 
Earlier I noted that our goal should be for banks 
to operate as much as possible as if there were no 
safety net. In fact, runs of uninsured deposits 
from banks under stress have become common
place. 
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So far, the pressure transmitted "rom such ally all households using checking accounts. 
episodes to other banks whose strength may be Movement from the present structure for deliv
in doubt has been minimal. Nevertheless. the ery of many bank services would be difficult and 
clear response pattern of uninsured depositors to costly. placing U.S. banks at a disadvantage 
protect themselves by withdrawing their deposits internationally. In addition, this approach might 
from a bank under pressure raises the very real shift and possibly focus systemic risk on larger 
risk that in a stressful environment the flight to banks. Banking organizations would have to lo
quality could precipitate wider financial market cate their business and household credit opera
and pa. ments distortions. These systemic effects tions in nonbank affiliates funded by uninsured 
could easily feed back to the real economy. no deposits and borrowings raised in mone-, arid 
matter how open the discount window and how capital markets. Only larger organizations could 
expansive open market operations. Thus. while fund in this way, and these units, unless financed 
deposits in excess of insurance limits should not longer term than banks today, would be subject 
be protected by the safety net at any bank, to the same risks of creditor runs that face 
reforms designed to rely mainly on increased uninsured banks, with all of the associated sys
market discipline by uninsured depositors raise temic implications. If this kere the case. we 
serious stability concerns. Public policy, there- might end up with the same set of challenges we 
fore. should rely on other means as the primary face today. refocused on a different set of insti
m.chansm to induce prudent bank policies. tutions. We at the Board believe that while the 

A promising approach that seeks to simulate notion of a narrow bank to insulate th,- insurance 
market discipline with minimal stability implica- fund is intriguing, in our judgmc,t further study 
tions is the application of risk-based deposit f these sy,,ieiiz nd operalional implications is 
insurance premiums. The idea is to make the requircu. 
price of insurance a function of the hnk's ridk, If, in fact, proposals that rely on uninsured 
reducing the subsidy to rik-taking aAd ,preading depositor discipline, risk-based premiums. and 
the cost of insurance more fairly across deposi- structural changes in the delivery of bank ser
tory institutions. In principle, this approach has vices raise significant difficulties, reform should 
many attractive characteristics and could be de- then look to other ways to curb banks' risk 
signed to augment risk-based capital. For exam- appetites, and to irit the likelihood that the 
pie. banks with high risk-based capital ratios deposit insurance fund, and posibly the tax
might be charged lower insurance premiums. But payer. will be called on to protect depositors.
the range of premiums necessary to induce gen- The Board believes that the most promising 
uine behavioral changes in portfolio management approach is to reform both bank capital and 
might well be many multiples of the existing supervisory policies. Both policies would be de
premium. thereby raising practical concerns signed to reduce the value of the insurance 
about its application. Risk-based premiums also subsidy. Neither policy would rule out either 
would have to be designed with some degree of concurrent or subsequent additions to deposit 
complexity if they are to be fair and if unintended insurance reform, such as the changes discussed 
incentives are to be avoided. In any event, the previously, other proposals, such as increased 
potential additional benefits on top of an interna- reliance on subordinated debt, or new ap
tionally negotiated risk-based capital system. proaches that may emerge in the years ahead. In 
while positive, require further evaluation, fact. higher capital. by reducing the need for. and 

Another approach that has induced increasing thereby the value of, deposit insurance would 
interest is the insured narrow bank. Such an make subsequent reform easier. There would be 
institution would invest only in high quality, less at stake for the participants in the system.
short-maturity, liquid investments, recovering its At the end of this year. the phase-in to the 
costs for checking accounts and wire transfers International Capital Standards under the Basle 
from user fees. The narrow bank would thus Accord will begin. This risk-based capital ap
require drastic institutional changes. especially proach provides a framework for incorporating 
for thousands of our smaller banks and for ',irtu- portfolio and off-balance-sheet risk into capital 
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calculations. Most U.S. banks have already 
made the adjustment required for the fully 
phased-in 1992 standard. However. the prospec-
tive increasingly competitive environment sug-
gests that the minimum level of capital called for 
by the 1992 requirements may not be adequate. 
especially for institutions that want to take on 
additional activities. As a result of the safety net, 
too many banking organizations, in ou' judg-
ment. have traveled too far down the ro2d of 
operating with modest capital levels. It may well 
be necessary to retrace our steps and begin 
purposefully to move to capital requirements that 
would, over time. be more consistent with what 
the market would require if the safety net were 
more modest. The argument for more capital is 
strengthei.ed by the necessity to provide banking 
organizations with a wider range of service op-
tions in an increasingly competitive world. In-
deed, projections of the competitive pressures 
only intensify the view that if our financial insti-
tutions are to be among the strongest in the 
vorld. let alone avoid an extension of the tax-
payers" obligation to even more institutions, we 
must increase capital requirements. Our interna-
tional agreements under the Basle Accord permit 
us to do so. 

There are three objectives of a higher capital 
requirement. First. higher capital would 
strengthen the incentives of bank owners and 
managers to evaluate more prudently the risks 
and benefits of portfolio choices because more of 
their money would be at risk. In effect, the moral 
hazard risk of deposit insurance would be re-
duced. Second. higher capital levels would cre-
ate a larger buffer between the mistakes of bank 
owners and managers and the need to draw on 
the deposit insurance fund. For too many insti-
tutions. that buffer has been too low in recent 
years. The key to creating incentives to behave 
as the market would dictate, and at the same time 
creating these buffers or shock absorbers, is to 
require that those who would profit from an 
institution's success have the appropriate 
amount of their own capital at risk. Third, requir-
ing higher capital imposes on bank managers an 
additional market test. They must convince in-
vestors that the expected returns justify the 
commitment of risk capital. Those banks unable 
to do so would not be able to expand. 

We in the Federal Reserve System are in the 
process of developing more specific capital pro
posals. including appropriate transition arrange
ments designed to minimize disruptions. How
ever. at the outset I would like to anticipate 
several criticisms. For many banks, raising sig
nificant new capital will be neither easy nor 
cheap. Maintaining return on equity wkill be more 
difficult, and those foreign banks that only adhere 
to the Basle minimums may be put in a somewhat 
better competitive position relative to some U.S. 
banks. Higher capital requirements also will tend 
to accelerate the move toward bank consolida
tion and slow bank asset growth. However. these 
concerns must be balanced against the increasing 
need for reform now, 'he difficulties with all the 
other options, and both the desire of. and neces
sity for, banking organizations to broaden their 
scope of activities to operate successfully. 

More generally, many of the arguments about 
the competitive disadvantages of higher capital 
requirements are shortsighted. Well-capitalized 
banks are the ones best positioned to be success
ful in the establishment of long-term relation
ships. to be the most attractive counterparties for 
a large number of financial transactions and 
guarantees. and to expand their business activi
ties to meet new opportunities and changing 
circumstances. Indeed, many successful U.S. 
and foreign institutions would today meet sub
stantially increased risk-based capital standards. 
In addition, the evidence of recent years suggests 
that U.S. banks can raise sizable equity. The 
dollar volume of new stock issues by banking 
organizations has grown at a greater rate since 
the late 1970s than the total dollar volume of nev. 
issues by all domestic corporate firms. 

Higher capital standards should go a long way 
toward inducing market-like behavior by banks. 
However, the Board believes that, so long as a 
significant safety net exists, additional induce
ments will be needed through an intensification 
of supervisory efforts to deter banks from main
taining return on equity by acquiring riskier 
assets. When it is not already the practice, full 
in-bank supervisory reviews-focusing on asset 
portfolios and off-balance-sheet commitments
should occur at least annually. and the results of 
such examinations should promptly be shared 
with the board of directors of the bank and used 

http:strengthei.ed


to evaluate the adequacy of the bank's capital. 
The examiner should be convinced, after a rigor-
ous and deliberate review, that the loan-loss 
reserves are consistent with the quality of the 
portfolio. If they are not. the examiner should 
insist that additional reserves be created with an 
associated reduction in the earnings or equity 
capital of the bank. If the resultant capital is not 
consistent with minimum capital standards, the 
board of directors and the bank's regulators 
should begin the process of requiring the bank 
either to reduce those assets or to rebuild equity 
capital. 

If credible commitments to raise capital are not 
forthcoming. and if those commitments are not 
promptly met, the authorities should explore 
such responses as lowered dividends, slower 
asset growth or perhaps even asset contraction, 
restrictions on the use of insured brokered de-
posits. ifany. and divestiture of affiliates with the 
resources used to recapif..i~e the bank. What is 
important is that the supervisory responses occur 
promptly and firmly and that they be anticipated 
by the bank. This progressive discipline or 
prompt corrective action of a bank with inade-
quate capital builds on our current bank supervi-
sory procedures and is designed to simulate 
market pressures from risk-taking-to link ex-
cessive risk-taking more closely with its costs-
without creating market disruptions. Some flex-
ibility is certainly required. but the Board has in 
mind a set of credible responses in principle and 
a presumption that these responses will be ap-
plied in the absence of compelling reasons hot to 
do so. 

Such an approach-higher capital and prompt 
corrective action-would increase the cost and 
reduce the availability of credit from insured 
institutions to riskier borrowers. In effect, our 
proposal would reduce the incentive some banks 
currently have to overinvest in risky credits at 
loan rates that do not fully reflect the risks 
involved. This reduction implies that the organiz-
ers of speculative and riskier ventures will have 
to restructure their borrowing plans, including 
possibly paying more for their credit, or seek 
financing from noninsured entities. Some bor-
rowers may find their proposals no longer viable, 
However. it is just such financing by some in-
sured institutions that has caused so many of the 
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current difficulties, and it is one of the objectives 
of our proposals to cause depositories to recon
sider the economics of such credits. As insured 
institutions reevaluate the risk-return tradeoff, 
they are likely to be more interested in credit 
extensions to less risky borrowers, increasing the 
economic efficiency of our resource allocation. 

Despite their tendency to raise the average 
level of bank asset quality, higher capital require
ments and prompt corrective action will not 
eliminate bank failures. An insurance fund will 
still be needed, but we believe that. with a fund 
of reasonable size, the risk to taxpayers should 
be reduced substantially. As I have noted, higher 
capital requirements and prompt corrective ac
tion imply greater caution in bank asset choices 
and ahigher cushion to the FDIC to absorb bank 
losses. In addition, an enhanced supervisory 
approach will not permit deteriorating positions 
to accumulate. Moreover, the Board believes 
that forced mergers, divestitures. and, when nec
essary. conservatorships should occur while 
there is still positive (albeit low) capital in the 
bank to limit reorganization or liquidation costs. 
Existing stockholders should be given adequate 
time to correct deteriorating positions-including 
providing new capital-but the Congress should 
specifically provide the bank regulators wAith the 
clear authority, : P.il. therefore, explict support. 
to act well before technical insolvency to mini
mize the ultimate resolution costs. 

These retorms should be equally applicable to 
banks of all sizes. No observer is comfortable 
with the inequities and adverse incentives of an 
explicit or implicit program that penalizes depos
itors, creditors, and owners of smaller banks 
more than those of larger ones. The Board be
lieves no bank should assume that its scale 
insulates it from market discipline. Nevertheless, 
it is clear that there may be some banks at some 
particular times whose collapse and liquidation 
would be excessively disruptive to the financial 
system. But no bank isever too large or too small 
to escape the application of the same prompt 
corrective action standards applied to other 
banks. Any bank can be required to rebuild its 
capital to adequate levels and, if it does not, be 
required to contract its assets, divest affiliates, 
cut its dividends, change its management, sell or 
close offices, and the resultant smaller entity can 
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be merged or sold to another institution with the 
resources to recapitalize it. If this isnot possible, 
the entity can be placed in conservatorship and 
liquidated, 

I noted earlier that one response of some banks 
to the more intense competitive environment has 
been to draw down their capital buffer. These 
banks and other institutions cannot rebuild, 
strengthen, and maintain the appropriate level of 
capital unless they are able to adapt to the 
changing competitive and technological environ-
ment. The ability to adapt is crucially dependent 
on broadening the permissible range of activities 
for banking organizations. At the same time. we 
should be sensitive to the implications of the 
potential extension of the safety net--directly or 
indirectly-under those markets that banking or-
ganizations are authorized to enter. 

The Board has for some time held the view that 
strong insulating fire walls would both protect 
banks (and taxpayers) from the risk of new 
activities and limit the extension of the safety net 
subsidy that would place independent competi-
tors at a disadvantage. However. recent events, 
including the rapid spread of market pressures to 
separately regulated and well-capitalized units of 
Drexel wahen their holding company was unable 
to meet its maturing commercial paper obliga-
tions. have raised serious questions about the 
ability of fire walls to insulate one unit of a 
holding company from funding problems of an-
other. Partially as a result, the Board is in the 
process of reevaluating both the efficacy and 
desirability of substantial fire walls between a 
bank and some of its affiliates. It is clear that high 
and thick fire walls reduce synergies and raise 
costs for financial institutions, a significant prob-
lem in increasingly competitive financial mar-
kets. If they raise costs and may not be effective, 
we must question why we are imposing these 
kinds of fire walls at all. Moreover. higher capital 
standards and prompt corrective action go a long 
way to limit the transference of the bank safety 
net subsidies to bank affiliates that fire walls are 
designed to constrain. And. as such. they should 
greatly limit the risk of distorted market signals 
and excessive risk-taking over an expanded 
range of markets, as well as the unfair competi-
tion. that might otherwise accompany wider 
bank activities. 

Indeed, authorization to use their expertise 
over a wider range of markets might well be 
limited only to those banking organizations that 
meet a new higher capital standard. Conse
queatly. the Congress might wish to authorize 
bank supervisors to grant certain of these activ
ities only to those entities that exceed such a 
standard. Those institutions that consistently ex
ceed the capital standard perhaps could receive 
more flexibility in supervisory treatment. For 
example, a notice requirement could be substi
tuted for formal applications for activities permit
ted by law and regulation. provided that such 
acquisitions leave a banking organization's capi
tal in excess of the higher standards. Other 
reductions in regulatory burden for highly capi
talized banking organizations might also be ap
propriate. Such organizations would, however. 
still be subject to the same thorough annual 
examinations. 

As you know. the Board has long supported 
repeal of the provisions of the Glass-Steagall Act 
that separate commercial and investment bank
ing. We still strongly advocate such repeal be
cause we believe that technology and globaliza
tion have continued to blur the distinctions 
among credit markets, and have eroded the fran
chise value of the classic bank intermediation 
process. Outdated constraints will only endanger 
the profitability of banking organizations and 
their contribution to the American economy. 
Beyond investment banking. the Board believes 
that highly capitalized banking firms should be 
authorized to engage in a wider range of financial 
activities as a part of the modernization of our 
financial structure and the maintenance of 
strong. profitable financial institutions that can 
compete in world markets. A banking system 
that cannot adapt to the changing competitive 
and technological environment will no longer be 
able to attract and maintain the higher capital 
level that some of our institutions need to operate 
without excessive reliance on the safety net. 

Firms primarily engaged in the financial activ
ities authorized to banking organizations should 
likewise be permitted to operate an insured bank. 
The Congress. of course. will have to give careful 
consideration to how to handle the activities 
some of these entities are already engaged in that 
would not be permitted to banking organizations. 



More generally, as we expand the range 4factiv-
ities available to banking organizations. compet-
itive equity suggests the desirability of functional 
regulation. Under such an approach, each area of 
activity should be subject to the same regulatory 
constraints as equivalent or very similar func-
tions at nonbank firms. But independent of reg-
ulatory or organizational structure, all of us 
should understand that the market, the stock-
holders. and the management will think of the 
bank and any associated units-affiliates or sub-
sidiaries-not as a confederation of businesses, 
but as an integrated organization. Recognition of 
this reality suggests that it is perhaps inefficient, 
at best. and under conditions of financial dis-
tress. ineffective, to try to make integrated bus-
inesses behave as if they were a collection of 
independent firms. 

As a result, it may be more realistic, as I 
suggested earlier, to apply more limited fire walls 
to the new activities. I have in mind here restric-
tions such as sections 23A and 23B of the Federal 
Reserve Act. which already limit the financial 
transactions between a bank and its affiliates, 
requiring collateral, arms-length transactions, 
and---except when Treasury securities are used 
as collateral-quantitative limits based on the 
bank's capital. Moreover, recognition of the in-
tegrated nature of the operations of the insured 
unit with the rest of the organization raises the 
question of the implications of a piecemeal reg-
ulatory structure, with no means for ensuring 
that the activities of the organization as a whole 
do not impose undue risk on either the financial 
system or the safety net. We believe that some 
agency should be responsible for oversight of the 
entire organization, especially if expanded activ-
ities and less rigorous fire walls are adopted. 

As the Congress considers modernization of 
our banking structure to meet the needs of the 
twenty-first century, it should -ot only widen the 
permissible activities of well-capitalized banking 
organizations, but also eliminate outdated stat-
utes that only increase costs. The McFadden Act 
forces state member and national banks to de-
liver interstate services only through separately 
capitalized bank holding company subsidiaries 
(when permitted by state law) rather than 
through branches. Such a system reduces the 
ability of many smaller banks to diversify geo-
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graphically and raises costs for all banking orga
nizations that operate in more than one state, a 
curious requirement as we search for ways to 
make banks more competitive and profitable. 
The McFadden Act ought to be amended to 
permit interstate branching by banks. 

In summary, event, have made it clear that we 
ought not to permit banks, because of their 
access to the safety net, to talke excessive risk 
with inadequate capital. Even if we were to 
ignore the potential taxpayer costs, we ought not 
to permit a system that is so inconsistent with 
efficient market behavior. In the process of re
form, however, we should be certain that we 
consider carefully the implications for macroeco
nomic stability. The Board belieses that higher 
capital and prompt corrective action by supervi
sors to resolve problems %ill go a long way to 
eliminate excessive risk-taking by insured insti
tutions, and would not preclude additional de
posit insurance reform, now or later. Moreover. 
we believe that with such an approach the Con
gress should feel comfortable with authorizing 
banking organizations to expand the scope of 
their financial activities. Indeed. we believe that 
permitting ,ider activities isnecessary to ensure 
that such organizations can remain competitive 
both here and abroad. Increased activities are 
also required to sustain the profitability needed if 
banking firms are to attract capital. To limit the 
risks of safety net transference, some new activ
ities might be made available by banking regula
tors only to banks with impressive capital posi
tions. We believe that whatever the regulatory 
form and structure under which new acivities 
are permitted, one agency should have oversight 
responsibility for the banking organization as a 
whole. It is also our view that., with these sug
gested reforms, reliance on stringent fire walls 
would not be necessary. And the McFadden Act 
should be amended to permit banks to deliver 
their services at the lowest possible costs and to 
more easily diversify their geographic risks. The 
Board has shared its views with the Treasury as 
part of our continuing consultations on these 
matters, especially in the context of their 
FIRREA-mandated study. 

Finally, in considering all proposals. we should 
remind ourselves that our objective is a strong 
and stable financial system that can deliver the 



738 Federal Reserve Bulletin 0 September 1990 

best services at the lowest cost and compete 
around the world without taxpayer support. 
This requires the modernization of our financial 
system and the weaning of some institutions 
from the unintended benefits that accompany 
the safety net. Higher capital requirements may 
well mean a relatively leaner and more efficient 
banking system, and they will certainly mean 

one with reduced inclinations toward risk. 
However, the Board believes our proposed 
reforms-including the authorization of wider 
activities by banking organizations-will go a 
long way toward ensuring a safer and more 
efficient financial system and lay the ground
work for other modifications in the safety net in 
the years ahead. 
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V I Implementing Monetary Policy in the United States 

Intermediate Targets and Instruments 

Since the mid-1970s, monetary aggregates have been 
the intermediate targets of Federal Reserve policy. 
Targeting the growth in monetary aggregates implicitly 
assumes that the relationship between changes in 
growth in the monetary aggregates and economic activ-
ity is sufficiently reliable that the ultimate goals ofmon-
ctary policy can he achieved by using monetary aggre-
gates as intermediate targets. The Federal Reserve 
generally has established target ranges for the growth 
rates of M I. M2, and M3 during the calendar year." 
With the Full Employment and Balanced Growth Act 
of 1978, Congress mandated that the Federal Reserve 
set annual target ranges for growth in monetary and 
credit aggregates and report these targets to Congress 
twice each year. 

During the 1980s, however, the relationship between 
monetary aggregates and economic activity became 
less stable and less predictable, especially in the short 
run. " ' In light of the increased uncertainty surrounding 
the link between money and economic activity, the 
Federal Reserve has not set atarget range for M I since 
1986, widened the ranges for both M2 and M3 for 1988, 
and maintained these wider ranges for M2 and M3 in 
1989 and 1990. Furthermore, the Federal Reserve has 
broadened the scope of the variables that it monitors 
in formulating and evaluating policy to include a wide 
range of what it considers to be leading indicators of 
the course of the economy and inflation, such as com-

MIconsists of currency,. travelers checks, demand deposits,
and other checkable deposits. M2 is M I plus savings accounts, 
money market deposit accounts. general purpose and broker/ 
dealer money market mutual funds, small (less than SI).0XX)l 
time deposits, overnight repurchase agreements, and overnight
Eurodollars issued to U.S. residents by foreign branches of U.S. 
banks. M3 is M2 plus large time deposits, instilulion-only money 
market mutual funds, term repurchase agreements, and term 
Eurodollar,, i,,sued to U.S. resident,,. 

"' See Axilrod (1985), Heller (1988). and Wenninger (1986).
While this relationship has been called into question. it appears 
that the Federal Reserve continues to have confidence in the 
longer-term relationship between growth in the monetary aggre-
gates and the rate of inflation. See, for example. Heller (1988), 
p. 422. 

modity prices, exchange rates, the yield curve, and 
indicators of incipient pressures in the real economy.' 
That these indicators have played a relatively impor
tant role in the formulation of monetary nolicy can 
be inferred, for example, from the Federal Reserve's 
actions during the first five months of 198'. As noted 
in its July 1988 report to Congress, the Fecleral Reserve 
eased its monetary policy stance from lrate January to 
late March, and then became progre-:,;vely less accom
modative through late May.' 2 As these changes in pol
icy stance occurred while the targeted aggregates (M2
and M3) were within their target ranges, it seems rea
sonable to infer that these policy changes were in 
response to movements in variables other than M2 and 
M3. Moreover, the Federal Reserve eased its policy 
stance several times during the last several months of 
1989 while the growth of M2 was at the midpoint of its 
target range. 

In response to signals relating to the future course of 
output and prices, the Federal Reserve can choose 
among several instruments to influence monetary and 
credit conditions. The two instruments discussed 
below are those currently employed most frequently.3 
The primary instrument of monetary policy is open
market operations in which the Federal Reserve buys 
or sells securities, thereby adding reserves to, or drain
ing reserves from, the banking system. While the Fed
eral Reserve is authorized to conduct open market 
operations in a variety of securities, it has chosen to 
conduct most transactions in U.S. Treasury securities 
because the treasury security market is extremely
broad and deep, and therefore substantial purchases or 
sales of these securities will not have a significant
impact on their yield. Most open market operations 

' These indicators are enumerated in Heller (1988) and in 
Johnson (1989). 

12Board of Governors ofthe Federal Reserve System (1988). 
p. 526. 

", Reserve requirement, are also in principle an instrument of 
policy. While changes in reserve requirements do release or 
absorb reserves, and hence, could be used to affect the reserve 
positions of depository institutions. only limited use is now made 
ofreserve requirements in the short-run implementation of mon
etary policy. 
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typically are not outright purchases or sales that perma-
nently influence bank reserves, but rather take the form 
of repurchase or matched sale-purchase agreements 
that affect the level of reserves only temporarily.' The 
Federal Reserve typically makes only six to ten out-
right purchases or sales each year. It uses repurchase 
or matched sale agreements more frequently, because 
it considers most of its open market operations to be 
defensive, that is, to offset temporary fluctuations in 
reserves. These agreements typically last for only 
I day. rarely for more than 7 days, and never exceed 
15 days." 

Of secondary importance is the use made by deposi-
tory institutions of the discount window at each Federal 
Reserve bank in acquiring reserves at their own initia-
tive. Discount window credit is available upon request 
by a depository institution, but is subject to approval 
by the Federal Reserve Bank within the district in 
"shich the borrower is located. Depository institutions 
are not entitled to a specific quota of discount window 
credit to be used at their complete discretion; rather, 
the discount window is regarded by the Federal 
Reserve as a marginal source of funds that is to be used 
sparingly when other sources are not readily available, 
The Federal Reserve generally sets its discount rate 
(the rate it charges depository institutions for short-
term loans) below short-term market rates. Hence, bor-
rowed reserves obtained through discount window 
credit are rationed by administrative guidelines, as well 
as by price. As future access to the discount window 
is reduced for those institutions that use this source of 
credit too frequently, such reduced availability consti-
tutes an additional implicit cost of using the discount 
window. Nonetheless, institutions generally become 
more willing to incur this cost as the spread between 
market interest rates and the discount rate widens, so 
that the demand for borrowed reserves is a positive 
function of the spread between short-term market rates 
(particularly the federal funds rate)" and the discount 
rate. 

There are three types of discount window credit. 
Adjustment credit consists of short-term loans 
extended by Federal Reserve banks to depository insti-
tutions to help them meet temporary reserve needs. 
Most institutions repay these loans within a few days; 
the largest banks are required to repay this credit the 

Malched sale-purchase transactions are conducted only in 
treasury bills, while repurchase agreements may be conducted 
in the entire range of treasury securities. 

"'See Kneeshaw and Van den Bergh (1989) and Madigan and 
"'repela (1986). 

'" The federal funds rate is the interest rate in the overnight
interbank market on deposits at the Federal Reserve that deposi
tory institutions with reserve deticiencies borrow from institu-
tions with excess reserves, 

Policy Formulation and Operating Procedures 

next business day. Seasonal credit consists of longer
term loans to smaller depository institutions that have 
relatively strong seasonal patterns in their deposits or 
loan demand, These two types of borrowing are 
affected by changes in the spread between the federal 
funds rate and the discount rate, rising when the spread 
widens and falling when the spread narrows. The third 
type of discount window credit is extended credit; it is 
longer-term credit extended to institutions experienc
ing such severe financial problems that they face pro
longed difficulties in obtaining funds from other 
sources. Extended credit borrowing is considered to 
be relatively insensitive to interest rates and is normally 
not included in the measure of borrowing by depo.,itory 
institutions that is used by the Federal Reserve in 
implementing monetary policy. 

Policy Formulation and Operating 
Procedures 

The Federal Open Market Committee (FOMC) for
mulates monetary policy and issues directives for its 
implementation. The FOMC is composed of the seven 
Governors of the Federal Reserve Board, the President 
of the Federal Reserve Bank of New York. and four of 
the eleven presidents of the remaining Federal Reserve 
banks who serve on a rotating basis. The FOMC meets 
eight times a year (approximately every six weeks), 
evaluates current policy within the context of the state 
of the economy, and then decides on a short-run (that 
is, until the next meeting) course for policy that is 
broadly consistent with its longer-term intermediate 
targets and policy goals, but that also reflects the cur
rent state of the economy. At two meetings a year, 
longer-term monetary growth targets are determined. 
The period covered by the targets is from the fourth 
quarter of one calendar year to the fourth quarter of 
the next calendar year. In late June or early July the 
FOMC re-evaluates the current year's targets and pro
poses provisional targets for the next year. In late Janui
ary orearly February of the following year, these provi
sional targets are reconsidered and final targets agreed 
on for the current year. 

The intermeeting policy stance decided by the 
FOMC is embodied in a directive-a relatively specific 
set of instructions governing the implementation of pol
icy during the intermeeting period. The directive 1-; 
issued to the Federal Reserve Bank of New York,
which acts as the agent of the FOMC in conducting 

open market operations. The FOMC identities a control 
variable that guides the day-to-day purchase and sale 
of securities, describes in general terms how the short

run path for the control variable is to be altered in light 
of unexpected economic developments, and defines the 
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scope within which the Federal Reserve Bank of New 
York may operate without consulting the entire 
FOMC. The general directive from each FOMC meet-
ing is contained in the minutes of that meeting which 
are released to the public on the Friday following the 
succeeding FOMC meeting. More specific directives, 
released annually by the Federal Reserve Bank of New 
York, for 1988 are summarized in Table 6. 

Since the advent of targeting monetary aggregates, 
the FOMC has identified three different control vari-
ables in its directive and in effect has employed three 
somewhat different operating procedures to implement 
monetary policy.6 7 Prior to October 1979, the directive 
specified a relatively narrow range within which the 
federal funds rate was to be contained by open market 
operations. Whenever growth in the monetary aggre-
gates was slower or faster than desired, the FOMC 
would adjust the acceptable range for the federal funds 
rate. As the control of inflation became increasingly 
more difficult with this approach for implementing 
monetary policy, the Federal Reserve adopted a new 
procedure in October 1979 dc:;igned to improve mone-
tary control. This new procedure redirected attention 
away from controlling the federal funds rate to control-
ling the supply of nonborrowed reserves (that is, the 

'7 See Axilrod (1985). Gilbert (1985). Heller (1988). Madigan
and Trepeta (1986). and Wallich (1984). 

reserves of the banking system not supplied through 
the discount window). Specifically, the intermeeting 
target path for growth in the monetary aggregates was 
translated into a target path for nonborrowed reserves; 
the Federal Reserve Bank of New York then aimed 
open market operations at achieving this target path 
for nonborrowed reserves. This reserves-oriented pro
cedure played an important role in the disinflationary 
process of the early 1980s.' 

The nonborrowed reserves procedure depended crit
ically on the existence of a predictable, reliable re
lationship between the monetary aggregates and 
economic activity. In particular, the operation of this 
procedure did not involve any automatic accommoda
tion of shifts that may have occurred in the demand for 
money. To the extent that such shifts did occur, they 
affected the real economy unless the short-run operat
ing target for nonborrowed reserves was explicitly 
altered to accommodate the demand shifts. Without 
such an accommodation, shifts in money demand were 
transmitted directly to the real economy via interest 
rate changes. If money demand shifts were infrequent 
or relatively predictable, the nonborrowed reserves 
operating procedure would be appropriate. 

_, See Axilrod (1985) and Heller (1988) for a more complete 
discussion of the evolution toward, and an evaluation of. nonbor
rowed reserves targeting. 

Table 6. United States: Directives from the Federal Open Market Committee, December 

Date of Meeting 
Degree of 

Reserve Pressure 
Dec. 15-16. 1987 Unchanged 

Feb. 9-10. 1988 Maintain recently reduced 
pressure 

Mar. 29, 1988 Increased 

May 17. 1988 Initially unchanged but 
anticipated need to increase 
pressure in weeks ahead 

June 29-3I. 1988 Increased 

Aug. 16. 1988 Unchanged 
Sept. 20. 1988 Unchanged 
Nov. I, 1988 Unchanged 

Dec. 13-14. 1988 Increased 

Borrowing 
Objective 

(In ntilli,, . of 
U.S. dollars 

300 

(250 on 1/28)
 

250 

(200 on 2/11)
 

200 

(300 on 3/30)
 
(400 on 5/9)
 

40 

(500 on 5/25)
 
(550 on 6/22)
 

550 

(6() on 7/6) 


6X) 

600 
6(X) 


(400 on 11/22)'
 
400 


(500 on 12/15)
 

1987-December 1988 

Discount 
Rate 

(In percent) 

6.0 

6.0 

6.0 

6.0 

6.0 
(6.5 on 8/9) 

6.5 

6.5 
6.5 

6.5 

Source: "Monetary Policy and Open Market Operations during 1988." Quarterlyi Reviewi, Federal Reserve Bank of New York (New York).
Vol. 13, No. 4/Vol. 14, No. I (Winter-Spring 1989), pp. 83-102. 

'A technical adjustment only due to a perceived shift in the relationship between borrowing and the spread between the federal funds and 
the discount rates. 
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Policy Formulation and Operating Procedures 

Especially in the early 1980s, however, more fre- this procedure may appear to be quite similar to the 
quent and less predictable money demand shifts were nonborrowed reserves procedure which preceded it, 
observed (at least ex post), due in large part to financial it is actually quite different. In particular, under the 
deregulation and innovation. Moreover, even after the nonborrowed reserves procedure, any change in the 
adjustment to these changes had taken place, the demand for total reserves did not affect the specified 
demand for money (especially MI) was found to be nonborrowed reserves path, whereas tinder the current
significantly more interest sensitive than it had been procedure, any such change in the demand for total 

before.Y' Partly on account of these developments, the reserves is accommodated by adjusting the nonbor-
Federal Reserve moved in late 1982 to aless automatic, rowed reserves path in order to achieve the borrowed 
more judgmental approach that has continued to the reserves objective.72 
present and that places primary emphasis on borrowed The functioning of the current operating procedure 
reserves. The increased use of discretion inhereni in ismost easily understood by examining the relationship 
this procedure has enabled the Federal Reserve to be between borrowing and the spread between the federal 
more responsive and accommodative to perceived funds rate and the discount rate. For a given discount 
changes in the demand for money. Reflecting the rate, there is a level of borrowing that is consistent 
increased flexibility ofthe new procedure. the directive with the federal funds rate determined by the Federal 
from the FOMC to the Federal Reserve Bank of New Reserve as necessary to achieve the desired rate of 
York isnow less specific than the directive under either growth for the targeted monetary aggregate or aggre
of the previous two operating procedures. Particularly gates in particular, and its desired monetary policy 
under the federal funds rate targeting procedure, the stance in general. The task of the operating desk at the 
directive specified a relatively narrow range for the Federal Reserve Bank of New York is to conduct open 
federal funds rate. Similarly, under the nonborrowed market operations so as to achieve this level of borrow
reserves procedure, the directive stipulated a reserve ing, which in effect then determines the federal funds 
path consistent with specific growth rates for the mone- rate. The current procedure is therefore very similar to 
tary aggregates. By contrast, under the current bor- targeting the federal funds rate, but with an element of 
rowed reserves procedure, the directive indicates only additional flexibility. Empirical analysis has indicated 
the FONIC's desired degree of pressure to be main- that an increase of about 25 basis points in the spread 
tained on reserve positions of depository institutions between the federal funds rate and the discount rate is 
during the intermeeting period. For example, the direc- associated with an additional $100 million of bor
tive from the November 14, 1989 meeting of the FOMC rowing.7' 
states that "'theCommittee seeks to maintain the exist- Under this procedure, a greater degree of reserve 
ing degree of pressure on reserve positions" (Board restraint, that is, a tighter monetary policy stance, cor
of Governors of the Federal Reserve System, 1990, responds to a higher borrowing objective. For a given 
p. 60). discount rate, this would be accomplished through 

The "pressure on reserve positions" generally refers open market operations that would reduce nonbor
to the level of adjustment plus seasonal borrowing from rowed reserves, force additional borrowing at the dis
the discount window of the Federal Reserve. Specifi- count window, and thereby exert upward pressure on 
cally, the FOMC provides the Federal Reserve Bank the federal funds rate, widening the spread between the 
of New York with a borrowed reserves objective that federal funds rate and the discount rate. The higher 
is considered to be consistent with the intermeeting federal funds rate then leads to a higher level of interest 
path for monetary policy. This level of borrowed rates that is intended to slow growth in the monetary 
reserves is then subtracted from an estimate of the aggregates and the overall economy, thereby exerting 
demand for total reserves7' (computed by the staffs of some restraint on actual and potential inflationary pres
the Board of Governors and the Federal Reserve Bank sures.7" Similarly, a lesser degree of reserve restraint, 
of New York) to derive a path for nonborrowed that is, a more accommodative policy stance, corre
reserves. The operating desk at the Federal Reserve 
Bank of New York assesses the market factors affect- 7 See Gilbert (1985) and Thornton 1988) (or adiscussion oi 
ing the availability of' nonborrowed reserves and then this point. 
decides on appropriate open market operations. While " See Thornton (19861. pp. 9-12. However, the relationship 

between borrowing and the federal funds rate is not completely 
stable and has exhibited permanent shifts. When these were 
perceived to have occurred, frequently formal adjustments to 

See, for example, Wenninger (1986). the targeted level of borrowed reserves have been made. Such 
,,This rationale for this shift in operating procedure is pro- adjustments have occurred since late 1988. See footnote 75. 

vided in Heller (19881.p. 426. '"Johnson ( l9)90) provides a Wicksellian interpretation, that 
71 Total reserves equal borrowed plus nonborrowed reserves, is. that inflationary pressures will be moderated as market inter

or equivalently, required plus excess reserves. est rates rise relative to the "natural" interest rate. 

\
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sponds to a lower borrowing objective, a lower federal 
funds rate, increased growth in the monetary aggre-
gates, and stimulus to the real economy. 

Changes in Policy
Identifying hthe 

Given the features of the current operating procedure 
as described above, it is useful to ask under what condi-
tions short-run (that is,daily or weekly) movements in 
variables that are integral elements of the procedure. 
that is,the federal funds rate, the discount rate, bor-
rowed reserves, and nonborrowed reserves, indicate 
changes in the policy stance of the Federal Reserve. 
The ilterpretation of short-run changes in some of 
thesc variables depends on the stability of the relation-
ship between borrowing and the spread between the 
federal funds rate and the discount rate. If this relation-
ship is relatively stable, movements in some of these 
variables can indicate changes in the Federal Reserve's 
policy stance. If, however, this relationship is not very 
stable, it may be difficult to discern policy implications 
from movements in some of these variables, 

The federal funds rate is clearly the key variable for 
discerning changes in the Federal Reserve's monetary 
policy stance. Changes in the federal funds rate could 
in theory represent adjustments taken by the Federal 
Reserve to achieve an unchanged borrowed reserves 
objective in the face of a shift in the relationship 
between borrowing and the spread between the federal 
funds rate and the discount rate. However, the Federal 
Reserve has typically adjusted the borrowing objective 
when such shifts have been identified (see footnote 75).
Consequently, increases or decreases in the federal 

funds rate that deviate significantly from the range of 
recent movements can be identified and generally indi-
cate changes in the Federal Reserve's policy stance. 
For example, on November 7, 1989, market partici-
pants noted that the Federal Reserve added reserves 
to the banking syste, even though the federal funds 
rate was trading below the widely perceived 8.75 per-
cent Federal Reserve target. When the Federal Reserve 
repeated this action the following day under similar 
conditions, market participants generally concluded 
that the Federal Reserve had eased its policy stance 
slightly, aconclusion that was confirmed in the minutes 
of the FOMC meeting held on November 14, 1989, 
which were released on December 22, 1989. 

Observed changes in borrowing over and above nor-
mal fluctuations could signal policy changes, but they 
could also reflect achange in the borrowing relationship 
that the Federal Reserve had identified and hence, 

would indicate a new borrowing objcctive.'5 Conse
quently, it is very difficult to discern policy changes 
from movements in borrowed reserves. Identifying 
policy changes from short-run movements in nonbor
rowed reserves under the current operating procedures 
is also quite difficult. As noted above, the Federal 
Reserve typically smooths short-term fluctuations in

federal funds rate by supplying or draining nonbor

rowed reserves as necessary. Consequently, short
term changes in nonborrowed reserves reflect these 
smoothing operations and hence usually do not contain 
information concerning changes in the current stance 
of policy.Adjustments in tile discount rate under the current 
operating procedure are typically transmitted to market 
interest rates and consequently are nearly always indic
ative of policy changes. In particular, for a given bor
rowing target an increase in the discount rate feeds 
through directly to the federal funds market as some 
depository institutions are "forced" away from the 
discount window by the higher discount rate and bid 
for an unchanged supply of nonborrowed reserves. As 
a result, the federal funds rate rises until the necessary 
spread is attained to achieve the unchanged borrowing 
objective. It is possible that a change in the discount 
rate could simply reflect an adjustment to a change in 
the borrowing relationship described above. Given the 
announcement effect associated with discount ratechanges, however, it appears unlikely that the Federal 
Reserve would take such a visible action as a mechani
cal adjustment measure.7" Instead, the Federal Reserve 
generally signals a change in its policy stance when it 
changes the discount rate.77 It should be noted that 

In an addendum to the minutes of the FOMC meeting held 
on November I. 1988 (released on December 16, 19881. it ",Is
noted that, subsequent to the FOMC meeting of November 1. 
deposilory institutions had reduced their demands on the dis. 
count windo.,, itsadjustment plus seasonal borros ing had 
declined, falling signiticantly below, the level anticipated at the 
November Imeeting. The Federal Reserve Bank of Ness York. 
however, adjusted the reserve paths to incorporate a lov,er level 
of borrowing so tile rate would continue tothat federal funds
trade in its previously established range. Minutes of the FOMC 

meeting during 1989 indicate several subsequent "technical" 
adjustments to the borro .ed reserves objective. This increased 
propensity to alter the borrowed reserves objective may indicatethat the Federal Reserve has begun to place less emphasis on the 
borrowed reserves objective and more on maintaining the federal 
funds rate at aparticular level. 
7'.
Batten and "lh rnton (1984) and Thornton (1986) have found

that discount rate changes, when the, art announced, have at 
stalislically signiticant impact on the federal funds rate, the three
month treasury bill rate. and the tradc-sseighted index of the 
foreign exchange value of the dollar. Both studies concluded that 
this "'announcement effect" indicated that market participants 
interpreted adiscount rate change as signaling a change in tlhe 
stance of monetary polic\. 

For example, in announcing tile increase in the discount rate 
on February 24. 1989. the Federal Reserve staled that the action 
was taken to reduce inflationary pressures. Moreover. it is clear 
from the minutes of the FOMC meeting held on March 28. 1989. that the Committee intended the discount rate increase to signal 
atightening of policy. 
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Identifying Changes in Policy 

while adiscount rate change typically signals a change stance. Consequently, the federal funds rate is cur
in Federal Reserve policy, the discount rate is not rently the primary, and certainly the most timely, indi
changed frequently enough to be considered a timely cator of the Federal Reserve's policy stance. 
indicator of the Federal Reserve's current policy 
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Occasional Paper No. 70... 

Major Industrial Countries' Monetary
Policies Focus on Short-Term Interest Rates 
The central banks of the five major indus-
trial countries focus priririly on short-
term interest rates in imr)ementing mone-
tary policy. This is the nutin ,,nclusion nf 
a study b Dallas S. Batten, Michael P. 
Blackwell, In-Su Kim, Simon E. Nocera, 
and Yuzuru Ozeki of the IMF Treasurer's 
Department. Entitled The Conduct of Mon-
etary Policy in the Major Industrial Coun-
tries, the study is No. 70 in the Occasional 
Paper series, 

The study examines and compares the 
instruments and procedures for implement-
ing 0hort-run monetary policy thai are cur-
rentl, used b' the central banks of France, 
the Federal Republic of Germany, Japan, 
the United Kingdom, and the United 
States. 

The implementation of mone:",, pn r;, 
has "evoled considerably" r'uring the last 
decade, according to the authors, most no-

tably in France and Japan. Essentially, 
t',ere has been a -,hift away from primary 
reliance on quantitative credit controls to-
ward intervention in the financial markets 
to influence the availability and price of 
credit. 
The Shift Away From Monetary Aggre-
gates. From the mid-1970s to the early 
1980s, a number of central banks used 
monetary aggregates as an intermediate 
target of polic', (that is, as a means to 
achieve their ultimate growth and inflation 
oulectives). The monetary aggregates tar-
geted varied from the very narrow in the 
United Kingdom to the ver broad in Ger-
many. During the 1980s, however, mone-
tary authorities--except those in the 
United Kingdom--tended to emphasize 
broad monetary aggregates rather than nar-
row ones, because the latter became less 
reliable as indicators of monetary condi-

tions and less predictable. Also, the link 
between narrow aggregates and ultimate 
policy variables-growth and inflation
grew more tenuous. Moreover, since the 
1980s, most central banks have become 
more eclectic in formulating monetary pol
icy by expanding the range of variables 
they monitor 
Short-Term Rates. But regardless of which 
variables are important in formulating 
monetary policy, the authors note, "short
term interest rates play a major role in the 
operating procedure in each country" be
cause they are a major influence on the 
demand for money and they directly affect 
oconomic activity. 

While the five countries' monetary au
thorilte tend to moderate excessive fluc
tuations in short-term interest rates, their 
approach to controlling rates is not inflex
ible, according to the authors. On the con-

Five Major Industrial Countries: Official and Key Money Market Interest Rates 
Country Rate 

France Taux des pensions sur appels 
d'offres 

Rate on 5- to 10-day
repurchase agreements 

Germany, Federal Discount rate 
Republic of 

Lombard rate 

Repurchase rate 

Japan Official discount rate 

Call money rates 

Bill discount rates 

United Kingdom Bank of England dealing rates 

United States Discount rate 

Federal funds rate 

'Literally translated as 'rate on tender for repurchase agreements 

24d 

Description 

The interest rate established for official repurchase agreements offered at the 
discretion of the Bank of France. This rate typically serves as the cwer bound for 
short-term market rates. 
The interest rate set by the Bank of France for 5- to 10-day repurchase agreements available as emergency funding at the discretion of financial institutions. 
This rate is typically above short-term market rates and generally serves as an 
upper bound.
 
The interest rate charged by the Bundesbank for rediscounting eligiblc assets of

financial institutions. This rate is typically the lower bound for shut I-term market
 
rates.
 
The interest rate charged by the Bundesbank for collateralized short-term loans
 
to financial institution,; designed to bridge temporary reserve shortages. This rate
istypically higher than :ihort-term market interest rates and generally serves as
 
an upper bound.
 
The interest rate set by the Bundesbank on its periodic securities repurchase
 
agreements.
 
The interest rate charged by the Bank of Japan on its lending 
 to financial 
institutions. 
Interest rates charged on short-term loans in the interbank market Maturities 
range from overnight to one week on collateralized call loans and from overnight 
to six months on uncollateraized call loans 
Interest rates charged in the interbank market for rediscounting private bills with 
maturities ranging from 7 to 180 days. 
The interest rates at which tha Bank of England eithe. odiscounts bills of different 
maturities or lends to discount houses. 
The interest rate charged by the Federal Reserve on its short-term lending to 
depository institutions. 
The interest rate charged in the interbank market where depository institutions 
with reserve deficiencies borrow from institutions with excess reserves, 

Data. IMF, Occasonw! Paper No 70 

IMFSuriE 



trary, the operating procedures in these as designed to offset temporary fluctuations 

countries allow short-term rates to be in reserves. It therefore enters into re
largely determined by the market; mone- purchase agreements that generally last for 

tary authorities influence only the range just 1 day and never for more than 15 

within which these rates fluctuate. In gen- days. Repurchase agreements are also the 

eral, the five monetary authorities try to main monetary policy instrument in France 

accommodate changes in credit demand, and Germany, but last longer (usually 10 to 

at least initially, to prevent excessive move- 20 days in France and 28 to 35 days in 

ments in short-term interest rates. But over Germany). The essential difference is that, 

the medium term, they typically guide in- whereas, in the United States, the au

terest rates to levels consistent with their thorities use repurchase agreements both 

growth and inflation objectives, to smooth daily fluctuations and to achieve 

The authors point out that, given the medium-term monetary policy objectives, 

of short-term rates, it is not the French and German authorities useimportance 

surprising that changes in these rates typ- them exclusively for the latter purpose. Re

ically signal changes in monetary policy purchase agreements do not play a major 

stance. But these signals are not equally role in policy implementation in Japan or 

easy to read in the five countries. The the United Kingdom. 

policy intentions of the monetary au- The Discount Window. The authors point 

thorities in France, Germany, and the out that the role of the discount window (a 

United Kingdom are "readily discernible"; facility through which financial institutions 

key interest rates set by these countries' can borrow directly from the central bank) 

(see box) establish a range in short-term reserve management decentral banks 
within which the interbank rate (the rate at clined during the 1980s, owing to the in

which banks lend to each other) fluctuates. creased reliance on open or interbank mar-

But in Japan and the United States, mone- ket operations. "Discount window credit 

tary policy changes are not as transparent, 	 (or its equivalent) is now generally a mar

because movements of key interest rates- ginal source of funds," except in Japan,
 

the interbank rate in Japan and the federal where the authorities use "this extremely
 

funds rate in the United States-are driven 	 flexible facility" to smooth daily fluctua

tions in the banking system's reserve posiby various influences, some of which are 
In Germany, the effective discountunrelated to policy changes. These influ- tion. 

That is, it is keptences need to be "filtered out" before the rate is a penalty rate. 

policy changes can be known, and market above short-term market rates, thus penal

izing institutions that borrow from the cenparticipants may take several days to do this. 
au- tral bank. Consequently, discount windowReserve Regulation. How do monetary 

thorities in the five major industrial coun- credit is typically used only as a last resort. 

rates? France and the United States, the dis
tries influence short-term interest In 

rate is typically kept below short-One way, according to the authors, is by count 
market rates, but "vigorous nonpriceregulating the supply of reserves to the 	 term 

rationing procedures" limit institutions' acbanking system. Each country's central 
bank uses either open market operations or cess to the discount window. In the United 

interbank market operations as the major Kingdom, there is no official discount win-

The dow, but the Bank of England occasionallyinstrument of reserve management. 
lends to financial institutions at rates thatauthorities in France, Germany, and the 


United States frequently rely on repurchase differ from those prevailing in the markets.
 

agreements-that is, agreements in which The authors point out that the dimin

the central bank sells securities to, or buys ished role of the discount window "has not
 

them from, the banking system with an necessarily reduced the policy relevance
 

obligation to reverse the transaction at a of the discount rate. On the contrary,
 

specified, later date. These transactions en- changes in the discount rate.. .are inter

able central banks to fine-tune the adjust- preted... as indicating a change in the
 

ment of bank reserves and interest rates stance of monetary policy."
 

and give them the flexibility to respond
 

quickly to unexpected developments af- Copies of The Conduct of Monetary Policy in 
are availablefecting these variables, the Maior Industrial Countries 

that the duration and for US$10.C') each (USI7.50 for university
The authors note 

and students) from Publication Serfacultyimportance of repurchase agreements va'y 
vices, Box S-299, International Monetary 

among countries. The U.S. Federal Reserve Fund, Washington D.C. 20431, U.S A. 

regards most of its open market operations 
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Robert Kuttner
 

1. Relationship between U.S. Strategic International role/
 
domestic economic well being
 

a. Since World War II, the United States international
 
economic policy has been oae of bringing laissez faire to the
 
world trading system. Such an attitude stems from our global
 
hegemonic impulse--we thought that by being laissez faire
 
ourselves, we would encourage others to "open up" and relax
 
*restrictions
 

b. It was also reinforced by the Cold War: as the leader of
 
the Western Alliance, we tolerated mercantilism from our allies,
 
even while foreswearing it elsewhere, as a tradeoff for their
 
military allegiance
 

c. The problem with such an approach has been that with the
 
exception of Great Britain, few other nations have had a
 
corresponding geoeconomic goal--by failing to pay attention to
 
such asymmetries in the international trading system, we have
 
harmed ourselves while others have reaped the benefits accrued
 
from economic nationalism
 

2.Economic Nationalism/Export Controls
 
a. At present, the peculiar way in which America's strategic
 

goals interrupt our economic goals ("imperial overstretch") is
 
largely ignored
 

b. For example, keeping a large military establishment is
 
expensive, yet many of America's competitive advantages in high

technology were incubated in the military; indeed, some of the
 
best machinery tools in the world exist because of the defense
 
industry
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c. Nonetheless, because of our blinding national security
 
goals, we enact a series of stringent export control laws which
 
prevent such technology from leaving the country and competing
 
abroad because it is deemed to sensitive to release--some say
 
aptly that we are more concerned with promoting laissez faire
 
than with promoting our own industry
 

3. Need for Government Involvement
 

a. Kuttner says, Porter is right, much of a country's
 
competitive advantage does occur in firms, not in nations--this
 
explains much of why Japan, Korea, and Taiwan are successful. But
 
public policy is also important--even in "Porter's law", there is
 
alot of evidence of government involvement.
 

b. In Japan, there is a good cross-fertilization between the
 
"sheltered" corporate culture (that which derives benefits from
 
innovation, not price competition) and the "exposed" (that which
 
is vulnerable to price competition)--In the US, we need to
 
cultivate this as well.
 

Michael Porter
 

1.Differences among Nations
 

a. Productivity defines the competitiveness of nations
 
b. Globalization is the new base of success--nations and
 

industry prosper not because of economies of scale, but because
 
of their capacity to integrate and upgrade over periods of time;
 

c. Success will be achieved through pressure and challenge
-national governments need to force companies to change and adapt
 
and improve:
 

1. demand sophisticated customers at home
 
2. develop crucial home-based suppliers to foster
 
innovation
 
3. enhance local rivalry and intense local competition
 
to force companies to improve
 

2. Need for a Specialized Economy
 

a. What we increasingly need are specialized skills and
 
technology, and a commitment to labor--the US government needs to
 
send signals to US business to foster this blend
 

b. But the process of creating competitive advantage is
 
localized--what is critical is the creation of highly specialized
 
skills and labor in specific industries
 

c.Nations will still have an important role, even though the
 
competition has globalized, but perhaps even more important are
 
the state and local arenas
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3. Appropriate Role of Government
 

a. The role of government should change, depending on the
 
relative state of advancement of an economy:


l.with less advanced economies, where there are scarcer
 
resources and a more fragile industrial base, more
 
intervention is needed to make the tough choices
 

2.in a more advanced economy, however, more indirect
 
forms of government are needed to preserve the competitive
 
rivalry--too much direct intervention can stunt growth by
 
cutting off innovation
 
b. We need to recognize the similarities between US and
 

Japan and encourage them--foster fierce local rivalry, develop

preexisting industrial bases, and specialize skill-creating
 
mechanisms
 

Rebuttal
 

a. Kuttner:
 

1. Whereas we restrain our exports, Japan tries to gain
 
export markets--this is a primary example of the asymmetrical
 
cost of hegemony that doesn't even enter the debate
 

2. Without access to global markets, specialized industry
 
means little-- our system of export controls exemplifies a policy

priority which influences what industry can and cannot do
 
independently of productivity
 

3. By having industry and not industrial policy lead, we
 
jeopardize our own competitive advantage--Kuttner feels Porter
 
understates how much government and industry nexus in Japan.
 
There is no guarantee on the law of convergence--since 1945 our
 
policies have been overly dominated by moot trade policies, and
 
unrealistic reliance on laissez faire which is now unconnected to
 
the global environment.
 

b. Porter:
 

l.No argument on export controls. It is true we have
 
traditionally put military/strategic objectives above economic
 
ones, and this is bad.
 

2. Disagrees that even if we had the most productive firms
 
in the world and yet other nations won't let us in, we are lost.
 
Rather, we should be battering for access in those countries
 
where it is presently denied, not managing trade through some
 
multilateral "managed" system--this "cure" would be worse than
 
the disease.
 

3. Cooperative research is not an evil, but nor is it the
 
answer--many companies in the US have lost confidence but this
 
doesn't mean they can't do it themselves. Changing competition is
 
not a role for government.
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THE U.S. ECONOMY: 
A VISITORS' GUIDE 
By Herbert Stein 

T1E M)ST IMPORTANT THING for a 
\,.i itor to know about the American 
economy is that it is very rich. The best 
measure of that is the gross national 
product: the U S.GNP is now running at 
SS.50%) billion a year. This is a staggering 
figure. In 1940 when the GNP 
was first estimated, the figure 
was about S100 billion. It had 
been about the same in 1929. 
Of course, most of this increase 
kas due to inflation. But in real 

terms after allowing for infla-
tion. the (,NP now is six times 
as high as it was in 1929 and 

three times as high per capita. 
Consider that in 1929 the United 
States was already the richest ),:.
country in the world. and Ameri- 
cans were congratulating them-
sel'es on how well off they were. 

Comparisons with other,,,.',,' 
countries are difficult and possi-
blv not erv revealing. But by 
the best estimates. the GNP of 
the United States is probably.' 
two and one-half times that of Y2,. 
Japan and five times that of-" 
Germany. On a per capita basis, 
GNP in America is probably 1 
one-third higher than in either 
of those countries. 

Interestingly. Ameri-
cans do not seem to feel rich 
today, and economic policy 
is dominated to a degree by an accep-
tance of the feeling that the country is 
poor. The main reason for that is the 
"twin deficits": the deficit in the budget 
and the deficit in international trade and 
payments. People think that the country 

Herbert Stein is a senior fellow at the 
American Enterprise Institute. Soviet visi- 
tors to the United States heard Dr. Stein 
give this lecture. 

must be poor if it cannot afford to pay Similarly, the deficit in interna~ional 
for its expenditures outright or if the trade or payments does not deny that 
country cannot produce as much as it the country is rich. In 1989, for example. 

consumes and has to import the rest from Americans used about 1 percent more 
other countries. goods and services than they produced. 

But the deficits are not a sign of That was the whole "deficit." Americans 
poverty. Any government, however rich could have done without that extra 
the country, can have a deficit if it percent of goods and services easily. It 
chooses to spend more than it chooses was only about half of the increase in 
to collect in taxes. The United States has production over the previous year. They 
budget deficits because Americans prefer used the extra output because on the 

one hand they preferred to 
consume and invest a great deal. 
while on the other hand, savers 
in the rest of the world were 

. ... .willing and eager to invest in 
. the United States rather than 

elsewhere, including their own 
-''V I I ' . countries. 

.,Some people think that the 
IIHl &. , United States is becoming 

poorer because Americans and 
.,. their iovernment borrow agood 

deal abroad. But actually, 
, Americans are becoming richer; 

s_.<:,, . .4 productive assets owned by 
" Americans-at home and 

,7J'T" . abroad-are increasing faster 
than liabilities to foreigners. 

Another reason for the 
" common feeling that America 

- is not rich is the belief that the 
United States is falling behind 

+ - , other countries. notably Japan. 
[.I ." But the fact of Japan's becoming 

I z richer-even if that were to 
" happen-would not make the 

N 51 J United States less rich in the 
- relevant sense of its ability to 

meet the needs and desires of 
them. They prefer to have the deficit the American people. Anyway. the mar
rather than do the things that would gin of the Japanese growth rate over the 
eliminate the deficit. These things are American rate is presently diminishing. 
easy to list and would not be very painful. The rate of economic growth slowed 
For example, the United States is not a worldwide after 1973. [he U.S. rate 
very heavily taxed country. Americans recovered somewhat during the 1980s. 
pay a smaller proportion of their GNP but it isdifficult to evaluatL the magni
in taxes than any other industrial country tude because we cannot yet distinguish 
except Japan, but they prefer to have the between cyclical and longer-run changes. 
deficit rather than pay another 2-3 We do not seem to be back to the growth 
percent of the GNP in taxes. rates of the best 15 or 20 years before 
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1973 and may not yet be back to the 
lower longer-run rate. 

There is an interesting stability in 
America's economic growth rate over 
very long periods. We now have esti-
mates of per capita GNP for the 120 years 
from 1869 to 1989: for this whole period, 
the annual rate of growth was 1.78 
percent. The year 1929 divides the 120 
years in half and is also a historical year
during which many' things changed radi-
callk. But the average growth rate of per 
capita GNP w'as 1.8(0 before and 1.77 after 
1929. which, given the difficulties of 
measurement, cannot he regarded as a 
significant difference. This neither indi-
cates an iron law of growth for the 
American economy nor suggests that the 
gro~th is accelerating or decelerating, 

Impliccaions 0Q Doing 1,7oaithy 

So the American economy isvery rich, 
and there is ecery reason to think not 

only that it will continue to be rich but 

also that it w ill eet richer. The basic 

reason for our prosperity is that 120 
million Americans get up in the morning 
and go to work to do the best they can 
for themselves and their families and 
previous millions did the same thing for 
more than tvo centuries. America has 
alvavs had a legal system that assures its 
people that they will enjoy the fruits of 
their efforts--their labor, their saving, 
their education, and their initiatives, 
America's culture encourages people to 
benefit themselves economically and val-
ues their doing so. The country was 
populated by immigrants who wanted 
to,
live and work in such a legal system 
and culture. Moreover. the government 
ha, always been devoted to assisting and 
protecting people in these efforts. For 
example, the government has made 
a~ailable large amounts of capital in the 
form of land and education, 

Events in America have to be 
understood in th, perspective of the size 
of the economy. Almost everything we 
see happening turns out to be small 

relative to the size of the economy. Also, 
because of its size and diversity, the 
system seems to be stable and immovable 
in the aggregate while flexible in detail. 

In earlier times, an event like the 
change of automobile models at the Ford 
Motor Company or a shortage of rain 
in Kansas could cause a national reces-
sion. The country is much more resistant 
to such things now. Even the loss of 
about $5(X) billion in the value of assets 
when the stock market crashed in 1987 
was absorbed without much effect on the 
economy as a whole, 

Actual or proposed policy changes 
also have to be seen in this perspective, 
For example, the Reagan defense build-
up, which looked so huge at the time 
and was expected to be so disruptive 
economically, made hardly a ripple in 
the economy, and the same will be true 
of the cut in defense spending that is now 
under way. Similarly, a great deal of 
attention is now being paid to the 
proposed cut in the capital gains tax. 
But the most certain thing that can be 
said about it isthat although the direction 
of its effects on the revenue and the 
economy is unclear, the effects will be 
relatively small. 

For a country as rich as America is. 
getting richer faster is not a very impor-
tant goal-or at least it is less important 
than it used to be and less important 
than it is in other countries. America's 
most important problems are not prob-
lems of the inadequacy of total national 
income but rather problems of inappro-
priate use of the national income the 
economy produces.

America's problems must also be 
seen in the perspective of American 
history. What appear to be the most 
critical problems now will be listed later, 
but first, it is useful to review some of 
the problems that have existed or have 
been alleged to exist in the past 60 years 
that no longer worry us. Looking back 
reminds us that the American society 
has the capacity to face its problems and 
deal with them. 

The Stabilization Problem 

The Great Depression gave rise to the 
fear that such catastrophes would recur 
or even that the economy would live in 
a state of permanent depression unless 
radical changes were made in the eco
nomic system. This fear is nov, gone. 
partly because that analysis was judged 
faulty: it underestimated the equilibrat
ing features of the system. Changes in 
institutions and policies that stabilized 
the economy without weakening its free 
and efficient features dispelled those 
fears. Worr about the possibility of less 
severe, but still debilitating, recessions 
persisted. however. But the experience 
of the years since World War 11has 
provided two lessons: 

First. the only serious recessions. 
those of 1975 and 1982. in "hich unem
ployment rose to highs of () percent and 
11 percent. respectively, came after fairly 
high inflation. 

Second. even recessions of that 
depth turned out to be less painful than 
had been expected because they w&ere 
short. This was because the a.erage 
worker had substantial assets and %as 
likely to be in a family with more than 
one worker, so that a period of unem
ployment was not disastrous. 

What remains as the chief uncer
tainty about the stability of the economy 
is the possibility of inflation. This is been 
as a political problem-whether the 
temptation of the short-term political 
advantages of inflationary policy can be 
resisted. The inflation rate in the United 
States is now about -t.5 percent. The 
economy ismuch better adapted to such 
a rate now than it was. for example. in 
1971 when that rate caused the imposi
tion of price controls. It is nevertheless 
a cause for concern. 

Unemployment has been running 
near 5.25 percent for about a year. That 
is somewhat higher than used to be 
considered full employment, but it is not 
a serious figure in the aggregate. Half 
of the unemployed are out of work for 



U.S. 	REAL GNP PER CAPITA remained serious. The threat-best de
scribed in Friedrich Hayek's book, The 

20 Road to Serfdom-was seen to lie in the 
.......... .......... .. ...................................................... ................ o f gove rn m e n t...... ...... ..................... ............................... .... 	 ....... e xp ansio n o f th e ro le 


.......... ....... here under the 
New Deal and in England and elsewhere 

15- even longer. Although the argument was 
mainly about England. the author made 

.. .it applicable to the United States, and 
..the book was a best-seller here. 

This worry has not since been as 
acute as it was in the first years after 

. World War 11. but it remains a standard 

.... ... . . . . that had been going on 

.part of political rhetoric and rises in pitch 
from time to time. There issome evidence 

... of growing concern now. In a curious 
parallel to the post-Nazi era. the champi
ons of freedom in the postcommunist era 

. ............... ... are finding the enemy at home- or are 
"89 1 9 1 1 ' at least looking for him there. 

The threat to American freedoms 

has never been real. Americans are more 

INTERNATIONAL COMPARISON OF REAL GNP PER CAPITA, 1989 	 free now than they have ever been. 

(US -100 PERCENT) 	 Individual options have been increased 
enormously by the growth of incomes: 
the improvement of education, informa
tion. and mobility: the expansion of 
competition. including the increased ex

8 posure to the world market: and the 
,. ,.,reduction of legal and cultural discrimi
j 7].. 7 nations of all kinds, based on race, 

, .. religion, ethnicity, and gender. 
,Iy ......... The government sector in the 

5C . United States has expanded in the past 
60 years, but it is still small by interna

,C, tional standards. Relative to GNP. gov
. LC " ernment expenditures and receipts in the 

. .. United States are at about the same level 

2 -' as they are in Japan and lower than in 
any other large irdustrial country.

I,.<aexpenditures in the 	United States rose 

U S CANADA GERMANY JAPAN FRANCE U.K. 
.. ...... 
ITALY 

from 10 percent in 1929 to 34 percent in 
1989. By other measures the government 

share is smaller and has risen less. 
periods of five weeks or less, and the Tho Mythical Vir'oodom Problom Receipts have risen from 10.9 percent 
average duration of unemployment is to 32 percent. government purchases of 
about 12 weeks. The unemployment Around the end of World War II, there goods and services from 8.6 percent to 
problem today is serious in that it most was a great deal of worry in this country 19.8 percent. and government output. 
affects black youths, who are not being that although the threat of Nazism had measured by payrolls, from 4.3 percent 
brought into the work force. been withstood, the threat to freedom to 10.3 percent. 

"' 



But the private sector has also U.S. GOVERNMENT AND NONGOVERNMENT GNP* 
expanded enormously. Even if the gov- 3.4
 
eminent share is estimated to have risen 3.2- -

from one-tenth to one-third of GNP, the 3.. 
_
 

nongovernment GNP is four times as large 2.8-
 ...
......
 
today as it was in 1929 and twice as large 2.6- _.__.--_... .....
......
 
per capita. __24, ___ 

The total of government expendi- 2.2, - _ '_
tures, however, is a poor measure of 
 4. 2 --.
 

government's power to coerce individu- - 1.6
 
als and limit their freedom, for several 1.I" _ .. EXP.NDTES 
reasons. Forty percent of all government 1.2 -......... 
 . ..... -.--. 
expenditures are for interest payments .. . . ..........
I. . .. . . . ..... ... ... ... . ........................
 
or transfers made according to objective ....... , ,
0.8 .- _G VV E XN T U..S.................. 
formulas that do not enable the govern- 0.6- _.-.-.--. .-.... 
ment to discriminate among individuals. 04 .. ....... 

The government is decentralized: the 0.2 ........ .. . . 

federal government makes only about 1929 1939 1949 1959 1969 1979 

40 percent of government purchases of
 
goods and services (less than 8 percent "E.GOVERNMENT MEASIRD BYTOTAL
EXPENDTURES EXPENDITURESAREFOR PURCHASES OF COWS AND SERVICES 
of GNP, three-fourths of which is for 
defense), the rest is made by states and 
localities. Moreover. the government's INTERNATIONAL COMPARISON OF GOVERNMENT EXPENDITURES AND RECEIPTS 
ability to exercise its influence in a
 
coercive way is limited by the division 60
 
of powers among the executive, legisla
tive, and judicial branches, by the party so.
 
system, and by public opinion.
 

In one way or another, the govern- F" I 
ment does regulate many U.S. indus- A " 
tries-it regulates some of them quite a 7 
lot- but this is in fact a trivial impairment .... . . . ..
of freedom. There may be people who 30. J .. ' ,
feel inhibited because they cannot prac-
tice brain surgery without a government 

- '4 
"'i (J . A . .'-': 

license or because they cannot operate 

a commercial bank and an investment 

,
 

. . , ' .
bank simultaneously. They are a minor- . LA $ , i? * . 
ity. Many regulations are probably a ... .-,, , 4 ,source of economic inefficiency. It is ... 
 .
 
difficult, probably impossible, to calcu- 0, . 

late the size of this effect. About ten U.S. CANADA GERMANY JAPAN FRANCE U.K. ITALY 
years ago, one study concluded that the EXPENDITURES RECEIPTS 
regulatory system reduced GNP by about 
3 percent. That is about one year's
normal growth of GNP. the economy would be dominated by to a lesser extent, in the 1950s. They are 

giant monopolies that would smother hardly heard any more. The American00ho Worvloz efficiency, prevent the achievement of economy isseen to be highly compctitive. 
full employment, and concentrate exces- more competitive than ever before. Gov-From time to time in American history, sive power in a few private hands. Such ernment policy has helped avert a trend

great concern has been expressed that concerns were hcard in the 1930s and, to monopoly. But the main lesson is that 
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unless government positively enforces 
monopoly, there are strong natural ten-
dencies for competition toemerge. More-
over. reduced costs of transportation and 
communication and lowered governmen-
tal barriers to international trade have 
greatly widened the markets within 
which enterprises must compete. 

Given the common notion of the 
United States as the country of big 
business, it is significant to note that 
most American workers are employed 
in fairl small enterprises. In 1985. 55 
percent were employed in establishments 
of 99 or fewer workers and only 13 
percent in establishments of over 1.0(X) 
\workers. There seems to be no trend for 
the proportion in large establishments 
to increase, 

Parallel to this worry about monop-
oIv\ but on the other side of the political 
spectrum. there has been concern about 
the power ol labor unions. This was 
especiall. notable just after World War 
II. Membership in unions was increasing, 
and so. apparently. was their economic 
and political power. Some thought 
stronger unions would stifle productivity 
and generate inflation. But this fear also 
passed. The proportion of nonfarm em-
ployces enrolled in unions peaked at 
about 30 percent in 1955 and has declined 
since to about 20 percent. Even where 
unions exist, they are less powerful than 
they were. Again. public policy. ex-
pressed in the Taft-Hartley Act of 1947. 
had something to do with limiting the 
trend to unionization. But the primary 
forcc was competition: unionized enter-
prses could not compete with the nonun-
ionized--even in the benefits they pro-
vided their workers, 

There was never any evidence that 
the spread of unionism, while it was going 
on. yielded benefits for workers as a 
whole. During the period of declining 
unionism, the labor share of the national 
income has increased from 67 percent 
to 74 percent. This suggests that unions 
were not essential to improving the 
condition of labor. 

A third worry that has arisen from 
time to time is that the economy was 
chaotic and erratic and would stagnate 
because the United States had no "eco-
nomic plan.'" This worry naturally arose 
when difficulties appeared, most notably 
in the 1930s. It recurred around the end 
of the 1950s. when the launching of 
Sputnik raised the fear that the Soviets 
might be outdoing the United States and 
when many Amer;cans were fascinated 
by comprehensive British and French 
economic plans. There was another wave 
of talk in favor of planning in 1975 and 
1976 after the oil shock. 

But the idea that the United States 
should have a national economic plan-
never had much popular appeal. Any 
push todeselopone has now disappeared 
entirely, and given recent events in 
Eastern Europe. none is likely to 
reemerge soon. 

Tho Ad pspivo Sodo1y' 

The American system has performed 
well. And it continues to do so. not 
because it is finished, perfect. and free 
of problems, on a model laid down by 
Adam Smith. but because it adapts to its 
problems and solves or at least amelio-
rates them. The American economic 
system today is a long way from the 
capitalism of 1929. The government has 
assumed responsibility for maintaining 
economic stability. America has become 
a substantial welfare state, and about 15 
percent of all personal income consists 
of transfers from the government. The 
government greatly affects national sav-
ing by its fiscal policy. It regulates almost 
every industry a little. But still. the free 
market remains at the heart of the 
economic system. 

What makes the American society 
so adaptable is that we have an economic 
system interacting with a political system, 
each independent and each competitive 
within itself. Each system disciplines the 
other, limits its excesses, and acts to 
correct its deficiencies. 

America's Problems Today 

There is no consensus in America to 
about what our problems are. Three 
general viewpoints may be discerned 
e There are those Aho. despite what 
been said above, give great weight tc 
traditional aggregate economic prob
lems: the rate of growth. competitiver 
" ith other countries. thte budget defi 
and the trade deficit. 
• There are those who think that beca 
the threat of imperial communism hi 
diminished there are no national pro 
lems except deciding how to leave th 
American people alone, cut their tax 
and reduce government regulation. 
a There are others who beliee that 
United States tolerates conditions th; 
might be bearable in a less-rich socie 
but that ought riot to be acceptable ii 
the United States. These include the 
existence of a miserable underclass: t 
failure for over a decaLe to lolver the 
percent of the population living in 
poserty. after earlier years of progres 
the sad state of American education: z 
the spread of dangerous drugs and 
violent crime. Moreover, the United 
States. as the richest, most capitalist, a 
most democratic country, has a role ti 
play and obligations to assume in assi 
ing other countries to achieve democra 
free markets, and economic develop
ment. 

These viewpoints are not being 
explicitly debated in the United State: 
today, but they underlie many of the 
specific issues that are continually bei 
faced. Some decision about the relati\ 
weight to be given to these views of tf 
American condition will emerge from 
the political process. 

A 
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The political debate in the US is being fuelled by 
a bestselling book, writes Lionel Barber 

Rich Oick gs for a
 
prophet (of popuism


A mercans are taking a 
second louk at the 
19806, man do notand 

like what they see Once 
acclaimed as the decade when 
the country regained its 
strength and self-confidence,
the 1980s are increasingl) por 
trayed as a period of greed,
self-indulgence, rising debt and 
false prosperity 

Nos comes a new book* to 
stoke the debate Mr Kevin 
Phillips, a prominent Republi 
can political theorist. argues 
that the 198 amounted to the 
triumph of Upper America It 
was an era of "too many
stretch limousines, too many 
enormous incomes and too 
much high fashion," when 
inequalty intensifed and the 
Republican Party lost touch 
with ordinary middle-income 
Americans 

The result, writes Mr 
Phillips, will be a populist 
backlash similar to those that 
followed other periods of tcsfet 
tered capitalsm Just as nro 
gressivism followed the gilo-d 
Ag of robber barons in the lae 
19th century. and the Ne v 
Deal followed the speculati-e 
binge of the 19M. so too an 
anti-elitisl econonmc populism
will follow in the steps of MiA 
Michael Milken. Mr Donald 
Trump. Mrs Nancy Reagan and 
Mr George Bush 

Mr Phillips has stronger cre 
dentials than most political 
pundits More than 20 years 
ago. as a precocious young
Republican operative. he 
helped Mr Richard Nixon 
devise the "southern strategy 
of wooing conservative white 
voters by painting the Demo-
craticParty as liberal, elitist 
and remote from "Middle 
American values " 

This cultural populism has 
helped the Republicans win 
fiveout of the last six presiden 
tial elections, including Mr 
Bush's crushing defeat of Mr 
Michael Dukakis so 1988 Mr 
Phillips's defection has infun 
ated Republicans. but it has 
given heart to the Democratic 
Party which - In terms of 
presidential as opposed to con 
gressional elections - is about 
as weak as the British Labour 
Party alter the defeat of Mr 
Nell Kinock in 1987. 

In the 1980s, Mr Phillips 
wrtes. money did not talk - it 
shrieked It was an age In 
which economic Inequality 

Increased dramatically
The income of the wealthiest 

I per cent o Americans now 
averages S&Wl,0, and roce a 
mind-bogghng 75 per cent in 
the19806.
according to a recent 
study by the House Ways ad 
Means Committee The same I 
per cent's after tax share of US 
Income roe from 7 per cent in 
1977 to a projected 11 per cent 
in 1990 

The 70 per cent of Americans 
who describe themselves as 
middle class also fared better 
in the 19s0c. but far more mod 
estly than the super rich Mr 
Phllhps exaggerates the diBpar,
ties by Including come of the 
late Carter years where the 
middle clas was caught in the 
picers of high taxation and 
high inflation 

For married couples. the 
median income rose 9 per cent 
between 1980 and 1988 to just 
over g36.000- but was offset 
by cuts in soci services, ris-
ing tuition, housing and 
health-care costs Even more 
pronounced was the impact on 
the poor. whose median 
income fell In real terms by
between 3 and 9 per cent At 
the same time, under the 1986 
tax reform law. top individual 
tax rates for millionaires fell 
from 70 per cent to 28per cent 

The question is this. If eco-
nomic populism was so potent, 
why did the Democrats fail to 
use it in 1988 agaist Mr Bush' 
After all, the evidence was 
widely available, and Mr Bush, 
the Yale-educated country club 
Republican who comes from 
the "watercress sandwich wing 
of the party" would teem to 
have offered an invitng target 

Mr Phillips contends that the 
Democrats were the Great Col 
laborators in the 1980s, sup.
porting Mr Reagan in his legis. The Democrats. too, should 
lative agenda which favoured 
the rich In 1988, the Demo-
crate merely flirted with popu. 
lam Only at the end of his 
campaign did Mr Dukakis 
finally start talking about 
Income disparity, the "bi 
coastal economy," and being 
on the right side of workig 
men and women But, after all, 
he was the "ethnic yuppie"
who had made It 

Will the ne% populism sell In 
the 19906' For tactical reasons,
the Democrats oertainly intend 
to pick up some of Mr 
Phillips's themes The savings 
and loan debacle could create a 

populist backlah The stigma
of collaboration could also per 
suade the party to choose 
someone from outside Wash. 
Ington to run in 1992 More 
Immediately. Mr Bush's 
acknowledgment last week 
that new tax revenues were 
needed to help reduce the bud. 
get deficit has already set off a 
debate on whether the top I 
per cent should pay more tax 

But asone top Democrat offi. 
cialpoints out "We can't come 
ecromsas the party that wants 
taxes, nor can we argue that 
we should tax the rich for the 
purposes of redistribution We
have to argue on the grounds 
of fairness." 

By far the most important 
contribution that Mr Phillips 
has to make - and the reason 
his book has risen within two 
weeks to the Top Ten 
Bestseller list in the Washing 
ton Poet - is the way he has 
expooed the current vacuum in 
American politics at the end of 
the Ragan era 

The seutrch for a New Poh 
tics concerns Republicans as 
much as Democrats Under the 
"kinder, gentler" leadership of 
tirBush, the Republicans have 
turned a little mushy One 
measure of the party's despera 
don is Its embrace of emotive 
but empty issues such as oppo
eltion to flag-burnig and pub. 
lic funding of controversial art 
such as the homo-erotic exiubi
tionof the photographer Rob
er Mapplethorpe 

But itwould be foohsh to 
write off the Grand Old Part% 
in 1990. or the incumbent Mr 
Bush in 1992 The state of the 
economy will prove far more 
Important soinfluencLng voters 
than any vague backlash from 
Main Street 

be careful about embracing Mr 
Phillips as the prophet who 
can lead them out of the wal 
derness His book fails to iden 
tMy a new role for government 
in correcting some of the 
excesses of the 1980s. whether 
at state or federal level What 
is clear is that Mr Phillips. the 
man whom the conservative 
commentator Mr William F 
Buckley once described as a 
"Country and Western Marx 
lit," has at least given the 
party an opening 

TV Pohrcs of Rich and Poor. 
Kenn Philips Random House, 
$19.9. 
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The pans of dependency

Tte are inpiredby the low 

he sharp Wall Strm tcor. 
rection on Monday may Anthony Harris looks for the 
well prove something of 

adverion underlying causes of the 
suspects a bemg rounded UP d w u ittscico fut~ downturn in the US economy 
Tet strie program traders.thedebgate a , 
The aterile debate about 
whether derivative trading
makes the market more vols 
tile.or sim ply achieves correc , 
tion faster, is being rehearsed, 
both in New York and in Con. 

eas This is fiamiliar ground.
and there issome complacency 
this time round the circuit 
breakers installed after the 
Brady report of 1987 to slow 
down trading in a potentialy 
pancky market worked beauti 
fully It is much more comfort. 
lng to dwell on this than on

is jiterythe rea reasons why sentimentisjittery' 

The immedate triggers were 
the equally sharp overnight
fall in Tokyo, and weekend 
nervousness about the Fed s 

tothe Senate banking commit. 
tee last week, and especially
the statement from the chair. 
man. Mr Alan Greenspan.
which backfired Mr Greenspan 
meant to be reassunng He 
said the Fed was aware of the 
disinflationary dangers of the 
wave of extreme caution which 
as swept through the US bank 
ing industry. and would offset 
It; and it would also offset the 
deflationary impact of an) sen 
ous fiscal tightening that 
Washington might achieve 
The markets were not reas-
awed The bond market con. 

cluded that lower short rates,
whatever the justification,
would mean a weak dollar; 
bonds fell sharply In anticipa
tion of higher inflation, and of 
the higher returns overseas 
investors would require
(Prices eased again yesterday
after Mr Greenspan said in the 
House that he iswomed about 
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unduly worrying if the US 
economy were regarded as 
robust, but while the economic 
forecasts - busiess forecasts 
as much as those from the 
Administration and the Fed 
show very little cause for con. 
cern, they ispire only a hol-
low confidence 

This is partly subjective: 
most of the financial opinon.
makers live in the norti-east, 
which is currently suffering a 
sharp regional recession, 
accounting for about half of 
the 16 states now ofricially
classified as In recesion Bull. 
lab forecasts contradict per.
sonal experience. But those 
trying to read the economy are 
Also aware that models project.
ing past data may be bad 
udes at the moment. 
The main threats to the 

inflation, correcting a possible areeight-year-old expansion
impression from his Senate evi. the downturn in construction, 
dence that he isnot In asullen defence cuts and a sharp rl-
market he gannot get It right.) Ing back in investment spend.

Then came a rise in Japa. Ing All have one thing In corn 
nese interest rates, and the fall man - a long production 
in the Tokyo market Wall pipeline. In constructlou, for 
Street was sharpl) reminded example, new housing starts 
that the US equity market. as and permiti have fallen by a 
well as the bond market, now third in the L'st two years, and 
relies partly on foreign inflows. new commercial ;rocts are at 
and that the Fed might find it a virtual standstill But con. 
dlfcult to deliver on its policy. -tructionactiviry and employ-
whether this is regarded as a mernt went on rising until only
rmise or a threat. Any Brit.three months ago, and have 
a reader with memories of a ecarcely begun to fall. 

•taep yield curve, a weak cur- The story is much the same 
rency and the fear of the leg in defence and in capital goods.
endary gnomes of Zurich l orders are sharply down. but It 
know how demorallsing this will take some time towork 
kind of dependency is; in the through existing order books 
US. It is a novelty. Equally. the attempts. espe.

None of this would be dally at the state level to cut 

US corporato proffitrt ($), 
_ _ _ _ __tax._ _ _ _ _ 
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public spending programmes is 
a threat mainly for the future 
The momentum is all these 
fields continues., but there is 
no longer any push

There have always been 
depressed regions and indus. 
tries throughout the expan-
Wion. and there are still some 
quite strong positives Farm 
incomes have risen strongly
after the drought two years 
ago The computer industry is 
recovermg strongly with new 
products, the motor industry
managed an unexpected sales 
revival in recent weeks. indus 
trial output is still growing,
and above all, as Mr Groenspan 
pointed out, inventories 
remain lean 

There are also positive
region The south is emerging
from its long nightmare, when 
the faill of oil prices led to 
financial collapse, and the 
industrial mid-west, laid flat 
during th,. dollar over.valua. 
ton ofthe midlIMs, issill in 
a strong secondary phase of 
recovery, with housing and 
retail investment leading the 
way. The west coast worres 
about drought, overcrowding
and the loss of Its old dya 
mism, but isstill growth area 
by any standards but its own. 

All the same, the core of any
remaining optimistc fonat,
such as those from Morgan
Stanley, rhich expects growth 
to rise toa 3 per cent annual 
rate in the second half of this 
year, rest on hopes for a rcv, anything remotely likethe 
ery in consumer spending-, but depression of 196)-8M but cosfl
here the stronget doubts are dence will be weak for a long
beginning to appear. thoe. 

conf dence shown in ent 
survey$, rith a large majonty

middle CIA"wondering
deeawill make ends meet iete.onthsar 

shp

flu in consumer borrowing, 
now barely keeping pace with 
nominal income. And mostdirctly by the dimappointing 
proft record. whbchspeaks of a 
tight market in everything 
from car to hamburgers 
fTrecare ao omeurgeson
to fear that pal real spendg 

is beug overstated The share 
consumerhaspendigbeen taken byofof rvces risng 

sry This is oten stric 
s0otuapl, and coats have bt na. 
lg twie a asat veraet a 

inretipces Risn a aesg
heiin gocal shltea2 also (andare inescapablere ected in the officud shelter 

cost Index). and go, to some 
extent, are riig ar and pub iexte tansprts fare and sharply 

rising tobacco pnces All these 
are squeezing discre

tionary spending
The bullsstill argue that this 

reflects simply atemporary 
pause in income growth, which 
has no% resumed, according to 
official figures There are 
rumours, though, that the fig. 
urs are fault) and about to be 
revised sharply downwards 
Given the huge recent rew. 
sions to other key figures 
notabl) employment and hous 
lag - this scepticism iseasy to 
understand Congress has 
always demanded quick figures 
(and prescnb s its wishes in 
law) Inevitably. it gets inaccu. 
rate ones The real economy is 
visible only through a fog. so 
the mood about it can swing
frely

That mood is partly inspired
by the grim state of the finan
cial An immediate trig.system 
ger for Monday's fall was a 
report that a little.known 
agency which guarantees Lti 
dent loans may be insolvent 
There are similar fears about 
insurance for private-sector
pensions And the cost of the 
SO0n savings and loan catas. 
trophe was ofIcially estimates 
at a mere SObn not long ago

Ur Greenspan may argue
that these costs are Illusory. a 
transfer from one pocket to 
another, but the) mean heavy
official borrowing, higher
long-term rates. a shell 
shocked banking system and 
soft property values On the 
cast coast, these are the most 
obvious realities The economy 
may yet muddle through - for 
none of the figures suggests 
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Recession: 
This Time It 
Could Be the 
Real Thing 

By George L. Perry

T HE MOST overpredicted recession inmodem 
memory may finally be on the horizon-and it 
could hardly come at a worse time. 

Sagging consumer demand, weak business 
profits and investment and mount:ng inventories pro
vide the classic conditions for an economic downturn. 
To these must be added the fragility of many parts of 
the financial system and now a surge inoil prices aris
inR from Iraq's attack on Kuwait. These factors both 
add to the likelihood of a downturn and make it more 
urgent to avoid one. 

But a full-blown recession is not inevitable: The Fed
eral Reserve can reduce the risk of its occurring-and 
minimize the likely damage if it does occur-by active
ly pushing down interest rates now. The case for easing 
monetary policy is not just that the risk of recession is 
high enough to be worrisome. It is also that many paits 
of the economy have become financially shaky, so that a 
recession would be exceptionally damaging while lower 
interest rates would be exceptionally helpful. More
over, reducing rates could even keep alive hopes for 
deficit reduction. 

To be sure, the Mideast situation further clouds the 
economic outlook and complicates the Fed's conduct of 
monetary policy. Analysts will draw parallels with 1973
74, when the first big OPEC price increase contributed 
to a surge in overall inflation. But that episode occurred 
in a very different environment. In 1973, price and wage 
controls were being lifted and the consumer price index 
was already rising at double-digit rates. These price de
velopments, together with the tight monetary policy used 
to fight them, brought on a massive recession. It is too 
early to know what the Iraqi invasion will ultimately 
mean for oil prices this time. But it adds to the likelihood 
of recession to the extent that the prospect of added in
flationary pressure inhibits the Federal Reserve from 
reducing interest rates. 

The economy is not yet in a recession by ary accept. 
ed statistical indicators. Unemployment is stdl relative
ly low-despite last month's jump in the unemployment 
rate to 5.5 percent. And real GNP and industrial pro
duction both rose, albeit modestly, in the second quar
ter. But a close look at recent economic developments 
points to growing weakness in the expansion: 
w Consumers have run out of steam. Buying by con
sumers accounts for about two-thirds of total demand 
in the U.S. economy. Except for volatile automobile 
sales, consumer spending generally neither leads nor 
causes declines in total GNP. Yet by the second quarter 
of this year, real consumer spending on all major cat
egories of both durable and nondurable goods was 
down, and only spending on services was still rising.
When consumers get worried they tend to cut back 
discretionary spending-even if their own pocketbooks
have not yet been affected. Although consumer surveys 
are inconclusive on this point, this unusually pervasive 
weakness in consumer buying may reflect worries both 
about national developments such as the thrift crisis 
and about developments closer to personal experience, 
such as weakening house prices. Nothing is likely to 
cure either worry soon. 
m Business buying is sluggish. Spanding by business on 
new plants and equipment declined in the second 

George Perry is a seniorfellow at the Brookings 
Institution. 
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quarter.goapital appropriations, orders for 
apital goodls, and construction contracts and 

decririug profits all suggest weaker, not 
tronger. demand from thus sector during the 

,econd half of the year. Commercial construc-
:ion has gotten well ahead of need for office 
and retai space in most areas, to the point 
where its financing has become a serious prob-
lem for banks and other lenders. Residential 
constuction declined in the second quarter 
and is heading down further. Some continued 
growth inexports isthe only clear plus on the 
ecooas horizon, 
a Invtetoriesaregrowingwhile.sah rareueak. 
The contrast between the-e weak final sales in 
most sectors ,ind a considerable buildup of in-
.entones in recent months is especially wor. 
r..ome. Total inal sales-the sum of sales in 
these sectors plus purchases by government-
ricreased at an average annual rate of only 0.7 

percent over the pastthree quarter, and ac-
tually declined at a 2.2 percent annual rate in 
:helatest quarter. Since sales have been so 
,0;sappomtng businesses are not anxious to 
,t-xk
up. So the reent bud-up of inventories 
:asto be seen as largely unintended: Inven-
ines rose because goods weren't selling, not 
.ecause busuiesses wanted to be sure they'd 
-e able to meet demand. Barring a renewed 
;,;tup in final iles, firms may soon cut pro-
.:uction in order to keep inventories in line, and 
:his in turn well reduce e:conomy-wide employ-
:,:ent, incomes and profits and weaken final 
udles still further, 

o far I have described a classic business 
cycle in the making. At some previous
times, the economy has marched up to 

theedge of such a downturn but not actually 
tailen over the cliff. When it has escaped it has 
generally been because the Federal Reserve 
.iggressuvely reduced interest rates, as in 
1985-86. Maybe this time final sales will 
,!rengthen ptntaneously and interrupt the 
process even without lower rates. Maybe de-
iiunds from abroad will expand our exports 
erc,:h to overcome other weaknesses. But 
rrmher thin relying on such hopes, a realistic 
.,!r:is.l
should recognize that this time finan-
tc:,l
problems in the economy make a down-
turn hoth more likely and more damaging, 

r R a lThey' 
ro.the leverage manhigh level of debt and of

dbaand
eak heee o many
firma and the weak sheets manybalance at 

fmncial institutons. The insolvencies that 
have overwhelmed the savings and loan indus-
tryare a well-documented disaster. The prob-
lems at major banks are emerging as the next 
bad surpise. And the bankruptcies of lever-
aged furns would be a feature of any future 
recession. 

The problems of banks and related institu
tions are especially important now because 
they add to the chances of a recession. Major 
banks have gotten into trouble inseveral ways. 

who now face sharp interest rates in
creases on their variable ra'e mortgages.

would offset some of the effects of cr.-lt 

rationing, and, by stimulating buying in the 
uiomy, would he!p avoid a recesm-son.
Despite this picture of a growi4ng recessionrsk and a pressing need for reduced Lnterest 

rates, the Feoeraj Reserve has been reluctant 
to lower rates. It did reduce the key federal 
funds rate by a tiny one-quarter percent. But 
Chairman Man Greenspan emphasized that it 
did so only tooffset some credit rationing by 
batks and not for the traditional reason of sta
btltzig
aweak econumy.
 

1 can think of three reasons for the Fed's 
II reluctance to ease. First, Greenspan and 
Ii lu Board may simply see the outlook dif-

Some of their loans were obviously very risky ferently than I do. with little risk ofrecession i 

Or)emajor economic legacy of the 1980s is squeeze on borrowers, including new home-

to begin with, others risky only after the fact. 
First it was Third World debt, then "oil patch" 
loans, then leveraged buyout paper and now 
construction loans in overbuilt markets. Ag-
gressively marketed variable rate residential 
mortgages also added to risk by encouraging 
home buyers to take on escalating obligations 
they now find hard to meet. At present, banks 
in the Northeast part of the country are in the 
worst trouble, but California banks may be 
next. 

These financial problems can spread to real 
activity in the rest of the economy through at 
least two channels: crumbling confidence and 
reduced credit avadabilty. Although bank de-
posits are not at risk, insolvencies at major 
banks could only add to the caution of some 
Lonsunsers and business firms. But even with-
out insolvencies and their effects on consumer
and business confidence, some firms' ability to 

carry inventory and invest is aloost surely 
being hurt by the newly found caution of bank-
ers and bank regulators, anxious to avoid what 
happened to undersupervised thrifts. Other 
watchdog agencies may be having a similar 
effect in other ways. The Securities and Ex-
change Commission wants money market 
funds to hold only the top grade of commercial 
paper. That will add further to the cost and 
difficulties many firms face in borrowing for 
normal business pwloses, 

There is no simple cure for the financial 
excesses of the past. Soon Congress and the 
president must consider what systemc 
changes would reduce such problems in the 
future. But for now, lower interest rates would 
be a big help. They would provide some 
breathing space for financial firmsto improve 
their balance sheets. They would ease the 

present interest rates are maintaued. Second, 
they may beleve that cutting interest rates 
now would add unacceptably !o jiflation, or at 
least interfere with the -.enitiual slowing if 
inflation that they regard as ' eir main goal. 
Third, having all but prormi.,d lower interet 
rates inreturn for convincirg :LduLtion u the 
budget deficit, they may nov teel they cannot 
lower rates without a budge! :,omprnmise. 

Inflation is a legitimate cmv.ern. The under
lying inflation rate has been nna plateau of 4 
to 5 percent for at lea;t half a decade now, 
with actual inflation vary-.w from this ma.ny 
as oil The )!ugisiI.or food prices fluctuated. 

ness of the expansion in rc.ct quarters V.i
 
not accnnpamed by lo er - and
.Ia'ion now. 
with oil prices nsing shariy, ,ctual uulatacn 
rates will almost surer; he up for i iek 
months. If the eccnor; . -Pre qtronwer. this
inflation outook would ;:-tify keeping policy 

tight. But with present seak economic pros
pects, and presently irizile financial cordi
tions, inflation fighting srauid not be the top 
priority.

Finally, lower interest :ites should also con
tribute to the objective of encouraging deficit 
reduction. The budget regotiaticns are drag
ging and even an optmsst has to believe that 
the earbest any measures :(ilJd be debated 
and voted on is November, in a post-election 
session. Ifthe economy isclearly turning down 
at that time, legislators. sho are not anxious to 
cast unpopular votes to cut the deficit anyhow, 
wkillbe susceptible to argnients that the econ
omy is too weak to wi:.-tand tax hkes or 
spending cuts. Reducing ntorest rates so as to 
keep the economy a.heaihhy as pos ible-and 
out of the budget debate-. now the bcst help 
that the Fed can give to te deficit reduction 
cause. 



THE WALL STREET JOURNAL MONDAY. AUGUST 13. 1990 

The Fed Must Not Accommodate Iraq 
By MAJri. FELw.t% 

The rise in oil prices caused by the 
Iraqi Invasion of Kuwait will raise the gen.
eral level of prices inthe United States and 
lower our real economic growth during the 
year ahead. But if the Federal Reserve 
does Its job well. the oil price rise need not 
cause a recession or start an Inflationary
spiral like that of the 1970s. 

Although there are already calls for the 
Fed to ease policy enough to prevent any
economic slowdown. thai would be a mis. 
take. It would also be amistake for the 
Fed to tighten monetary policy enough to 
prevent any oil-induced rise innext year's
overall price index. The best strategy for 
the Fed would be to stick to Its current im-
plicit target of a rise innominal GNP ti.e.,
total national output at current prices' of 
about 6",even though that will mean some
slowdown Inreal activity and asomewhat 
faster rise inprices than would have been 
anticipated before the Iraqi invasion,

An unchanged nominal GNP target sn ore than Just a compromise between a 
more expansionary monetary policy aimed 
at preventing any slowdown in real activ' 
ity and atighter monetary policy designed
tri prevent any rise in inflation. An explicit
Fed promise to stick to apolicy consistent
with its original nominal GNP projectionwould reassure financial markets and the 
public that the current oil price rise would 

flation and the overall price level will rise 
by more than the direct effect of the oil 
price increase. But if companies believe 
that the Fed will not accommodate such a 
price rise, the overall price increase could 
be less than the direct effect. 

Before the oil price jump. a nominal 
GNP rise of 6",during the next four quar.
ters would probably have translated into 
an Inflation rate of about 41t and a rise in 
real GNP of about 2";. Any faster rise 
in total spending would be inconsistentwith bringing U.S. inflation down from Its 
current unsatisfactory level. 

And while the recent inflation rate of 
between 4'- and 5,may seem moderate 
incomparison to the much higher inflation 
of the late 1970sand earl%, 1960s. the cur. 
rent inflation rate is substantially above 

that inJapan and inmajor European coun. 
tries and nearly twice as high as the U.S. 
sustained between the end of the Korean 
War and theacceleration of the Vietnam 
War. The Fed has been correct to insist on 
reducing the rate of Inflation. 

To lower the pace of inflation. t.e Fed 
has been gradually slowing the rate of In.overestimating the decline In real GNP rise would directly increase the dollar 
crease of nominal GNP by slowing the ex. growth, let's assume that the current $7 value of U.S. oil production by 521billion a 

Board ot Con ibutors 

If companies believe that the Fed will not accommodate 
price rises, the overall price increase could be less than thedirect effect of the jump in oil prices. 

not trigger an inflationary spiral and ulti. Unless therereason toexpect asharpis 

mate recession. risevelocity Inin the future-and I can seeno such reason-a more expansionaryNo Accommodation monetary policy during the coming months 

Market expectations that the Fed will would have been appropriate inorder to 
not shift its nominal GNP goal are Impor. achieve 6",nominal GNP growth. Sticking
tant. If companies believed instead that with that same 6"1nominal GNP target af-
the Federal Reserve will respond to the oil ter the oil price rise may now require a 
price hike with an accommodating easy slightly different path for money than it 
money strategy, as itdid inthe 1970s, they would have ifthe level of oil prices had re-
will try to get ajump on the upcoming In. mained unchanged. But the pace of mone. 

pansion o monetary aggregates. In recent 
months, however, the execution of this 
strategy of gradualism has been frustrated 
by the reluctance of banks to lend in thecurrent regulatory and economic climate. 
Despite the Federal Reserve's actions to 
lower the federal funds rate, the M2 and 
M3 monetary aggregates have not in-
creased since April. The virtual standstill 
of the aggregates over the past six months 
s inconsistent with anominal GNP rise of6",and could contribute to afurther slow-

downdthisuryear.iadown this yet. 

tary expansion should still be Increased 
enough inthe coming months to bring the 
aggregates back to the center of their tar. 
get ranges, an expansion that would lower 
shortterm interest rates. 

What impact would such a67enominal
GNP increase have on real economic activ. 
ity.during the coming year? If 6renominal
GNP growth would have implied arather 
weak 2r't rise in real GNP prior to the 
jump Inoil prices, will the shift to higher
inflation and lower real growth now mean a recession? I don't think so. 

The extent of the Increase innext year's
inflation and the corresponding slowtioWn 
of real growth within the overall 6%ntmi. 
nal GNP rise depends of course on !he 
extent of the jump in the oil price. Al-

ture level of oil prices, as of today the spot of nominal GNP would involve more infla. 
price is S27 abarrel or about S7a barrel tion and less real economic growth. How
above the 520 average around which oil much less? The impact of the higher oil
prices have fluctuated for the past two price on the overall GNP price level de. 
years. Looking ahead, the prices of oil fu.pends on the total volume of oil produced
tures for the 12months of 1991now aver- in the U.S. 'about 3billion barrels ayear 1 
age about $24a barrel. At the risk of and not on oil Imports. AV7abarrel price 

a barrel price rise will persist.
There are two channels through which 

the higher oil price will depress economic 
activity. First, an increase in the price ofImported oil is like a tax levied by the 
OPEC producers on American consumers 
and businesses. Since the U.S. Imports
about two billion barrels of oil ayear, a57 
abarrel price hike would reduce total real 
income by $14billion. 

Most of this would translate Into re-duced consumer spending. Although thiswouldtindprtilheofetbenraewould inprinciple by increased
be offset 

demand for igher domestic price level that reducesour exports as OPEC countries 

spend their added Income, in practicemuch of that extra income would be saved the real GNP component of agiven nomi.
by the OPEC countries, The Increase in natGNP-are not-additive. Because the 
overall OPEC saving will lower world in. two effects interact with each other, their 
terest rates, but the resulting rise inU.S. effectscalculated separately.

Investment won't happen soon enough to ef ecs lcu ate prte.

offset the fall in consumption in1991. A precise estimate of the prospective
 The 
net shortrun impact would be likely to be change in real GNP Is.however, not possi
equivalent to a decline indemand of $10 beerB m own audgents a If the
billion to $15billion or between two-tenths grt ofserve the nextfouqrs
and threetenths of Ir,of GNP. th o price re neltfou real 

The other shortnrun direct effect of an the oil price rieis likely to reduce real
oil price rise is to raise the overall price about oneihalf Eng, growthof I a9nomc

level in the U.S. This rise in the pricewould drop to about ciSMY'orecession 
level would increase the public's demand would do au D rto l,1"f 4lra e
for money. If the Federal Reserve does not would be avoided and priCE d5~dfI n: while
fully accommodate this increased demand, riing temporaw'ly to 4.Sr'r, *tMldto'kept
short-term interest rates would rise and under "lrol.
real activity would be depressed. This is Although a slow esuch growh of erVP 
what will happen Ifthe Fed keeps the rise Would be frustrating to everyntitn 
innominal GNP unchanged. Over atwo o4 winu wre unln i t sle 
three year period, such a policy re. arfailing, It would be theor verse theinitialverserisehe in the price level as ecpnomyto by Iraq. Such o ld 
the temporarily weaker economy slows the avoid the risk 0jrbneating the inflatonr',
rise inthe prices of nonol product.: e sko .1 i the lna 

*~ aponu t extra burdenaimposedpolicy would 

Interest rates would then subside and epoi V*th 05. 
real economic aCtiVity return to normal, Mr. htdstein, onner crhimina thlr
But in the short W the highet overall presidenrs Council of Economic Atwsers. 

year or about four tenths of 1'of GNP. 
This translates directly into a0.4r, rise in 
the overall pnce level. 

Since the combination of higher oil 
prices and depressed real activity would 
change other prices as well ithe prices of
coal and gas are already up while the 
prices of the wide range of goods for which 
demand will fall as overall activity slows 
will decline .,it's not possible to say with 
precision how much the overall price levei 
would change ifthe Fed holds constant the 
increase innominal GNP. But even if the 
increases Incoal and gas prices offset all 
of the other price slowdowns, the effect
would be an overall price rise of ony 0.4. 
If total nominal GNP growth isunchanged,
the effect of that higher price level would 
be to cut the growth of real GNP next yea,
by four-tenths of lrt. 
OPEC Tax
 

These estimates ofeach of the t'o e.
 
facts OPEC tax
taken by Itself-the that
etstknb tef-h PCttareduces real consumer spending and the 

though no one can be certain about the fu. price level w0old WOiI Ltht tAEgrowth isn professor of econoinjrs at$,vInrd. 
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The Gulf Crisis: No Excuse... 
If President Bush and Democratic week arem hat inhand to the Gulf. Europeleaders going

give up too easilyon their earlier target of andAsk to demand that our allies shairethe 
alicuig 550 billion off next year's budget deficit monetary barden of the confrontatin with 
and 50 billion over a five.year period. Sad- SaiddamI pI e, this i wholly jtifed. 
dam Hussein will have chalked up another uA espKialy relevant to weajthy coautries 
hostagevictory. The conventional wisdom in aih an West Germany, Japan. Taiwan and 
Washington, since the onset of Ihe Persian Gulf Korea. They have no armed forc standing 
crisis amonth ago. is that the budget "summit' sihoulder to shoulder with Americana on the 
process that resumed this week will do well to font lire in SaudAraia. 
fusd325 billion in savings. However, the real need for America to beg 

Political experts and commentators were too for fin l suppot this ci t 
quick to bury she prospectof a peacedividend. andfiuresofusdramatically that the excesses 
It can't be denied that Saddam's inva ion and ecoonmicpaiicy mnstif of tidecadof the 
annexation of Kuwait, followed by a huge '8t have finally caughtupwith u. Uncle Sam 
American military commitment to defend Saudi is We ot ny ethe s 
Arabia, altered the economic landscape, with which to match our leaderih i t 

Sen.Sam Nunn (D-Ga.) estimatea that a full ncemary business of crmin Saddam, we 
year's cost of the troop buildup in Sa

ud
i A'abia. don't have the money to rebuild our educatonal 

plus the economic aid to be given to fnendly system andour roads andbridges andto pay 
nt sufferin because they've joined i the other bills on the home front. 

Worse, the nation appearsto beheadingito 
a real recesoi for Prt of this Year AM

A "realworld" deficit caend . T lbo txpenditureso
unemployment insurance ad reduce normal 
ta revenues. Beady told reportera at the sr
of the Persian Gulf crisis early a August that 

shortinflation resulting from higher a pics wodshortoscut the sputterig coout ow rate, then$400 billion. around one percent,.abouthgi 
Many business econossa 
pe'.maioiThey thinkithat government dataA behind actual results andthat the economyblockade of Iraq, will come to $50 billion. S 

no shooting: If war breaks out, alreadydi ins rec ionwithmanyosmerathat assumes 

the military cots alone will run to abour$l A i i a feaecsin
a any co rci aa 
billion a day-four to five times the =an a ks a c fain a te mayb 


Cootof Vietnam.

lemore to 

imperative ththe budget.aummit exercis e a. the budgetto out of cntM . An 
But ficits realftymakesitalt ni-Lem coummimentinthePeian Gul, 

be a 

capried through, not dropped as hard Of extension of thedeficit in tee r
etoo oxcar 

course, attenton must be focused more n. O eans that we MOa conta to depend on 


sively on cutting non-defense spending pro impoted capital-a dependency evenmor N' 

grams andon raising taxes. an than that relating to oil especlly at a tcle 


It ors without ~in g t e ~ios they l mesaying that the Pentagon'sit when it appears that .apaanesewil have more 
neds for the Persian Gulfhave to hbemet fully . d dfi s cJh 

Bu~that shouldn't ive Defense Secretary Dick e to Tr t , 
Che caoudn'e crtashe'Dlik eblanche maorexenCheney carte blariche-as much as he'd lik To a mjor extent, we can an Wol reduce 

it-tO continue wasteful. p -dp eycaw


it-t contil borrowu n caurppit to ltnce the deficit we 
systems,E mostly deigne to leve our wath abrod n A -erLMhe 

The best guessat the moment is that the bas an inte0ret oss mulptJPlya the ya, 
deficit for fiscal 1991 will run around $300 Given the prolem ins the bankig an fian-
bullion,including the true costs of paying off the Cdacommnity, a majority at the Federal Re. 
sangs and loan obligations to depositors. But sev Boon! knowstheyan't tolerate a deep or 
that figure is understated by about $100 billion, extend recession. In thi situatlin the io 
because of the still-pemitted use of Social My desperately needa the lubracation of lowe 
Secunty and other trust-fund surpluses to pay interest rates. Normally.the Fed is willi to 
ordinary bills. aroept slower growth than a really healthy for 

So a *real wod' deficit figure for next the economy-any, around the 2 percentIsv-
year-again, short of actual war with Sad- el-to kog s k keep inflation utnder controL 
dam-is 5400 billion. A deficit-cutting exercise But Brady's 0.S penIt remal om growth 
should look at a $50 billion reduction for fiscal projection is too dose to woo florcmfort. To 
1991 as a minimum. Uncle San is so short of give the Fedthe opportunity to move prmptly 
cashthat Secretary of Stale James A. Baker Ill and dramatically enoughto cut interest rates i 
and Treasury Secretary Nicholas Brady this the budlgetummt mus do its part. 

Charles L Schultze 

. Not to Cut the Deficit 
The facttat the loitiona economy is soft at 'We, the preset, the fujonty andmo;r,. 

the moment-and is likely to get even softer leaders of the Senate. the speaker and the 
becaue oflthe urge in of prices-is no excuse maxority leader of the House of Reciresenta:ws 
for Colngres and the president to backoff from beievethat elminating the federal budge: def c: 
the tak of cuttin the federal budget deficit. ae the next thee to four years is owra,.,! t 
To be re, the tax increases and federal he propenty andlong.term future of Ameris 
pending auta seeded for deficit reduction will 1. 'We all aFee that a tx increase is .re.-

Put I damper on Wending by consumers and ar to balance the budget.%ie hase d&a?.-rt 
goveruilent. But interest rates will then fall, easabout exactly how much andwao J.4 t I 
and the Federal Reserve can push theImeven taxesshould he raised. We will vigoroulyd-b. 
lower thereby taking up the slackwith other andthen settle these difference. through %sitt 
ktndof spending-on homebudding, buliness in Congress. But none of us, in eiter par'y, 

d ea ors ne ddfifh npots-odeed we condemn-atutcks o car . t a 
The Federal Reserve does a e d l didates for Congress from the other party sirr%: 

bee te daimr e d tgin o m 1dn atax incease. oronr whh t 
e ously wrseris both oeiployeit indkmla- 2. 'We all agree that mme cuts in entile. 

lion. But it faces no mid difficulty isneutraling mnt programs, mcluig reduction inSx:i.I 
the transition problem that come faon deft Secuniy benefits for icreases i liti C.. 
reduction. ideally, tat.the budfoet it s ro benefits) must also be a pt oAt. 
tor could design a legislative packagethat cuts 

the deficit a little leg this year and a little more
 
in later yea-m But the urgency ercting a
 

ei ntion package Leadersofbothparties
that covers anumber
ofyar remains angreatasever. 

T o ,stry'sp , k ra-P , , basically aree, but each
 
Bush. 
 er Tom Foley, Senate Majority
 
Leader e Mitchell and Maity Leader side s more disreputable
BobDole-a4gree that the federal bllet deficit
 
issing America's e
long-term ji rtisansare 
strgth d that i ought to b .l ba m i ng e e
 
durin the sext threeor four yearsThey also
agee, deep down, that the defiit ie bn h otnot be soved withou of wig bgide.
 

ad ts middle c mationetpr
 
e M cdutig Socild Scurnty, redction in 

defene ingand omecuts elsewhere ithe serious deficit-reduction proram. We d'ffer 
budiet, about exactlyhow to make the cuts, andwe w::: 

Despite this underlying agrement amn debate and settle those differences in t 
the leaders, negotiattion have sutlled.Demo. normal way. But spin, we condemn at:as
 

crats will not put forwad a plan that includes a agnt membersoftheotherpartymerely c'
 
tax inrease becuse, with good cause,they 
 grounds that the member proposed o. votedfo
 

know that apparatchiha and deologes of the 
 Social Security or other entitlement cuts." 
Republican Party will tar them iththat p oi. To avoid the possibility that political hatchet 

mLonin the coming elections. And Republica. men will try toevade the intent of th :aemer;.
 
with equallyth good reason, are afraid that if they ik shouldfto be issued by the prncipas theriselvt,.
oti iy 1.o~purticullathe president. no, Messrs, Da'nx'i 
r ethe slightest cut in Social Security I u at p i 

st,some r lerousing Democrats will td Brady, Wtld so the pkedge.

try to repeat their electoral success There are other necessar) elements of def,.
of 1982 byaccusing them of taking away the birthright of cit reduction-cuts m defense spending and rl 

tbe nation& senior Citiens. civilian programs outside of entit;ements, Bu- i
 
Each sdoe'smore disreputable partimns ame i the politica of tax increases and ruti i. Sax'vi
 

ickalling the other side.And both sides are Security benefits that are the nasty material f.-'. 
Wcked into froxen positions, even though the the political blackmail that has frightened but: 
leaders in both parties know that the end result sides into stalemate. Getting rd of the fear of 
for the U.S. economy is creeping senility. (The blackmad andthe underlying agreement arnorz 
United States, because of its budget deficit, the nation's leaders on what hs to be dre w:'. 
now svesand investLfar lesa than it d in the begin to produce results. With the del':t Ir.. 
postandmuch less than other majorindustrial pase broken, the country's leaders can bel. 
ossastrues.)What's needed isa meansof neti governing again. 
tralmogs the blackmailers. The president ard 
the congressional leaders can do that while stil 7Th wrer.directoroftlirLonomir Stuis 
preserving their paries' bask differences by PrV at the DBringslnsit ton. saJ 

aulinga brief statement of bipartisan agree. nWhiman ofW Canicd of&onomsc 
ment that would say something like this: Advisers indr eridentCarer. 
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Yes Still Need Defense Cuts 

The Gulf Crisi Is No Excuse for a Retreat on Spending Reductions 
By Gordon Adam end Stepl. Alexis Cain 

EFORE THE enipti, of tim Per-
sian Gulf crisis, the need to cut the 

L federal deficit to mw the Gramm-
Audnan-Hogig target, combined with the 
evapoatim of the Warc= Pict and the 
declun in Sovit coxvxational military ca-
pabilitim mad it abmos certaint that the 
defenze budget vould be cut cignificantly. 
Defe.ne Secretary Dick Che y sought
$307 lillion for defence in FY 1991: the 
Senate ofered $2n if i the H 
Armed Services Committee $283 bllion 

:just before Saddam Huae io'sboot 
:down on Kuwait. 
* Now there is ta& of a bt zeyes-
ial. President Bush cazti~te* t= _n 
wol woulcutnatinald~emAagtanlDe-thecut t~ t~ House Armed Services z,.,d Senate de-mately the same as the difference between 
fense Secretary Henry Cooper argues that 
the Iraq crisis indicates a necd for stiategiz 
defer_-. Suppo-ters of the tez.h bomber 

:argue that the cris demeai=the B-2'a ca-
pabilities. 
. We sould not be plyinag such po!itical 
games with our acirity needa. The first 
lesson of the current c :2 that the Unit-

"ed States ah'eady pa-mes more than nd-
equate troops and equipment to cope with 

. the Iraqi situation. If we czn't draw that 
lesson, we wasted the more than $2 trillion 
spentondefese over thepatdecade, 

Even the coats o the Gulf operatiod do 
'not support a case for reatoril ftoding 

that the House and Senate have cut. In fact, 
-the costs of the deployment ere relatively 
ymall in terms of the cverall defen-e bud-
get. These divisions, carriers and air wings
already exist: it is not a matter of raising 
and equiplng new forces, even with the 
reserve call-up. Added coets involve prin-
cip-':, those of transporting forces by air 
and sea, resupplying them once there, 
maintaining ahigher pace of operations (fly-
tog hours, steaming days, combat vehicle 

Gordon Adams is dinror and Stephien
Cain is rmearchdirwtor of fhs Defense 

Budget Proxet, a non-profit,non-paritsan 

researchoganization in Waxiington, 


miles) than they might have engaged in oth-
erwise; and paying full salaries to reservists 
who have been called up.

The Defer=s Department hs calculated 
this net cost at roughly $46 million per day, 
a figure which should decline once the 
forces are fully deployed. Let's assume that 
this means roughly $1 billion per month in 
additioial cot esread over fiv to c 
months. 

However, as the edministorn i.- a-
reedy pointed out, the United States wil 
not assume all theeo coatsz The Saudiia harL 
agreed to provide fundhau for fuel, food 
other supplNs for U.S. forces, and the Ku-
waitis and others h la their will-
ingness to .aist. Even if the United States 
paid for the entire o zeration,the additional 
cost, over five to six monith, is approxi-

fIns= numbers. Costs e yms m if 
rny, could be covered by a supplementalA 
zppropriation or by reducing the level of 
operations for the 90 to 95 percent of U.S. 
forces," involvedin die Persian Gulf 

Tor cn the Iraqi threat justify resto-
ration of individual weapoa tar-" geted for cuts. In the area of stra-

tegic weapons, for example, it is argued 
that funds for the B-2 bomber (cut by the 
House Armed Services Committee), the 
Strategicboth Defense Inritiative (reduced bythe Senate and the House) and the 
Milstar communications satellite system
(cut by the Senate) should all be restored, 
thanks to Saddam Hu in, 

The B-2, its supporters suggest, would 
be useful for conventional bombing missions 
against Iraq. However, at $860 millim per
plane, the increase in bombing capability 
(asguming the B-2 performed as plarmed)
ha an unreasonably high price tag, espe-
ciaily since we have numerous other sys-
tems available for this mission (tactical air-
craft. B-52s, B-IBs and cruise missiles), 

Advocates of SDI argue that it is needed 
in response to the risk that, one day, the
Iraqis will possess long-range ballistic mis-
siles capable of hitting U.S. territory. How-
ever, Iraq currently possesses only short-
range missles, against which an SDI sys-

tem is not useful. Moreover, SDI technol-
ogies are far from ready for production. It 
would be imprudent to rush to deploy an 
ineffective system againt a phantom 
threat, only to jeopardize strategic arms
control talks with the Soviet Union. which 
could contribute much to the security and 
deficit reduction efforts of both countrie, 

Mtlstar could provide communictio= 

tie field-but it is excessive rnd redundant 
for thi miwon In canceling Maar h 
t 

Senate Amed Sv Co ttec Pr 
that we already possess substantial corn-
mand, control and communications capabil-
ities, having invO_.edc Oii15 $40 bllion in 

I"Iz I!II1! 

A 

r r 

" 'Z !'.c2 ~ .Saudi 

vz-rm-,,.,ov.r, 

such system during the 1980. The addi-
tional expenditures for Milstar are meant 
primarily to maintain communications after 
an extended nuclear exchange, a problem
thankfully unrelated to the current rituaton 
in the Middle East. 

Furthermore, the Gulf operation provides 
no reason to reverse the troop reductions-
between 100,000 and 129,000 active duty
personnel-proposed by Congress. The 
forces deptoyed in Si idi Arabia and the Gulf 
are likely to tot', roughly 100.00, or five 
percent of total U.S. active duty personnel,
Should the deployment double, it would still 
place only 10 percent of our forces in the 
region. Projected reductions tied to changes 

in Pact and the Soviet threatthe Warsaw 

should be able to continue at the rate 
projected by Congress, leaving ample active 
forces for Third World contingencies. 
25Even the DefensereductionDepartment projects apercent in active forces by 

1996 (roughly 500.000 troops). After such 
reductions, the services would continue to 
have forces in and intended for Europe, de-
ployments in the Pacific, and a rapid-reaction 
force of seven air wings, and five zirhoenr 
and light ifantry .' -my divisions, as well as 
Manne Corps forces. and reeres to respond 
to Third World conflicts 

As for th reserves, a cll-up of 50.000 
reser (to date, o 9,000 have been 
called U p) e rould Tey4 OfW Me cal-nt 
el riess p - T reev c 

up doe not kidicate that active duty forces 
re mdequate. Renerves are being activated 

becaue, under the 'Total Force policy, thesupply the maority of medicsl, wa-
ter supply, transport, refuellng and other 
support aervices for ctive forces. In any 
case, reserve personnel were not reduced by
either the Hous axminaiteo or Senate ec-tcxweetmG 

dvocatcm of cnventi il modemiza-
tiNmproams are also trying to hitch 

A a ride on the Iraqi tueat. Now we tru-
ly need the C-17 cargo plane, its supporters 
argue, since airlift has become to important. 
But the Senate did not d.lay procurement 
funding for the C-17 iii order to cancel it. 
Instead, the Senate that tho program
requires adit .lAtesting before production, 
Thiasond pr-,ncipte--fly-before-buy"-
should not be jettisoned timply because the 

operation demoanstrstes the uipor-l-tance of airlift. In reality, as former defense 
official Russell Murray recently pointed out, 
we could have purchased approximately 70 
C-5 aircraft for the money we have already
invested in just the R&D on the C-17. 

Sealift is another requirement demon-
strated by the Gulf operation. Since buying
eight fast sealift ships in the early 1980s, tie 
Navy has purchased no more. For 1990, 
Congress appropriated $600 milion for fast 
sealift but Cheney sought to transfer ;ll 
these funds. In the end, $225 million was 
reprogrammed, but the remaining funds have 
still not been spent. Sealift could be impor-
tant to long-term military operations in the
post-Cold War world; it has not had the pri-
ority it deserves. 

The Iouse committee and the Senate 
have also been criticzed for reducing fund-

ing for-or deferring-other new hard

ware modernization programs: the Navy's
A-12 attack bomber and SSN-21 sabma

rine the Air Force's Advanced Tactical
Fighter, JSTARS aircraft and AMRAAMmissile and the Army's LH helicopter. But 

none of these systems has any bearing on 
the current operation, ae none will be 
operational anywhere close to the likely
time frame of the Gulf deploymentL More
over, if war broke out, it would be mom 
important to keep production lines for op
erational systems open than to rush new 
weapons into production. Thus the Middle 
East operation tends to support Coagresa's 
emphasis on ininrovig current atais 
over startin rewprogramts 

It might still be argued that t&=e new 
programs are needed to stay ahead of pDten
tial adversaries. Nothing inthe Gulf rtaaton 
uiggests, however, that staying ahead of theIraqis techological is part o/our 
problem. Their fighter arcraft aid tank
forces are more than a gemsratio benii 
oLt, 

oeainmygv 
where the Gud operation may give budget
cutters puse. The House defense committee 
cut FY 1991 operations and maintenance 
(O&M) funding by $6.3 billion and the Senate 
cut it by $3.9 billion. Some of th= fuids 
may ieed to be restored to support the Per
sian Gulf opirat .,4.. artculry harmful 
woold be the indiscriminate automatic cuts 

Cnautd 
shoul Congress I to develop a rzastr 
budget alternative. 

But even the O&M accounts are not sac
rosai'ct. Saudi contributions and other poten-

Atude famn sealift, there is one othermgarem 

tial allied support may limit the need for fund 
restoration. Moreover, as is frequently over
looked, not all of the O&M budget is essen
tial for readiness, and much of it is wasted. 
And planned force cuts and reduced opera
tiona for Europe-oriented forces will free up
operating funds. 

In short, the Gulf deployment should ntt 
provide an excuse for reversing the course 
on which Congress has set defense funding 
ard planning: slowing the rush into the un
tested and expensive next generation of ril
itary hardware; measuring each item against 
the new world realities to make sure we 
need it; making sure that it can perform as
advertised; and moving toward the lighter, 
more mobile, more reserve-based forces that 
the new world requires. Nothing in the Gulf 
situation change:, that sound strategy. 

http:invO_.ed
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Raising Taxes Will Strengthen Bush
 
By C.Fred Bergsten 

WASHINGTON 
emocrats and many Re-

publicans believe that 

President Bush's en-
dorsement of higher 
taxes will hurt him 

gion-s capacity to buy abroad 
Lower interest rates and stronger 

trade should offset, or more than off-
set, the adverse effects of a tighter 
budget on the economy. The U.S. can
enjoy exportled growth for the next 

several years, benefiting from strong 
foreign markets in the 1990's just as 
wo benefited from heavy infusions of 

politically. But they ig. foreign capital in the 1980's. 
nore the four major benefits that a 
successful resolution of the U.S. 
budget problem would provide, 

First, interest rates would fall. The 
Fed chairman, Alan Goeenspan, pre-
dicts tlis long-term rates, which 
drive investment and thus growth, 
could decline by two full percentage 
points. Key areas of the economy, 
such as housing, auto purchases and 
corporate spending on new equip.-
ment, should pick up quickly. The Fed 
must of course assure the needed 
monei.y easing as soon as the 
budget package i3 sealed and de-
livered. 

Second, the trade balance would 
improve. The dollar would weaken 
with lower interest rates and, along 
with the lower cost of capital itself, 
boost Amercan competitiveness, 
This, in turn, would help American 
companies to capitalize on the contin-
uing economic booms in Europe and 
Asia. Lower dollar interest rates 
would also ease the debt burden in 
Latin Anerica &n expand the re-

To be sure, correcting the budget 
imbalance would have been safer 
several years ago, when the economy 

Four ways
J 

t a t 
economy. 


was stronger. But the risks will al-
most certainly grow if action is de-
layed further. Moreover, any reces-
sion now would probably be quite 
mild and short-lived, with growth 
resuming by 1992. For the longer run, 
strong private investment and trade 
improvement provide a much 
suunder basis for sustained growth 
than the consumption-led, Govern. 
ment-financed expansion of the 
1980's. 

"Third, fiscal policy can again be-

C. Fred BergsLen is director of the In. come an active tool of economic poli-
stitute for InterrntioMl Economics. a cy Today, with the deficit at current 
poicy research orgonuation. and prospective levels, the Govern-

ment has virtually no way to respond 
if the economy falls into recession. 
Nor can we count on the Fed for 
monetary stimulation; not with a fis-
cal imbalance that would rise sharply
in a recession a*nd remain an mnlla-

tionary threat. Budget action now 
would promote growth later as well 
as sooner. 

Fourth, American foreign policy 
would strengthen substantially. Our 
credibility has been damaged by our 
unwillingness to provide even modest 
resources tosupport democratization 
in Eastern Europe and Latin Amer
ica, International attacks on environ
mental degradation and initiatives in 
other areas. Budget correction would 
enable the U.S. to become a serious 
global player and leader again. 

Notice that Japan responded im
mediately tothe President's shift on 
taxes wsth new concessions last week, 
permitting a successful conclusion of 
the Structural Impediments Initia
tive. Mr. Bush's hand will be far 
strotger at the Houston summit 
meetingnext week. 

The magnitude of allthese benefits 
will depend on the degree to which the 
President's willingness to raise taxes 
catalyzes both real spending cuts and 
a definitive resolution of the budget 
problem. The wisest course, economi
callyand politically, is to agree 
promptly on specific measures to 
eliminate the deficit fully over she 
next four or five years. 

The world of the 1990's and beyond 
will turn heavily on economic devel
opments. The U.S. faces extremely 

tough competition from a uniting Eu
rope, from Japan and from emerging 
powers in East Asia and elsewhere. 
Both our domestic prosperity and our 
global position depend on meeting
that corrnpeiision successfully Budget 

correction is a central element in 
doing so. 

Thus, President Bush's new stance 
on taxesmarks his greatest contribu. 
lion to the national interest to date. It 
may turn out to be his best political 
step as well. 0 
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Michael Kinsley 

Short-Term Capital Horizons 
The oddest item on the Bush ar strtion's 

now-ym-see-it, now-you-don't list of possible new 
taxes isa securities transfer tax-a levy of perhaps 
half a percent on the ae of stocks, bods, etc. 
Ths would rare several bMio dollars. 'leimpe-
tus apparent comes from Treasury Secretary 
Nxholas Brady. who is obsessed with the idea that 
American finance is plagued bytoo much wasteful 
speculation and "short-term tome onms. 

The Bush proposal for a capital gains taxcut is 
also intentonal) biased against short-term invest-
ments, reserving its greatest blessings for those 
held for more than three years. Still, it is hard to 
reconcile the two tax ideas. On the one hand, the 
adrmiustration wants to cut the taxes on your net 
profits when you sell astock O the other hand, it 
wants to start tnng your gross revenues, 

And notjust tlis One alleged benefit of the 
cpital gains cutis that it will "unlock' old invest-
ments. encouraging investors to redirect their 
money inmore efficient ways. Indeed the admins-
tration's rosy predictions that a capital gariscut 
would increase tax revenues in the early years are 
based entirely on people cashing in old invest-
ments, not 'on the incentive for new ones. Yet the nearly as well is why this short-termism among
transfer tax is desigred to discourage exactly this 
type of "chuming." 

What sensible people want from a tax is to raise 
asmuch money as posbe withthe least disrup-
bon tothe economy. (What good people want from 
a tax, as well, isto takemore from those who can 
more easily afford it. But that is not our sermon 
today.) transfer tax. debberately de-A secunutes 
signed to create frctirm in the wheels of cor-
merce, is a strange bird to be hatched by a 
Repubican admnistration. Does the government 
know better than the free market what 'tone 
horizons" the economy ought to have? 

Lamentations over "short-tenrmsm" often con- stock maritet churing slxxild diinurage them 
fuse three different tssues. One is whether U.S. 
corporations focus too much on thusyear's profits. 
slighting projects with distant payoffs such as 
research and development. Two is whether fian-
caal markets are too tumuhucus, with traders 
preferring the quick in-and-out to a more extended 
investing relationship. Three is whiether we as a 
society are consuming too much of our resources 
wtile saving too little for a more prosperous future, 

Number three seems underiably trueto me, 
but that isa moral judgment, not an economic one. 
If Americans decid to live more for today and less
for tomorrow, the result-through a chain of 
causatm involving interest rates, money maneg-
ers. etc.-will bethat General Motors invests less 
in developmg robots or whatever. That is financial 
markets working correctly, not iriorrectly. and 
"throwing sand m the gears" (aphrase of Nox', 
ecoomist James Tobin, who favors it) Is no 
bolution, 

As for too much "churng in financial markets. 

onornat Lawrence and Victoria Summers of 
Harvard point out that the volume of financial 
transactions has exploded. In 1960. 766 million 
shares traded on the New York Stock Exchange 
all year. By 1987, the exchange was averaging
600 millon shares a week. The Sunmerses 
estimate the total cost of operating the secantes 
markets at $75 biicn ayear, or one-fourth of total 
corporate profits. And that includes the cost of 
using up some of America's best minds in the 
buying and selling of shares. The contribution of 
financial markets in effinciently aBocating capital is 
worth something-but is it worth that much? The 
Siammerses compare a lot of the effort invested by 
financial traders to people sanding up to see 
better at a football game: it leaves them all, on 
average, no better off. 

Lawrence Summers and Andrei Schleifer, an 
ecooirst at Chicago, have developed a set of 
fancy theories to explain why financial markets 
have a built-in bias toward the quick payoff. It has 
to do with the interplay between the market 
professionals and the "noisetraders"-meanig 
idiots like you and me. What they can't explain 

the paper shsffiers should have any impact on 
what really matters, which is the time horizons of 
corporate managers 
Afteralleven df oal in to hold a stock for 

two weeks. I will be selling it to someone else who 
Willbe selling it to somes else and so on. How 
much I think these people will pay affects how 
much I will pay. The prospective value ofa stock 10 
years from now ought to have the same effect on 
s valuetoday, irrespectve o how oftenc chnges

hands inthe interim. Even assuming that corporate 
managers care only about raising their stock price 
in the shon run, there is no otous reason why 

from projcts with long-term payoi: d thosepro
jects otherwise make sense. Sheder ha: concocted 
some nori-obvous reasons, bit he ad-uts 'hey are 
merely "plausible, biu not necessar true." 

Apart from all the arcana, there is the question 
whether a secunties transfer tax would drive the 
financl industry overseas. Mos: big industrial 
countries already have such a tax-Japan raises 
about $12 bihon a year this way-but the trend is 
toward reducing or elminating them, as finance 
goes global and markets have to compete for 
business. 

The transactontax. though, is more interesting 
for what It sass about the Bush adnuaistration than 
for what wouJ rappen d it was enarcted. It ertainh. 
wouldn': do much go l. but itprobl) wouldn't do 
much harm, either I would just like to bear an 
explaatuon from someone up there about what 
exactlyth 'think the poit of tit fits 
to their general economic world view, if any. 

s.and how it in 
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The Budget, From Comedy to Tragedy
 
By Peter G. Peterson 

. ur annuali budget comedy= 


is beginning to resem. 
blea Greek tragedy, 
nna bugtcmdyewith well-meaning 

politicians terrified of 
doing the right thing 

and with our children as the hapless 
victims Before the last act - which 
we hope is not yet written -t lIs time 
to rethtnk just why budget deficits 
matter and why we must do better 
than the "summit" pacltace nearng 
completion in Washington. 

Everyone agrees that America has 
a crying need for public and private 
investment, In both physical and 
human capital In:leed, our rhetorical 
investment "Imperatives" form a 
uniquely bipartisan consesust that 
extends from educatIon of the work 
force to infrasniucture to research 
and developmenL Everyone agrees 
except on one brute question:Where 
do we get the resources for this con-
aens investment agendl? 

To invest, there must be savIngs 
ours or those of more thrifty people 
elsewhere, our largely consumption. 
based deficits constItute negative 
savings. Counting the cost of the 
S.& L bailout and discounting the illu-
sory Social Security "surpluses," we 
now face deficits that will average 

" billion aninally between now 
and L95. From ItS through 1909, 
with Federal borrowing wiping out 
over half of all private-sector sat-
Ings. the net savings rate fell to 2-2 
percent o( gros national product, 
less than one-third the rate for the 
real of the Industrial worid. 

There were few visible effects of 
the |IW'a "deficit dcadie," largely 
bec aue savers from abroad "balled 
us outi"- even If that meait borrow-
Ing a trillion dollars from them. Dur-
ing the 1990', however, the two big-
gest "surplus savers" among the In- 
dustrial nations, Japan and Germa. 
ny,will be less ready lendaL Japan's 
available savings will rhink axa rap-
idly aging population Loveis le s,and 
as the Japanese invest more at home 
and spend more on consumer goods 
(both at U S. urging) German sav-
Ings are now flowing toward the 
reronsltrciton of Eastern Europe 
and the Soviet Union. 

As we seek resources to cut deficits 
and fund investmets, the supposed 
-... ........ . ..----

Peter G l'eleron, a former Com-
merce Secrelary, is chirnmn of The 
Blackstone Group, a private invest-
ment bank, 

choice between "less spending" and 
"more taxes" asa false dicholomy 
whenAndour thirdborrowoptionmoreis more borrow- currentlog we will, espe-IThC 

cially on "non-meanstested" entitle- ec re tvdar5ments - benefits passed out regard. deficit dealil ep-T-- oewn broless of financial need. Theew, have bal-
bossed from $27 billion In ID65to $472 doesn't begi
billlio in 1990. Add mandatory Inter-
est costaand we're up to S650) billion t cu deeply
Further - and putting our S & L 
"crisis" In perspective - our entItle- ugh 
ment edifice has created unfunded II. enoU. 
abilities that slmqst certainly exceed 
$10 Irlllain, or a hiddon debt of 
$100,000 for every American worker, 

Our natlotal Interest is served by 
programs that direct public re-
sources toward investment and 
youth, no( consumption and age. Per. 
versely, while we squeeze the former, 
the latter are exempt from Gramm-
Rudman cuts and protected with 
coat-of-lIvIng allowances (COLA'$). 

Thus, while Americans under ago 
1 have the highest poverty rate of 
any age bracket, they reeve onsly $1 
per capita In Federal ben i ts for 
every $11 gotng to each American 
over age 65 (who have the lowest pov-
ery rate, when all benefits are In-
cluded as Income). From subsidies to 
rich farmers to free medical care for 
old millionaires, we have massive 
"welfare for the well-off." 

The structural elements of our enti- 
tlements have to be put on the table. 
We should move from age-based to 
need-based programs by progressive 
taxatIon of benefits. gradual reduc-
tion In COLA's for the non-poor, Lower 
Initial benefit levels for upper-Incom.e 
retirees, aradhally risIna retirement 
Ages and incresed cot-shartig for 
health benefits. For upper-Income 
beneficiaries above some threshold, 
such as $50,000, an additional sldIng-
scale rate of up to 100percent should 
be used to tax away the full value of 
benefits In ercess of total contrlbu-
tlons plus Interest. . 

When the Japanese Government 
recognized that the coat of its public 
retirement system was quickly rising 
to unaffordabe he ghts, It reduced 
average future benefit levels by 
roughly 20 percent. By contrast, our 
national plea teems to be captured by 
the American poet Peter Viereck: 
"suspend me In this choiceless now." 
We say Itls "politically Impossible" 
to change entitlements. Tomorrow, 
we may have to relearn - quickly 
and painfully - the true meaning of 
Impo*slblllty. 

Some of these budget savings 
should go to the elderly poor. Raising 
average Supplementary Security In-

come benefits to 100 percent of the 
poverty line would require only about 
95 billion, compared with the $15 to 
$20 billIon that.would be saved if all 
unearned Social Security benefits 
were taxed, 

Tax increasesmust play a role in 
eliminating the deficit, but not the 
major one. I favor a broad-based 
energy consumption tax such a a 
multi-year, phased-in gnsoline tax of 
25 to50 cents a Gallon. This could 
raise anywhere from $25 billlot to 
'about 140 to SW billon yearly, shrink 
our oil-import deficit by perhaps $5 
billion to $15 billion by 1995and help 
pull down ollprices. Even en addl. 
Itoenal tax of 50 cents a gallon would 
bring our total gasoline taxes to only 
81 cents - far less than the $2 01 a 
gallon that other industrial countries 
pay on average. Is cheap gasoline 
st l wo , Amrefr-a "entitle 
mni?" 

Yet tax increaaes are an insuffl-
cent and ehor-term mecsure. With-
out reform, and with Greater longevi-
ty,earlier retirement. lo birthrates 
and medical hyperinflatlon, the coat 
of Federal entitlements could climb 
by acolossal 11.5percentage points of 
G.NP. between now and the year 
2025, consuming 20 to 40 percent of 
worker payrolls. Even If the public 
consensus were suddenly to shift to 
allow such an unsustainable level of 
new taxes these revenues would at 
best simply cover entlillement cost 
rises, leaving nothing to meet the 
needs of the new investment agenda. 

Our predicament Is s long-term, 
siructural problem, not a short-term, 
cyclical one; thus the solution must 
also be long-term. Rather than pre-
lending to hit at target this year of a 
$50 billion reduction, we should set a 
new 1995Gramm-Rudman target of 
achieving a balanced budget, without 
counting Social Security trust funds 
and with enforceable expenditure 
limits. 

We should then design a gradual. 

muliiyear structural delict ledUC
lion package thai really gels u6 there. 
For economies no less than for indilvidUals, episodic bhimia is fotnearly 

not eattrlyo
as effective as ahuhOLAsteady diet. A one.eezedi s 

year freeze in COLA's, no matter how 
large, isa far lesssatisfactory spend. 
itg reduction than a structural mess
ure (such as COLA's for the non-poor 
limited to two-thirds of the inflatton 
rate)
 

A phased-in, structural, long-term 
program would send a potent signal 
to finmncial markets to bring down 
posoesouuly high, long-term Interest 
rates. Alan Greenspan has predicted 
that such a program would bring 
these interest rates down sharply, 
perhaps by 2 percent. Such a pro
gram would alto be better poliics, 
avoiding the needlesa costs of letting 
a budgetary meat-ax fall, accordng 
to an arbitrary one-year formula, In a 
soft economy. 

Measured against these criteria, 
the most recent budget package faUx 
far short. It is a good begInnInjif 
perhaps the best that could be done 
by politicians terrified of cannltsa:ml 
reaction Now Itisup to the rest of us, 
in fhe economist Herbert Stein's 
words, "1o make d world safe for 
the politicians to do the right thing.' 

It In said that our current deflcit 
debacle is a tragic political deadlock 
between those who want high spend
ing and those who want low taxis. Ila 
fact, both sides are getting just what, 
they wanr: high spending and low 
taxes. Judged by our actions, what we 
really want Is toprolect ours.Ives
at the expece of our children. 

The mytery for those of us pas 
age 50 Is why our parents never did 
the same thing. From 1.40 to 1956, as 
a group much less affluent than we 
are today, they polled America out of 
a depressIon, led a global war against 
Fascism, led another war against 
Communism In Korea, gsve prodl
glous rums of foreign aid to Europe, 
supported massive outlays to young 
veterans on housing and education 
and still rainaged a level of net na
tional savings more than double ours. 
Many opposed govemment spending. 
But when spending rose, few advo
cat.d borrowing instead of taxIng 

Our parents' generation took the fu
lure weriusly, and today we thank 
them for It Sohneday our children will 
took back on us When they weigh our 
material affluence againstthe chal
lenges we faced, they .,Illsurely take 
adlim view of how few sacrifices we 
deemed worth taking for their bene
fil. That will be a final-act chorus few 
of us should went to contemplate. 0 
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The budget defic has 

nurtured a "myth of 
AmerkianhO U 1Fa fDRC17o 

8notion t h 

counftry can UO 

afford to addvoss its 
problems w home 

grasp opporguniii os 

BY LAWRENCE J. HAAS 

ast December, The Miami Herald 

took a rather unusual step to pro-
mote along cover story in its Sun-
day magazine on the budget deficit. 

Apparently worried that nobody would 
read it, the newspaper illustrated the arti-
cle not with charts and graphs, but with 
photographs of a sexy woman in lingerie, 

Some might forgive the newspaper's 
appeal to prurient interest. The deficit 
can, indeed, be a boring subject, involving 
numbers too large to comprehend and 
concepts not easy to grasp. Nor have the 
nation's political leaders and journalists
made the issue titillating. Since the deficit 
exploded in size in the 1980s, they have 
debated its effects almost solely in eco-
nomic terms. 'Would the deficit, they ask, 
stunt economic growth or bring on a re-
cession? Would it bring a new round of 
soaring inflation? Or higher interest rates? 

To focus on economics, however, is to 
largely miss an important side of the 
story: the severe impact that big deficits 
have had on the federal government, on 
the policy-making process, on the cus-
toms and mores of America's leaders. 

Most striking, the deficit has nurtured 
what might be called a "myth of Ameri-
can bankruptcy," a notion that the coun-
try can no longer afford to address its 
problems at home or grasp opportunities 
abroad. It has turned Washington into a 
city where penny-pinching and frivolous 
decision making is the norm, not the ex-
ception. Reluctant or unwilling to balance 
the nation's books-for that would re-
quire tough choices about which taxes to 
raise and which spending to cut-federal 
officials have opted to address huge needs 
with piddling sums of money. 

When Polish Solidarity leader Lech 
Walesa asked the United States in early 
1989 for $10 billion to rebuild his coun-
try's economy as Poland moved toward 
democracy, President Bush offered $115 
million. When Bush proclaimed a "war" 

This reportis basedon portionsofNational 
Journal staff correspondent Haas's new 
book, Running on Empty. Bush, Congress 
and the Politics ofa Bankrupt Government 
(Business One Irwin). 
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on drugs in September 1989, he asked 

Congress to increase spending by only
 
$716 million-less than 0.1 per cent of the

total budget-more than he had re
quested up to that point. 

When Bush and Congress debated 
America's child care needs, they haggled 
over legislation that called for far less 
spending (in inflation-adjusted dollars) 
than the $2.1 billion in a bill that Presi
dent Nixon vetoed in 1971-before peo
pie talked about a child care crisis. Time 
after time, the government concluded that 
it could not find adequate funds to ad
dress the problems at hand. 

"Uncle Sam is running on empty," Sen. 
Ernest F. Hollings, D-S.C., wrote in The 
Washington Post in April 1989. "To serve 
in Washington today is to witness the fed
eral government at its worst. We on Capi
tol Hill preen as we introduce empty 
'sense of the Senate' resolutions, sham 
budgets and hollow bills and then expect 
to get a good government award for our 
efforts .... Meanwhile, under George 
Bush as under Ronald Reagan, the 
hollowing out of the federal government 
continues apace. Profound social prob
lems-the pathologies of the underclass, a 
failing education system, declining com
petitiveness-are not addressed in any
meaningful way whatsoever. Our govern
ment has charted a course of drift, disin
vestment and decline." 

It was a sweeping indictment, but per
haps not an overstated one. Since the defi
cit soared to mind-boggling heights in the 
early 1980s, it has warped the art of gov
erning in Washington, constrained Amer
ica's leaders and, in a sense, reduced the 
hopes and aspirations of those they serve. 
The government is locked in place, its 
leaders engulfed by this all-encompassing 
problem, unable to do much else because 
of it. Pressured by their constituents and 
by powerful interest groups to protect ex
isting programs and not raise taxes, the 
nation's leaders lack the means to con
front America's emerging challenges in a 
significant way. 

"In my opinion, talk, thought and ac
tion about the budget in the government 
today is a scandal," Herbert Stein, chair-

AKY 



man of Nixon's Council of Economic Ad-
sisers. told the House Budget Committee 
late last year. A few days earlier, drug 
czar William J.Bennett had reportedly 
explained why he would temper his re-
quest for antidrug funds by saying, "I live 
in the real world." Referring to Bennett, 
Stein said: "But the opposite is true. He 
and the rest of us are living in an unreal 
world. a world in which policy is deter-
mined by artificial, self-imposed con-
straints." 

Unreal? Indeed. For America had not 
suddenly grown poor. It remained the 
%,orld'srichest nation in terms of the size 
of its economy, with its people enjoying 
the hi hLst standard of living. But with its 
leaders unwilling to eliminate the deficit, 
the goernment pleaded poverty. "Weha~e more will than wallet," Bush said in1 

his inaugural address. But the President 
had it backwards, as columnist George F 
Will pointed out. 

America had more wallet than will-
that is,more money in the economy than 
it was using wisely, more financial re
sources than it was willing to tap. What it 
did not have were political leaders willing 
to balance the budget so they could, in 
turn. make suitable federal investments inchild care, in education, in housing, in 

antidrug efforts and in a slew of other 
areas. 

RELUCTANT POLICY MIAKERS 
It is here that the economic and politi

cal sides of the deficit story mesh. Obvi-
ousl%. if the nation's leaders did not view 
the deficit as economically harmful, they 
would not feel compelled to control it. 
And in the absence of control, the deficit 
would gro% to S250 billion or more (as it 
might any ay because of slow economic 
grovkth and higher defense spending re-
lated to the Persian Gulf crisis). Only be-
cause the\ %or'rv that the nation will 
esentually pay the price for its fiscal prof-
ligac. do the political leaders pay atten-
tion. 

But if they are unwilling to let the defi-
cit gro\ much, they are almost as reluc-
tant to reduce it To impose tax hikes and 
spending cuts, elected officials need a rea-
son behind which the public can rally,
such a a sudden economic downturn. 
But the deficit is less a short-term prob-
lem 1han along-term one. It is less likely 
to cause an economic collapse than it is to 
impair the hing standards of future 
Amencans 
Un, illing to ignore the deficit and un-


able to reduce it,
federal policy makers are 

resigned to living with it. They are 

trapped in a cage of their own making.

But rather than admit it, they hide behind 

the %eil of national bankruptcy, a notion 

that America has run out of money, that 


its government cannot address today's 
problems. 

"We find ourselves saying all kinds of 
absurd things," Stein, now a senior fellow 
at the American Enterprise Institute for 
Public Policy Research, told the Budget 
Committee. "For example, when Presi-
dent Bush announced his space explora-
tion program, the pundits immediately 
got busy to say that although we could 
afford a big space program in the time of 
John Kennedy, we cannot afford it in the 
time of George Bush. But, in fact, real per 
capita consumption in the U.S. today is 

rupt the economy, jumped aboard 
national best-seller lists after its publica
tion in 1987. 

But decline is a relative, not an abso
lute, concept. The United States is still the 
world's dominant economic power. Its 
lead had merely slipped as Japan and 
Western Europe rebuilt their economies 
from the devastation of World War II and 
became competitors. 

Late last year, former Federal Reserve 
Board chairman Paul A. Volcker com
plained about the nation's willingness to 
use fiscal problems as an excuse to aban
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"Our govornmonl has charted a course of drift, disinvestment and dodino."
 

almost twice as high as when Kennedy 
was President, and we can afford much 
more than we could then. 

"The President evidently wants to ex-
tend some economic aid to Eastern Eu-
rope," Stein went on, "hut there is a gen-
eral consensus that we can only afford to 
provide aid in the low hundreds [of] mil-
lions of dollars, while the Japanese can 
afford to spend tens of billions of dollars. 
But the U.S. GNP [gross national prod-
uct] is at least twice the Japanese." 

Policy makers' attitudes may reflect the 
public's sense of national bankruptcy. 
Asked in 1988 about America's place in 
the world, only 22 per cent of respondents 
to an Americans Talk Security poll said 
the nation's economy was still the world's 
strongest; 41 per cent put it even with 
those of Japan and Western Europe; 34 
per cent put it below, 

Americans, meanwhile, were reading 
books that attempt to explain the nation's 
changing world role. It was perhaps no 
coincidence that Paul M. Kennedy's The 
Rise and Fall of the Great Powers (Ran-
dom House), which suggests that Ameri-
can military commitrients could bank-

don world leadership. "It has somehow 
become fashionable to say that we can't 
'afford' to do important things abroad, 
like providing substantial help to Eastern 
Europe, and that we can't afford to do 
even more obvious things at home, like 
rebuilding our cities and better educating 
our people," he wrote in The Washington 
Post. 

"Let's not confuse our political prob
lems with lack of the resources required to 
support continued leadership," Volcker 
urged. "The margin of our economic ad
vantage over other ad\,anced countres 
has indeed narrosed, pirl ,,..,Ji-ired 
result of our own policies. But ve are still 
the largest and richest economy the world 
has ever seen; by any measure, we are far 
better off materially than when we gave so 
generously to postwar Europe. So there 
are no inexorable economic or external 
forces-no new burdens-that demand 
we withdraw from leadersh;p if it hap
pens, it will be of our own choosing." 

Similarly, when asked in 1989 how 
America could afford his vision of a "war 
on drugs," Gov. Mario M. Cuomo. D-
N.Y., attacked ti;e assumptions behind 
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that question. "A radical government in 1987, it was supposed to guarantee a bal- lier assessment by House Budget Corn-
Quebec invades New York," he told col- anced budget by setting steadily lower an- mittee chairman Leon E. Panetta, D
umnists Rowland Evans and Robert nual deficit targets. If the White House Calif. 
Novak. "The President declares this an and Congress could not meet them, the After Congress adjourned for 1989, its 
outrage and demands it end. But will you law would take over by imposing across- leaders talked up its performance on 
send troops, Mr. President? Oh, no, we the-board cuts on many domestic and de- PBS's MacNeil/LehrerNewsHour. Senate 
can't afford that. Let New York handle fense programs. Minority Leader Robert Dole, R-Kan., 
that. Let them use the militia. That's how What Washington has learned since quoted Darman's comments. House 
we fight the drug war, and it is a war." then is that probably no law can force Speaker Thomas S. Foley, D-Wash., corn-

War or no war, Cuomo's point was well America's leaders to do what they don't paring the deficit cutting effort with those 
taken. Washington addressed the drug want to do. The budget act may have ofearlier years, called it "one of the stron
problem, which Americans said was the brought the budget a bit closer to balance. gest, if not the strongest." 

But the deficit, by most economic And yet when Reagan's first few defi
standards, remains far too high. cits evoked deep concern, the government 
And deficit cutting has come at undertook some deficit cutting that 
great cost to the integrity of gov- makes 1989's effort seem laughable. In 
emnment. 1982, for instance, Congress passed a tax 

t. 	 As almost any officeholder bill to raise $98 billion over three years
would admit, the Balanced Bud- and a reconciliation bill to cut spending 
get Act has nourished a passion by $13 billion. 
for blue smoke and mirrors, a]- By contrast, the tax and spending mea
lowing policy makers to pretend sures adopted last year were aimed at slic
that the deficit is falling rapidly ing an estimated $17.8 billion off the fiscal 
when almost everyone knows oth- 1990 deficit. In January 1989, the Con
erwise. In a sense, the nation's gressional Budget Office (CBO) had pro
leaders have been engaged in a jected that the deficit would stay above 
conspiracy. They have all prom- $120 billion for at least five more years. A 
ised to cut the deficit. And when year later, with the tax and spending mea
they have failed to do so in a sures anu new economic assumptions 
meaningful way, they have plugged in, the CBO's estimate had barely 

~. boasted of their achievements as if changed. 
•, 	they had turned the comer on the In their deficit cutting exercise, policy 

problem. makers move government funds around:' , / ,,i'They 	 one board game. They enact!l'jl/g~ 	 congratulated an- like pieces on a 

" .,,.other, for instance, on their efforts policies intended to help meet the next 
7 to reduce the fiscal 1990 budget, annual deficit target, even if those policies 

although those efforts did little might lead to higher deficits in later years. 
; about the deficit. When Bush and Because they,'-vcus on the next election, 

.. " 	 congressional leaders gathered in their aim is to get by for another year. 
the White House Rose Garden on So they sell federal loans, generatingan April afternoon in 1989 to un- quick 	dollars but costing the government 

American Entorpriso Institute's tlorbort Stein veil the budget agreement they in loan repayments in later years. They
Policy Is sot by "solf-imposed constr lnts." had just negotiated, they told the pass spending bills but prohibit some 

nation something that they did money from being used until a year or so 
nation's most important, with only not believe-that the pact would 
slightly less lethargy than it faced others. cut the deficit to just under $100 " 
Time captured the mood with an article billion. , . .'.-, ,. 
entitled "Is Government Dead?" The negotiators and other top of- .'. . 

"Abroad and at home," it warned, with ficials knew the agreement was a , 
a teary-eyed George Washington on its sham, a kind of paper tiger created 
cover, "challenges are going unmet. Un- by the Administration's optimistic ' * ' 
der the shadow of a massive federal deficit economic assumptions and ac- . : , 
that neither political party is willing to counting gimmicks, not by serious ! " """ 
confront, a kind of neurosis o"accpted deficit cutting. Even those happy . 
limits has taken hold from one end of about its exisic-nce were hard-put to " 
Pennsylvania Avenue to the other. What- defend it. 
ever the situation, .... When Bush and Congress couldthe typical response 
from Washington consists of encouraging not fully implement that modest 
words and token funds." pact, their rhetoric, nevertheless, V. 

reached loftier heights. "An excel
lent bill," White House spokesman . . 

A FLAWEDI STAT ? Marlin Fitzwater said of the budget ..
 
Nothing symbolizes this "neurosis of reconciliation bill that was sup- ,,... " 

accepted limits," this tendency to plead posed to enforce the agreement. . .
 
poverty when confronted by mounting so- Maybe "the best reconciliation bill . . ,.
 
cial problems, better than the Balanced in years," Office of Management ".'..... ..... . ".
 
Budget Act that Washington thrust on and Budget (OMB) director Rich- Formor Fed dialrma, Paul A,Volcker
 
itself. Enacted in 1985 and revised in ard G. Darman said, citing an ear- We use fis al prtblems to excuse Inactlon.
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later. They delay the year's final pay date welfare state brick by brick during the grams with small down payments, but 
for government employees by a day or so, three decades prior to 1980." with a hint of more money for them in 
enough to push it into the next fiscal year. Only by fixing the deficit problem can later years. 
(In a variation on that theme, the Penta- policy makers return to the period of As for programs that are on the table
gon moved a pay date up from fiscal 1990 powerful government. But their short- at least, for discussion-policy makers are 
to 1989, helping to meet the 1990 deficit term interests may not allow such a fix. not much more eager to cut them. More 
target but raising the 1989 deficit.) For one thing, much of the budget is "off lawmakers than ever have a stake in exist-

If this is a game, the object is less to cut the table." Interest on the debt, represent- ing programs because of the proliferation 
the deficit-although many would be ing 15 per cent of spending, has to be paid. of committees and subcommittees. With 
pleased if that happened-than to let the Leaders on the Left and Right, reading more panels, each lawmaker serves on 
White House and Congress boast that the political tea leaves, have left alone more. Members of the House Elucation 
they have reached the required deficit tar- other big chunks of spending, principally and Labor Committee, for example, in
get. But it is not just a game, for the stakes programs for the elderly. Social security, variably grow to like programs that offer 
are high. Henry J. Aaron, a senior fellow at 20 per cent of the budget, has been left student loans, job training and other ser
at the Brookings Institution, told the untouched. Medicare, at 8 per cent, has vices. They study them, know their pur-
House Budget Committee late last year, beei trimmed, but the cutbacks mostly pose, become attached to them, view 
"I have the sense that as Congress and the affect providers, not recipients. Nor have them as less expendable than others and, 
Administration are forced to go through government officials beer, more willing to accordingly, resist proposals to cut them. 
these exercises and resort to such devices, cut other big federal and military retire- This is particularly true for subc. 'mmittee 
that we are all performing childish rituals ment programs. chairmen. The larger the prog. ams within 
rather than engagir , in adult debate Policy makers have acted with similar a subcommittee's jurisdiction, the more 
about constructive ni,iorial policy." discretion on the tax side. Having cut per- powerful is its chairman. 

So destructive are these "rituals" that sonal and corporate income 
Aaron and others insist the government rates in 1981 and 1986, few I JEW 
would be better off scrapping the 1985 want to raise them. Scores of de
budget act. They have a point. In the early ductions have proven their 
1980s, before the Balanced Budget Act popularity by surviving the tax 
was adopted, the White House and Con- code housecleaning that led to 
gress were forced to rely on their own the 1986 Tax Reform Act. As 
sense of whether the deficit was so high with spending, much of the tax 
that it would eventually hurt the U.S. ledger is untouchable. 
economy. When they thought so, they cut Washington, having created a a 
it-and by much greater amounts than deficit by commission, now 
they have since the budget law was seems ready to ensure its lon
passed. gevity by omission. Almost half 

The deficit remains high. But fewer of spending programs have been 
politicians seem to fear that it -ill cause left untouched to consume an 
economic harm. So the' merely pretend ever-larger share of the budget 
to cut the deficit by exploiting loopholes pie. Facing cuts each year, the 
in a law tha, hasn't met its designers' lofty remaining programs-defense 
expectations, and day-to-day domestic pro- ]

But don't expect the nation's leaders to grams for housing, education 
take Aaron's advice. Though few politi- and so on-have shrunk as a '.; "s- . 
cians think much of the budget act, Dem- portion of the budget. 
ocrats and Republicans alike do not want Liberals want more for social ... , 
to be tagged fiscally irresponsible by re- programs, and conservatives , . 

pealing a law that's supposed to balance want to protect defense. But few ' 
the budget. So they will hang on to the in each camp have questioned ,. . 

law-or a successor-and keep moving the assumptions that have left ' , , ..,
 
small sums of money around while not so much of the budget un- ... .. '::..
 
doing much about big problems. touched and have thus thwarted , ".
 

their efforts to find more I "a " .,., _ 
money .... 

IOPOT11CE Such realities have helped to Iloary J.Aaron of the D3roohings Institution 
Not many policy makers like the situa- reduce the differences between tVo podor "dildlish rituals" oa tho budgot. 

tion, which conflicts with their normal Democrats and Republicans. In 
predispositions. Most have come to 1988, Bush effectively tarred Democrat Lawmakers also are spurred on by 
Washington to do things-kick around Michael S. Dukakis as a "liberal," raising committee staffs, which have also grown. 
ideas, debate policy, make laws. In attack- the specter of another round of"Big Gov- As lawmakers' workloads have increased 
ing problems, most of them viewed gov- ernment" that Bush opposed. But for all and issues have become more compli
ernment spending as their most potent their supposed differences, Bush and Du- cated, the staffs ha,e increased in power 
weapon. Nor was this view confined to kakis seemed to share the same assump- and have the same stake in programs that 
"tax and spend" liberals. In The Triumph tions about fiscal policy: leave social secu- committee members have. 
of Politics (Avon Books, 1987), former nty alone and avoid raising taxes, External pressures have also exerted an 
Reagan OMB director Dave Stockman particularly tax rates. enormous influence on lawmakers. The 
called it "the modern dirty little secret of Bush, in his fiscal 1990 budget revi- number of national trade and professional 
the Republican Party: The conservative sions, proposed the very thing that Duka- associations headquartered in and around 
opposition helped build the American kis had promised: a series of new pro- Washington reached about 2,200 by the 
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sidered domestic cating ne, tax breaks than raising money 
needs, they slammed to fix the deficit. A Bush-backed cut in 
headfirst into the bud- capital gains taxes had a particularly se
get deficit. Rather ductive appeal. Not only would it let pol
than fix the problem, icy makers hand out a tax break to 
they hid behind the wealthy constituents, it also would bring a 
myth of national short-term burst in federal revenues, mak
bankruptcy and of- ing it easier to meet the next deficit target. 
fered relatively small In the long run, a capital gains cut 
sums for large needs. could cost billions in lost revenue. 
At the same time, they Though some lawmakers talked about 
molded their actions that problem last year, however, others 
to the often irrational ignored it. Only because the new Senate 
rules of the 1985 bud- Majority Leader, George J. Mitchell, D
get law and, in the Maine, mounted an attack on Bush's pro
process, pushed for posal did Senate Democrats rally behind 
policies that seemed him to prevent the President from fulfill
more counterproduc- ing a key campaign pledge. 
tive than helpful. Congress extended tax credits for nine 

When the federal months for business research and devel
government, in its opment, low-income housing construc
costliest rescue ever, tion and several other pursuits. But the 

.	 developed a bailout extension was driven more by fiscal con
plan for the thrift in- straints than tax policy. Although the re
dustry, many policy cipients would be likelier to take advan

iA • makers openly admit- tage of the credits if the breaks lasted 
,, ,• ted that it was not the longer, a nine-month extension was all 

" '" ~best scheme possible. that the government could afford. 
k... Much of the cost of On the issue of child care, the govern

.:," ., .- - the bailout was put off ment's inacion was especially telling. 

3- to the future when the This was perhaps the biggest domestic is-
A--_ White House and sue in the 1988 campaign, and the govern

.' . .. <Congress decided to ment was expected to respond with a new 
, ,. !.- . borrow the money and program and possibly with legislation on 

A. - _r_,...'- repay interest.'. . it with related family issues. 
Child core has boon losing out to Inch of politIh€l aill. over the next three de- The political Left and Right had 

cades. That raised the reached a consensus on major problems 
late 1980s-a third of all such groups in total cost by billions of dollars, but most facing the U.S. economy, including the 
the country, according to the Greater policy makers took it in stnde. fifth of children living in poverty, the mil-
Washington Society of Association Exec- Bush and Congress boasted that they lions of youngsters lacking health care 
utives. More groups poured more money had stayed loyal to their schedule of an- and learning little in school, the growing 
into campaigns through political action nual deficit targets. Technically, they had. scarcity of adequately skilled workers and 
committees, whose numbers rose from But in doing so, they resorted to fiscal the increasing number of working-poor 
608 in 1974 to 4,268 in 1988 and whose gadgetry. Instead of accounting for all families. 
contributions represented increasingly bailout costs directly, they set up a semi- But policy makers accomplished little. 
larger shares of total campaign funds. private corporation to borrow most of the On child care, they could not overcome 

When proposals are made for spending $50 billion. Healthy thrifts would repay interparty and intra-party battles over 
cuts, those groups leap into action. They the principal; taxpayers would pay at least how best to distribute scarce federal aid.
 
send their Washington lobbyists to talk $150 billion in interest. Nor could they find a way to expand the
 
with lawmakers or staffs or with the rele- Because the corporation would borrow earned-income tax credit (EITC)-the
 
vant executive branch departments. They most of the money, it would not show up tool of choice for the working poor-and
 
order their hundreds, thousands or mil- in the budget. But for the same reason, still proclaim that they had reached their
 
lions of members across the nation to interest costs would probably be higher. next deficit target. Only because employ
write to their Members of Congress. They In essence, policy makers decided that ers would absorb the cost did they rais.
 
contribute to an incumbent's reelection proclaiming loyalty to their budget rules the minimum wage.
 
account. was more important than choosing the Last year, it was child care and an
 

Philosophically, Bush is not averse to most cost-effective plan. EITC increase that lost out. Washington, 
using Washington to solve national prob- Some lawmakers, objecting to the idea apparently more willing to plead povcrty 
lems. Indeed, with the public looking of borrowing, wanted the government to than to solve the overriding deficit di
more favorably on an enhanced federal pay the bill out of today's funds. When lemma, could not respond to challenges 
role in domestic policy than it did during Rep. John 1. LaFalce, D-N.Y., suggested posed by demographic changes at home 
the Reagan years, Bush seems well suited that the government raise the $50 billion and economic competition from abroad. 
to the times. After vowing in his 1988 over three years through tax increases or And unless Congress enacts, and Bush 
campaign that "I do not hate go ,ein- spending cuts, few questioned his logic or signs, legislation implementing the much
ment," Bush offered a list of proposals for his oiorality. But his idea raised too many discussed "Big Deal" that would solve the 
new spending that could have pleased any politically troubling issues. deficit problem over thL next few years, 
liberal Democrat. On the tax front, policy makers spent today's national needs will probably go 

But in 1989, when policy makers con- more time last year thinking about allo- unaddressed. 	 13 
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Prepared statement of Dr. Alvaro Umaha (Professor, Central
 
American Management Institute (INCAE)) before the Subcommittees
 
on Western Hemisphere Affairs and Huma._n Rights and International
 
Organizations, Committee on Foreign Affairs, U.S. House of
 
Representatives
 

Washington D.C., July 11, 1990
 

DEBT FOR NATURE SWAPS TO PROMOTE SUSTAINABILITY IN LATIN AMERICA
 

1. INTRODUCTION
 

Mr. Chairman, Members of the Subcommittees, I welcome the
 
opportunity to state my views on debt for nature swaps and their
 
role in environmental conservation efforts in tropical countries,
 
which are disappearing at an alarming rate.
 

Within these forests live nearly two-thirds of all the
 
plants and animals which share the planet with us. Nevertheless,
 
each second that passes, the equivalent of an entire football
 
field of tropical forest disappears, and with it, all the
 
organisms that live in these ecosystems. We are extinguishing
 
life on Earth at a rate thousands of times greater than in any

previous period during the evolution of life. The fate of the
 
tropical forests will not be decided in the 21st Century, but
 
rather in the next decade, and with them may disappear a
 
considerable componept of the planet's biodiversity.
 

Economic pressures are forcing rural populations in tropical

countries onto a path of destructive short term exploitation of
 
precious timber species. Such exploitation is expanding
 
ecological destruction, increasing pressures for climatic change,
 
and limiting the development options of future generations. In
 
most cases, however, there is still hope to redirect the
 
development path toward a sustainable course, and we are
 
presented with a unique opportunity to reverse the destructive
 
trends of the past.
 

Appropriate economic incentives to tropical developing

countries could significantly reduce deforestation and support a
 
massive biomass buildup in a global scale. In addition to its
 
positive influence on rural development and poverty in developing

countries, ouch a program re-greening the planet i. increasingly
 
recognized ao the most effective way to curtail the potential
 
impact of global climatic change.
 

These economic incentives to tropical countries are critical
 
to implemant any strategy. H.R. 5088, as introduced by

Congressman Kostmayer, would authorize the President of the
 
United Statos to convert a portion of the bilateral debt of Latin
 
American countries, and wouid therefore provide opportunities for
 
the incentives required for environmental protection. The
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one initial debt-for-equity swap was approved by the Central Bank
 
in January 1987. The Northwest Bank of Minnesota was allowed to
 
swap $10 million of Costa Rican debt-titles that it held to take
 
an equity position in Portico, a local door-manufacturing
 
industry with considerable export potential. Local currency
 
bonds provided by the Central Bank were used to purchase nearly
 
5,000 hectares of forest, which will be managed sustainably, with
 
a cutting cycle of 35 years and speeding natural regeneration.
 

Since this was a private transaction and was directed to
 
sustainable management and not absolute preservation, the deal
 
did not attract much attention from the media, although it
 
represented the first critical effort in Costa Rica. On February
 
2, 1987, the Ministry of Natural Resources proposed to the
 
Central Bank a debt for nature program which was approved in
 
August of that year for $5.4 million, as the first allocation of
 
a longer-term program. During that year, in addition to Costa
 
Rica, Bolivia and Ecuador also approved individual swaps or
 
programs.
 

Since then, the mechanism of converting commercial debt into
 
local currency instruments for conservation projects has gained
 
widespread recognition and hundreds of articles have been written
 
on the subject. Despite the publicity, only about ten countries
 
have approved projects of this nature, and many developed as well
 
as developing countries have expressed some reservations.
 

In the case of Costa Rica, in less than three years, over
 
$90 million in debt-titles have been purchased for conservation
 
and sustainable development projects. This is the equivalent of
 
6.5% of a total commercial debt of $1.5 billion. Although this
 
entire commercial debt has recently been restructured, the debt
 
for nature program carried out was the largest in the world and
 
preceded the overall negotiations.
 

To understand how this process came about, it might be
 
helpful to consider the evolution and characteristics of the
 
program from its humble $5.4 million beginning.
 

Some of the moot important features of the Costa Rit-an
 
program were the fact that the idea was generated by the Ministry
 
of Natural Resources and support from the Central Bank had grown
 
slowly over time. The Bank eventually approved a program to be
 
authorized by the Ministry and carried out through the National
 
Park Foundation. The existence and respectability of this
 
foundation were critical to the success of the program. Funds
 
from a variety of donors, primarily U.S. environmental groups and
 
foundations, would be channeled to the National Park Foundation,
 
to be converted into local currency bonds for a variety of
 
projects. Another unique feature of the program is that it
 
included environmental education, ecological and scientific
 
tourism, and sustainable forestry in addition to land purchase
 

3
 



face value of the titles, interest rates near 15% and a
 
maturation period of four years. Close to US $24.5 million have
 
been purchased in this transaction, and with other additional
 
grants may reach US $30 million.
 

A third quota of $5.6 million was approved by mid 1988, but
 
the Central Bank had lowered the conversion to 30% of face value,
 
partly due to the fact that some Costa Rican debt could be
 
purchased for as low as 12 cents on the dollar. Some U.S.
 
environmental groups claimed that Costa Rica was utilizing this
 
as a strategy to lower the value of its debt, and others
 
suggested that few takers would be interested under those
 
conditions. However, this did not turn out to be the case, and
 
by late '988 donors had been lined up. With support from The
 
Nature Conserrancy, American Express Bank sold $5.7 million to
 
this organization for 14 cents on the dollar. The Nature
 
Conservancy, in turn, sold these titles to the National Parks
 
Foundation at 11 cents on the dollar. The Central Bank provided

bonds with interest rates at 15% and maturation periods of up to
 
four years.
 

A final quota of US$ 10.8 million was approved in December
 
of 1989 for additional Swedish funds. These have been the debt
 
for nature transactions carried out thus far, and one may believe
 
that the mechanism could be used indefinitely; however, limits
 
exist in terms of inflationary impact.
 

Ultimately, debt for nature swaps are a mechanism through

which developing country governments create value by multiplying
 
the impact of donations for conservation by providing local
 
currency bonds in amounts several times larger than the original
 
grant. If we assess the overall Costa Rican program, nearly $14
 
million of grants and donations were used to purchase over $90
 
million of debt titles and to obtain close to $45 million in
 
local currency bonds. The net result is that the Central Bank
 
has provided three colones in bonds for each colon donated to
 
Costa Rica. It is critical to bear this fact in mind in order to
 
understand the alchemy of debt for nature swaps, because in the
 
last count the colones injected into the economy by local
 
currency bonds can have a significant inflationary effect.
 

Viewed from a different perspective, the overall result has
 
been for the Central Bank to purchase $90 million worth of face
value titles for $45 million in local currency bonds, or less
 
than 50% of face value. From this perspective, the Central Bank
 
and the original donor have shared the discount obtained in the
 
purchase of debt titles in secondary markets. If titles are
 
purchased close to 15 cents on the dollar, the Central Bank can
 
match the grant on a 3 to 1 basis and still pay less than 50% of
 
the face value of the title, thereby reducing future interest
 
payments on this amount.
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One critical element in the Costa Rican program has been the
 
effort to minimize the inflationary impact of the transactions by
 
utilizing only interest payments from the local currency bonds.
 
These instruments themselves are held in an escrow account and
 
can not be sold.
 

Under the request of the Costa Rican Government, The Nature
 
Conservancy commissioned a study to assess the potential
 
inflationary impact of debt for nature swaps. This study
 
concluded that if Costa Rica were to spend $50 million in local
 
currency generated by swaps in one year, any inflationary impact
 
would be less than one half of one percent. Although this figure
 
is preliminary and might appear negligible, in ultimate instance
 
we must face the fact that the limit to debt for nature swaps is
 
their inflationary impact. The longer the term of the bonds, the
 
smaller the problem becomes, and each economy must set limits
 
based on its conditions. In the case of Costa Rica, the Ceitral
 
Bank has approved a target of $15 million per year starting in
 
1989 for conservation, education and micro-enterprises program.
 

The new program also provides the opportunity of dollar
 
denominated, 20 year bonds with an interest rate of 3t and 80t of
 
face value. The alternative in local currency is a 20 year bond,
 
with 8% interest and 100% of face value. These options appear
 
quite attractive and are likely to be implemented shortly.
 

Additional amounts could be approved only if the framework
 
of debt-swaps could be expanded to include bilateral debt, since
 
interest payments for this debt represent additional foreign
 
ewhange requirements besides the service of the commercial debt.
 
This is why H.R. 5088 and the America's Initiative are both
 
timely and appropriate.
 

6. BILATERAL DEBT OBLIGATIONS AND THE ROLE OF DEVELOPMENT BANKS
 

Bilateral debt obligations also provide an advantage in that
 
no agreements with commercial banks are required and the two
 
governments (lender and debtor) can enter into negotiations
 
directly. These negotiations could include both partial
 
condonation as well as partial conversion of payments to local
 
currency bonds for financing sustainable development projects.
 
Therefore, no intermediaries Pre required and the governments
 
themselves can decide on the conditions of the swap and the
 
contents of the program.
 

The essence of the proposed mechanism is that some bilateral
 
loans, whose interest payments and amortization represent a
 
tremendous burden to developing countries, be targeted for
 
conversion into local currency funds that could be partially
 
devoted to finance projects commonly agreed by lender and debtor
 
countries. A concrete example could be a loan from country A to
 
country B, whose interest payments could be devoted in local
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efforts being made by developing countries would be more
 
effective if unequal exchange were reduced, protectionism

decreased and debt renegotiated. Ultimately, new resources are

required to deploy workable global strategies as outlined above.

As concrete steps to initiate this process, several mechanisms
 
should be established in the short term:
 

0 Debt for nature swaps should be encouraged by both
 
developed countries and multilateral development banks.
 
These swaps should be expanded from commercial to bilateral
 
obligations, so that old loans requiring foreign exchange

could be earmarked in local currency for environmentally
 
sound projects.
 

* An Environmental Rehabilitation and Development Fund
 
should be created by the industrialized nations.
 
Responsible directly and indirectly for considerable
 
ecological destruction, they have the resources needed to
 
help the developing world implement strategies for
 
sustainable development. Such a fund would enable us to
 
address environmental issues in a mutual, respectful, and
 
constructive manner.
 

• Policies dealing with agricultural subsidies should be
 
reconsidered, in light of the negative impact that they have
 
on developing country farmers and consequently on the global

environment.
 

0 Efforts to negotiate urgent global treaties recognizing
 
as common resources our shared elements 
-- such as the 
atmosphere, the oceans, and biodiversity -- should be 
encouraged and expedited." 

On behalf of the Central American Management Institute
 
(INCAE) I would also like to express our gratitude for the
 
Committee's recent support to debt renegotiation to non
governmental organizations. Your continued efforts to support

the processes of peace and development in Central America are
 
greatly appreciated and will be critical in the future. 
 Thank
 
you.
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The Economy and the Environment: 
Revising the National Accounts 
In light or the current concern about the 
e,,,,ronment. increasing attention is being 

directed to whether its interaction with the 

economy is adequatel" reflected in the na-

tional accounts-the bellwether guideposts 
tor policyriakers. The key issue is whether 

the national accounts neglect the con-
sumption ot environmental resources and 

thereby overstate the amount of income 
that can be consumed today without re-
ducing the capacity to produce tomorrow. 

The strikingly different character of rela
tions in the natural world and the ecG 

nomic world has, until now, kept study of 

the two realms largely separate. However, 

as part of the review now taking place of 
the United Nations System of National Ac

counts (SNA), last revised in 1968, a num
ber of proposals have been made to revise 

the portrayal of the relationship between 
overall economic activity and the natural 
world within which it takes place. 

Companies have found ways to account 

for their interactions with the environment, 
for example, in estimating the cost of pre-. 
venting or correcting any environmental 
damage they may cause or of meeting the 

requirements of particular environmental 
legislation. At the macro level, however, it 

has proved difficult to measure the interac

tion of economic activity and the environ-
ment and to integrate these measurementsinta th intna ecnts 

What the National Accounts Cover 

An understanding of these difficulties must 

begin with an appreciation of the nature of 

the national accounts, what they are de-
signedthey


m tesignhed ound neaea cvetos 

they have found it necessary to adhere to. 

The national accounts, as set out in the 

SNA, do not attempt to cover 
activities. They do not, for example, cover 

wok. ssetialy, heycapital nature of many environmental asmosthouehodmost household work. Essentially, they 

those economic activities 
measure only 

that involve exchange in monetary terms. 

Because such exchange occurs when there 

is scarcity, activities that involve the con-

sumption of seemingly infinite resources

breathing pure air, for example-are not 

covered and are not reflected in GDP. In 
3ddition, stringent criteria govern the rec-

ognition of capital assets in the national 

accounts. Specifically, tangible capital as-

sets (other than nonreproduciblp assets 
such as land) are generally required to be 

the result of the production process, to be 

exchanged for money or produced for peo-
pie's own use, and to be engaged in pro-

ducing goods and services that are also 
exchanged for money. 
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Now York's smoggy akyline: the impact on tho ocon. 
omy of air pollution can't be measurod procisoly. 

Recently there has been growing recog
nt th a man roducts eot 

nion met areho t e an ged f mo e 

ar no t ec on c c
evir e 

are necessary to sustain economic ac

tivity. As a result, proposals have been 

made to adjust the national accounts to 
reflect this relationship. Of particular im

portance are proposals to acknowledge the 
cptlntr fmn niomna s 
sets that interact (Please turn to page th8 

Camdessus Speaks
On Eastern Europe,
 

Global Cooperation
 
The hard road to economic reform in 
Eastern Europe and the need for 'a ,es. 

contract for international cooperation" 

were the focus of two recent speeches 

by M. Camdessus, the Fund's Managing 
Director. One was delivered at a con
ference in Budapest and the other be

fore a special session of the UN General 
Assembly in New York. Excerpts from 

the speeches begin on page 170. 



Correcting Flaws in the National Accounts prodch extracted natural oter 
than their extraction cm).t-, anc, so'me profit 

fcontinued itom rroni pae- with the economy 
even though the, are not exchanged for 
mone, and to include in the consumption 
of capital assets the consumption of en-
vironmental asset, 

Adtusting the national accounts for this 
purpose will be difficult. it will require 
measuring the interaction-sometimes 
likened to a balance of payments--of two 
altogether different worlds. Also, revisions 
of those sections of the national accounts 
that relate to the environment will have to 

be made in terms consistent with the rest 
of the national accounts 

Proposals for Change 
Proposals by a number of economists, en-
vironmentalists, and statisticians for incor-
porating the interaction between the econ-
omy and the environment in the national 
accounts center on three issues; 
o depletion of natural resources extracted 

for sale; 
o "defensive" expenditures to prevent or 

correct environmental damage; and 

0 degradation of the quality of the en-
vironment as a result of economic activity, 

The first two involve exchange for money 
and are therefore already covered in the 
national accounts, but would be treated 
differently. The third would introduce into 
the national accounts measurements to be 
drawn from the environment, 

How is each of these three interactions 

between the environment and economic 
activity now treated in the national ac-

counts and what suggestions have been 
made for changeP 
Depletion of Natural Resources. Under 
present national accounts practice, extrac-
ted natural resources such as oil are 
counted as part of production and, hence, 
GDP, when they are extracted and sold, 
and their proceeds are attributed to an 
operating surplus, which is distributed in 
the form of property income. Their use is 
not counted in depreciation. Under the 
proposed changes, such resources would 
instead be treated like capital assets that are 

consumed in the process of extraction and 
sale. But there are two views about the kind 
of capital asset they should be treated as. 

One is to treat extracted natural re-
sources like fixed capital assets that are 
gradually used up over time in helping to 

produce other goods-in much the same 
way as a piece of equipment. Under this 

approach, the extraction and sale of such 
resources would be included in GDP, but,I"t 

because their supply would be consumed 

over time as with fixed capital assets, they 
would not be included in net domestic 
product (NDP) (see box). 

The second view calls for extracted nath-
ral assets to be treated like inventory, that 
is, stocks of goods carried in from previous 
periods. This is justified on the grounds 
that such resources do not merely facilitate 
production in the way that fixed capital 

assets do; they are actually part of the 
products that are sold. Under this ap-

Capital Assets in the National Accounts 

There are three broad categories of cap-
ital assets: financial, intangible, and 
tangible. Financial assets generally rep-
resent claims on others, while intan-
gible assets, such as patents and 
copyrights, represent no claims cn oth-
ers. Tangible assets, which are gener-
ally above a minimum value, are used 
for productive purposes for a period of 
more than one year. They are of three 
kinds: fixed capital assets, such as 
buildings and equipment; inventories, 

or stocks of goods carried over from one 
year to another; and nonreproducible 
tangible assets, such as land and sub-
soil deposits. 

Fixed capital assets are counted in 
GDP (the total monetary value of all 
goods and services produced within a 

country during a year) as fixed capital 

formation in the year in which they are 
produced. In subsequent years, their 
normal wear or depreciation is counted 
as a component cost of production and 
is included in GDP but subtracted to 
obtain net domestic product (NDP). 

inventories are counted in GDP only 
in the year in which they are produced. 
In subsequent years, as they are 
consumed, they are subtracted from 
total output and are not included in 

GDP. 
Nonreproducible tangible assets are 

not included in GDP asbeing produced 
and are not depreciated or subtracted 
from total output as they are used. Their 
share in sales proceeds is counted as 
property income. 

I 

margin, would be excluded from both 
GDP and NDP 

To accommodate either treatment. an
other category would need to be created in 
the national accounts in addition to the 
existing ones for fixed capital formation 
and changes in stocks. The new category 
would cover changes in nonreproducible 
assets used in economic activities 
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Uaking tho onvironment a sink for waste Oi. 
focts tho suatainabillity of economic octivitlas. 

Defensive Expenditures. At present, ex
penditures to prevent or correct environ

mental damage resulting from economic 
activity, referred to as defensive expend,
lures, have a different effect on GDP de

pending on whether they are incurred by 
enterprises, governments, or households. 

GDP is equal on the production side to 
total output and, on the uses side, to the 
total of final consumption, investment, and 
exports. Only governments and households 
are recognized as ro,,kint, final cur.ump
tion expenditures in tic n:,..r,i a( unts, 
however. When enterprises, incur defensive 
expenditures to prevent or correct environ
mental damage, these expenditures are 

counted as intermediate c(nsurnption nec
essary for enterprises' production. Thus, in 
sum, when defensive expenditures are 
made by governments or households, they 
are counted as final consumption and con
stitute a portion of GUP. But when such 
expenditures are made by enterprises, the 
are not counted as final consumption and 
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do n(otcon-titute a porton l .'[D ' 

'Iv separate approac n-, are proposed 
to correct these disparate effects on GDP. 
The first would count the defensive expen-

ditures ot governments and households as 
intermediate costs necessar, to prevent or 
correct the deterioration ot the environ-

ment caused b, economic activit In add-
tion, this approach would reduce GDP b, 
any degradation of the environment that 
remains uncorrected. In other words, it 

would treat defensive expenditures in-
curred by governments and households in 
the same way as those incurred by 
enterprises.. 

The second approach would include all 

defensive expenditu res-whet her by enter-~, 
prises, governments, or households-in 
G D P b u t w ould s u b t r a c t t h e deg r a da t io n o f 

the environment, in the same way as the 

depreciation of fixed capital assets is sub-
tracted, in arriving at NDP. As a result, 

GDP would be enlarged to include the use 
of the environment-as the consumption of 

natural capital-and any environmental de-

terioration would be reflected only in NDP 
Environmental Degradation. Besides the-

extraction of nonrenewable resources, eco-

nomic activity can also result in the degra-
dation of renewable natural resources, 
such as forests and fishing grounds, and of 
the circulating resources of air, soil, and 
water, This can reduce the environment's 
productive capacity-for example, through 

overfishing, deforestation, and soil 
erosion-and its use as a sink for waste 
products, thereby affecting the sus-

tainability of economic activities 
Some economic effects of environmental 

degradation are readily measurable. For 
example, crop losses caused by decreased 
soil fertility can be quantified, as can the 
reduced life of dam reservoirs as a result of 
increased siltation, following deforestation. 
Other effects, however, such as those 
caused by deteriorating air or water 
quality, cannot be measured precisely, al-

though they may be evident in, for exam-

ple, deteriorating human health. 
Proposals for measuring the economic 

cost of environmental degradation gener-

ally focus on the cost of preventing deteri-
oration or of restoring the quality of the 
environment to the level prevailing at the 
beginning of the accounting period, or to a 

level specified by official environmental 

standards. This could be estimated on the 
basis of air and water quality indexes, for 
example. 

Another, more ambitious approach goes 
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be.ond nia-urin ens ironfmenttal decraco. 

lion arising from economi( ativitv al)ne 
it also seeks, to measur net dcg;adtnor, 
caused b, nonconomc torces, including 

torces Alhin nature itself, and to integrate 
these measurement- into the national a(-

count . This approach would have to deal 

wth diticult question, of the aggregation 
ot negative as well as positive natural im-
pacts, and ot monetar, quantification. 
Questions have also been raised about the 
appropriateness of integrating the entire 
environment, rather than just its interaction 
with the economy, in a measure of eco-
nomic activity, 

..
 

4,i ,' . ,t 
" 

K '!W, . . " ' " "" '. 

#' . 

1-rh i - .,, A" 
:" ,_-

,$ . 

5,. ? ' 

. 

" 

-

-. : .,,7 - 
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damage. Such measurement- art.ne(esar% 

not only to adjust the national accounts, 
but also to establisn "environmental ac

counting" as a first step toward sound en. 
vironmental policies. 

Integrating Environmental Impact Into 

the Accounts: No, or Later? 
Beyond the question of hov\ to reflect the 
environmental impact of economic activit, 
in the national accounts, there is also the 
issue of whether this should be part of the 
core of the national accounts or compiled 
in a separate "satellite" account 
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The natlonal accounts don't measure the environmental degradatton of Virginta's James River. 

Integrating the economic effects of en-
vironmental degradation into the national 
accounts would involve approaches similar 

to those for environmental depletion and 
defensive expenditures. One approach 
would treat the value of environmental 
degradation as a decline in stocks and sub-
tract it from total output to obtain GDP. 
The other would treat such degradation 
like depreciation of fixed capital and 
would subtract it to arrive at NDP. Either 
way, the economic effects of environmen-
tal degradation would be recognized as a 
decline in tangible assets and would be 
reflected in the calculation of income. The 
net change in the stock of environmental 
assets as a result of economic activity, 

therefore, would equal quantitative deple-
.ion and qualitative degradation reduced 
by the offsetting effects of defensive 

expenditures. 
The economic effects of environmental 

degradation, unlike those of depletion and 
defensive expenditures, cannot be mea-

sured simply by r6 classifying values al-

ready incorporated in statistics on eco-
nomic activity. Rathe-, such effects would 
have to be derived by first measuring en-

r
vironmental damage and then estimating 

Those who propose a satellite account 
argue that the huge effort that would be 
required-in addition to the other changes 

in the national accounts that will now have 
to be introduced-calls for keeping the en
vironmental account separate, at least until 
more experience is gained. In contrast, 
those who favor integrating environmental 
adjustments into the core of the accounts 
straightaway point out that the current re
view comes a quarter century after the last 
revision. They see this review as an oppor
tunity to correct flaws in the accounts and 
to lay the basis for better national and 
international environmental policies. 

Jonathan Levin, 
IMF Fiscal Affairs Department 

FIssues relating to the measurement of the 
interaction between economic activity and 
the environment are comprehensively coy- i 

eromen are capbh eni led 
Environmenal Accounig Sustainable
tor 


Development, edited by Yusuf I Ahmad, 
Salah El Serafy, and Ernest Lutz. The publica
tion isavailable for US$10.95 iplus US$3.50 

States, or US$6.00 outside the United States! 
from: World Bank Publications, Poom 1-2110, 

701 18th St., NW., Washington, P.(C, 20433, 
U.S.A. Telephone (202) 473-2943.
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Caring for the World: A Strategy for Sustainability 

-- IUCN/UNEP/WWF, June 1990 

OVERVIEW ment to sustainability based on ethics and learn to behase 
as though tomorrow mattered. 

1.Caring for the World is a strategy for sustainability. It aims 
to overcome the problems of a deteriorating environment and 
diminishing natural resources. It outlines what people may do 
to satisfy their needs and improve their lives without lessening 
the earth's capacity to support them and their descendants. To 
change to ways of living and working that are sustainable 
calls for action on man, fronts by man, people. The str' :gy
points out what individuals, governments, businesses and 
NGOs can do toward that end. 

2. Like the World Conservation Strategy 119801. this Strategy
emphasizes the interdependence of conservation and devel-
opment; and the need to maintain earth's stock of natural cap-
ital. living onl on income. It goes beyond its predecessor by 
taking full account of economic and social as well as ecolog-
ical requirements; of sustainability. 

3. To achieve sustainabilitv, three main obstacles must be 
overcome: 

Lack of an ethical commitment to sustainability. 

Inequitable distribution of power and of access to infor-
mation and resources, within and among nations. 

The notion that conservation and development can be 
managed separately. 

4. Actions to care for the world are based on the following
principles: 

* Limit human impact on the biosphere to a level that is 
within carrying capacity. 
* Maintain earth's stock of biological wealth. 

g 
* Use nonrenewable resources at rates that do not exceed 
the creation of renewable substitutes. 

Aim 
* Aim for an equitable distribution of the benefits andfortsan e an dtreuitablse adeistronmofthben 
costs of resource use and environmental management 

among and within countries. 
* Promote technologies that increase the benefits from a 

given stock of resources. 

" Use economic policy to help maintain natural wealth, 


* Adopt an anticipatory. cross-sectoral approach to deci-
sion-making. 

* Promote cultural values that help achieve sustainabiliti. 

5. To overcome the obstaces to sustainability and conform 
to the foregoing principles, six strategic directions should be 
followed. Those directions and the most important of the 
cross cutting actions relating to each of them are: 

Transforming attitudes and practices. A deepzr and more 
widespread understanding isneeded of how the biosphere 
works and what threatens it. We must develop a commit-

ACTIONS: Form an international coalition to promote a 
world ethic of sustainability. Establish Amnesty for Earth 
to alert the world's people to offences against the bio
sphere. Incorporate environmental education in all educa
tion programmes and fund it sufficiently. 

Building a global alliance. No less than a full partnership
between countries is needed to arrange an equitable shar
ing of the costs and benefits of sustainability. 

ACTIONS: Retire enough Third World debt to restore 
economic wellbeing. Make development assistance com
patible with sustainability. Develop partnerships among 
NGOs of all countries. Adopt a global Convention on 
Sustainable Development. 

Empowering communifies. Individuals and community 
groups need to play their part in achieving sustainabilitv 
and to share in the benefits. 

ACTIONS: Promote Primary Environmental Care-a con

cept of self-help for individuals and communities to 
enhance their environments and develop sustainably. based 
on secure access to resources and information and full par
ticipation in decisions. Prepa cal strategies for sustainability. 

Integrating envimnment and development. Considering 
environmental management and development separatels
is the proven route to unsustainability: relevant planning 
and action must be integrated. 

ACTIONS: Make sustainability a primarn goal of economic and des elopment policies, and reflect that goal in 
budgets and investment decisions. Establish the commitment to sustainahilits, in lay,. Hold liable those whoetosuaibll nlv.Hldibethe"odeplete biological wealth or damage the health of peopleo csses nld niomna n uueue 
or ecosystems. Include environmental and future user 
costs in the price, of energy. raw materials and manufac
tured goods. Use economic instruments to provide incen
tives for sustainable action. Plan land use on the basis of 
ecosystems. Strengthen governmental institutions for sus
tainabilit). buildinp working partnerships with local gos
ernments and NGOs. Make tree access to ens ironmental 
information a fundamental right. lnco:-porate chane in 
stocks and flos, of natural veallh in national accountinLsystems. 

Stahili:ing re.wimr c demand and numher.%ofpeopIc. Per 
capita resource use is too high in some countries: in others. 
per capita resource use does not meet basic needs and 
must be increased. but population groswth must stop. 



2ND DRAFT 
ACTIONS: Replace some taxes on income and sales with Urban lands. Local governments need to be able to man
taxes on consumption of energy and other resources. Help age urban change to support more stable and producti,,e 
lower-income countries adopt resource-efficient systems. economies while controlling environmental degradatio 
Join and support "green consumer" movements. Triple the and using resources sustainably. 
suppl) of family planning services in the 1990s. Improve 
the status of women and maternal and child health care. ACTIONS: Develop stronger and more representative 
Direct development to increasing the security and incomes local governments. Integrate urban and related rural poli
of the poorest families. cies and actions. Empower and support citizen groups. 

Develop atransport policy that conserves energy and land. 
Conserving the variety of life. Biodiversity must be con
served for three reasons: all species have a right to exist. Farm and range lands Sustainable agriculture depends on 
the variety of life helps to make the planet fit for life: and the attitudes and practices of farmers. In lower-income 
from the variet\ of life we get all our food. much of our countries. the needs are to increase self-reliance and secu
rass materials, and many other goods and services. rity, minimize cns ironmental damage and relieve pressure 

on marginal lands. In high-income countries, marginal 
ACTIONS: Join and uphold international agreements to lands should be retired from agriculture and conservation 
conserve biodiversit). Provide communities with strong promoted. 
incentives to conserve biodisersity. Support management 
of biological resources by local communities and encour- ACTIONS: Promote understanding of and adherence to 
age the formation of grassroots organizations for that pur- the principles of good land husbandry. Protect the best 
pose. Ensure that conserving biodisersity is a priority of farmland for agriculture. Promote integrated pest manage
development policy and practices. Complete and maintain ment and control the use of fertilizers, pesticides and her
a comprehensive global system of protected areas. bicides. Expand efforts to conserve genetic resources and 
Estimate the contribution of biodiversity to the national ensure that the) remain the common heritage of all people. 
e.onom\. Increase the productivity and sustainabilit\ of rainfed 

farming. Adjust macroeconomic, trade and pricing policies 
6. Many of the actions that would move us in the strategic to support sustainable agriculture. Switch from price 
directions indicated are undertaken in aparticular geographic supports to conservation supports in high income coun
or occupational conte\t. These are: tries. 

Atnmospherc. (limate and energ. Climate change, ozone Forest lands. Most countries should maintain 30-607( of 
depletion and acid deposition are aconsequence of the use their territory as modified and natural forest to secure the 
of fossil fuels and CFCs as well as of deforestation and life support services and resources that only forests can 
some agricultural practices. provide. Communit) forest management can make a major 

contribution to that end. Global cooperation can help sus-
ACTIONS: Priorit) actions fall into five groups: Reduce tain forests and reduce unsustainable demand for their 
energy demand. increase energy efficiency and reduce use products. 
of fossil fuels. Halt deforestation and plant more trees. 
Phase out the use of substances that deplete atmospheric ACTIONS: Maintain large areas of natural forest. Manage 
ozone. Prepare for the impacts of climate change. Reduce modified forests to produce many products. Evaluate all 
emissions of sulphur dioxide. oxides of nitrogen and car- the goods and serices provided by fore'sts and establish 
bon monoxide. cross sectoral forest policies. Ensure that the prices of for

est products fully reflect their ervironmental and replace
Industr*i Being good to the en%ironment is good for busi- ment costs. 
ness. lndustry and business can contribute to sustainability 
by taking care that their practices. processes and products Fresh waters. There is a need for greater awareness of hos 
conserve energy and resources and have a tolerable impact the water cycle works, of the importance of key aquatic 
on ecos)stems. ecosystems and how water and aquatic resources can be 

managed for sustainable use. International cooperation is 
ACTIONS: Companies should make a formal, operational essential for the management of shared water systems: 
commiiment to sustainability and environmental excel- communities should be helped to strengthen their capacity 
len:e. Develop and adopt performance and product stan- to use water wisely.
 
dards. Control trade in and movement of hazardous vaste,.
 
Reach an international agreement on the sustainable use of
 
biotechnologies. Adopt a policy for :ustainable tourism.
 



ACTIONS: Adopt an ecosystem approach to. and cross 
sectoral mechanisms for, water management. Manage 
water demand for efficient and equitable allocation among 
competing uses. Adopt policies and incentives that encour
age wetland conservation and identify priority wetlands for 
protection. 

The oceans. Seven out of ten people live within 80 kilo
metres of coastal waters. Due to intense and increasing 
pressure. the coastal zone israpidly deteriorating and many 
fisheries have been depleted. More than three-quarters of 
marine pollution comes from land-based activities via 
rivers, direct discharges and the atmosphere. An integrated 
approach is needed to manage these activities. 

ACTIONS: Give priority for regional land use planning to 
coastal zones and to drainage basins where pollution and 
land use have substantial impacts on marine resources. Pay 
more attention to controlling land-based sources of marine 
pollution, including provisions for such control in marine 
conventions. Protect major coastal wetlands, seagrass beds 
and coral reefs. Include a strong marine component in 
environmental education in all countries. Involve fishing 
communities and organizations in the management of fish
eries. Develop an effective legal regime for managing uses 
of the open ocean. Develop a comprehensive and integrat
ed legal regime for Antarctica and the Southern Ocean. 

7.A strategy is useles, if it is not implemented. While man) 
of the actions required to put this global strategy into effect 
will be coordinated internationally. practically all of them will 
be what each country can do within its own jurisdiction. The 
best way for countries to determine how the) can achieve sus
tainability is to prepare a national or a set of subnational and 
local strategies. These can-but need not-begin as conser
vation strategies. but the) should ultimately be strategies for 
sustainabilit). prescribing the actions, suited to the countr-x 's 
own conditions, needed to conserve biological wealth and 
meet human needs. 

8. National leaders, nationai and international agencies. 
NGOs and their members must try to make a!! people aware 
of the significance of sustainability: they must crea!e a better 
understanding of how it can be achieved and they must devel
op a broad base of commitment to essential change: in atti
tudes and practices. Given that commitment, funds to invest 
in care for the earth can be raised. Among the sources of the 
needed funds are transfers from military budgets, taxes on 
emissions of carbon and other substances, and carefully 
designed levies on trade in certain commodities. 

9.The value of this Strategy will be much enhanced if lessons 
can be learned from its implementation. IUCN. UNEP and 
WWF. the organizations that have formed a partnership to 
prepare the Strategy. will monitor, evaluate and report on 
Strategy-related actions and events. 
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Foreword
 

everal trends are acting together to 

push environmental concerns toward 
the front and center of the international 

stage. More and more, pollution is transboun-
dary and even global in scope, threatening to 
damage the stratospheric ozone shield and 
alter climate and sea levels worldwide. Pres-
sures on shared resources, such as river basins 
and coastal fisheries, are mounting. Massive 
deforestation by one region can alter another's 
hydrological cycle and the world's carbon 
cycle, even as it diminishes the global stock of 
biological resources. Resource deterioration in 
many nations is so severe that it registers in 
neighboring countries-when, for instance, eco-
logical refugees flee across borders. And in the 
growing global marketplace, domestic environ-
mental policies that affect business, industry, 
and agriculture need to be harmonized at the 
international level. Economic integration is also 
forcing environmental integration, 

It is not just that there are more environmental 
problems so large that they can be intelligently 
dealt with only at the international level; it is 
also that the line between national and inter- 
national environmental problems is fast disap-
pearing. Nitrogen oxide emissions, for example, 
must be regulated locally because of ground
level ozone formation, regionally because of 
acid rain, and globally because ground-level 
ozone is a heat-trapping "greenhouse" gas. 

In this instance, domestic and global environ-
mental concerns push in the same direction, 

but in others they operate at cross purposes. 

Consider, for example, the case of alternative 
fuels. A car burning methanol made from coal 
emits perhaps twice as much carbon dioxide 
per mile as one burning gasoline does. So 
switching from gasoline to methanol might 
improve local and regional air quality-at the 
cost of increasing the global warming risk. 

Environmental diplomacy is the logical out
growth of the desire to protect one's own 
national environment, to minimize environ
ment-related conflicts with other countries, and 
to realize mutual benefits, including economic 
progress and the protection of humankind's 
common natural heritage. As such, it is not 
entirely new. The register of international 
environmental conventions and protocols has 
grown steadily in this century; the main mul
tilateral treaties today number more than 100, 
many of them aimed at protecting wildlife and 
the marine environment. What is new is the 
prospect that environmental issues will move 
from a secondary to a primary international 
concern and increasingly crowd the diplomatic 
agendas of nations. This diplomacy will 
increasingly affect domestic environmental 
policy. 

No one knows exactly what the challenge of 
"internationalization" will ultimately require. 
Major policy and institutional innovations will 
clearly be needed, but the bottom line is that 
national environmental policy will more and 
more be set in concert with other nations. 



And, outside of government, international 
business codes of conduct and other trans-
national norms will become far more common. 

How can international environmental 
standard-setting and implementation practices 
be upgraded? What can be learned from our 
experience to date, which is more extensive 
than most imagine? How can we beat the 
lowest-common-denominator and slowest-boat 
syndromes that plague treaty-making? What 
alternatives to litigation can settle environmen-
'al disputes between nations? It is to these 
important questions that Peter H. Sand, a sea-
soned expert in international law and a pioneer 
in this new field, turns in this report. 

Drawing on past environmental diplomacy to 
illuminate his points, Dr. Sand examines ways 
to tune up existing institutional machinery to 
deal with the tough decisions that lie ahead. 
He uses the 1973 Washington Convention on 
International Trade in Endangered Species of Wild 
Flora and Fauna, for instance, as an example of 
how "selective incentives" broaden the appeal 
of conservation agreements, in this case by 
offering economic benefits to otherwise reluc-
tant parties. He points to the West German 
"blue angel" environmental label, introduced 
in 1978, to illustrate how models spread-in 
this case to Canada, Japan, and Scandinavia, 
all of which developed such labels in 1989. 
And he discusses how the 1987 Montreal Pro
tocol on Substances That Deplete the Ozone Layer 
ensures the flexibility increasingly needed to 
keep international regimes attuned to the latest 

scientific evidence and to changing environ
mental and economic conditions. 

Peter H. Sand is senior environmental affairs 
officer with the United Nations Economic Coin
mission for Europe in Geneva. A German citi
zen and international lawyer, he has been 
involved in environmental management, diplo
matic negotiations, and treaty-making for the 
past twenty years. Before taking the UN/ECE 
post, Dr. Sand served as chief of the environ
mental law unit at the United Nations Environ
ment Programme, as assistant director general 
of the International Union for Conservation of 
Nature and Natural Resources (IUCN), and as 
senior legal officer with the United Nations 
Food and Agriculture Organization. 

This study complements WRI's ongoing 
research on what roles global and regional 
institutions can play in tackling today's envi
ronmental agenda and how they advance and 
support the application of legal frameworks to 
deal with environmental problems. 

WRI would like to express its great apprecia
tion to the John D. and Catherine T. MacArthur 
Foundation, The John Merck Fund, and the 
Compton Foundation, Inc., which have pro
vided financial support for WRI's efforts in this 
area. 

James Gustave Speth 
President 
World Resources Institute 



LOS ANGELES TIMES, July 4, 1990 

Reduce Global Warming
 
at Lowest Economic Cost
 
mEnvironment: The countries 
most willing to reduce carbon 

dioxide emissions should be 
compensated in cash and goods. 

...._-

By MARTIN FELDSTEIN 
and KATHLEEN FELDSTEIN 

The problem of global warming issure to 
be on the agenda of the economic summit 
next week in Houston. 

Although there are scientific doubts 
about the extent of the problem, there is no 
question that whatever is to be done must 
be accomplished on a global basis. The 
solution is not to ask individual co'intnes to 

stabilize their emissions of carbon dioxide, 
as many environmentalists '.,w, What's 
really needed, contrary io iecert state-
ments by some Bush Admintstr. ion offi-
cials, is a global fund to compersaLC those 
countries that do more than thr ir fair share 
of cutting carbon dioxide emsiotons, 

Carbon dioxide is a primiry cause of 
global warming Emissions acumpany the 
burning of carbon fuels such as gasoline 
and home-heating oil, and through indus-
trial processes that use coal, oil or gas. 

The key scientific fact that makes inter-
national cooperation necessary is that 
while carbon dioxide can enter the atmos-
phere from any poitt, it is distributed 
equally around the globe within 12months. 
There is nothing to ensure that those 
countries that heavily rely on the burning 
of carbon fuels will bear the biirden of the 
global warming that may result, 

Reducing emissions of carbon dioxide isa 
more appropriate subject for international 
negotiations and coordination than the 
problems of monetary and budget policy 
that have been the standard subject of 
economic summits in the past. Although a 
change in American monetary or budget 
policy does affect the other key industrial 
countries, the primary impact is on the 
United States. Foreign governments can 
rather easily offset the effects of policies 
that spill over from the Unitei States to 
their economies But when it comes to 
carbon dioxide pollution, emissions pro-
duced in the United States have the same 
impact abroad as they do at home, 

The global nature of m,tch of the 
environmental problem was clearly recog-
nized in the 1987 Montreal Protocol. in 
which the industrial nations agreed to cut 
in half their emissions of the chemicals 
(chlorofluorocarbons. or CFCs) that are 
destroying the Earth's ozone layer Many 
participants saw this as just the first step 
toward eliminating CFCs completely 

It would be a serious mistake, however, 
if the economic summit were to take the 
Montreal approach as the way to deal with 
the much larger problem of global 
warming and carbon dioxide emissions. 
The cntical difference between CFCs and 
carbon dioxide is that it is feasible to 
eliminate CFCs altogether from the envi-

ronment, Incontrast, carbon dicoxde can 
never be completely eliminated since 
emissions accompany not only virtually all 

industrial activity, but also are a biological
byproduct of animal life itself 

Reducing carbon diaxide emissiona in
solves economic costs. A country can 
reduce its emisions only by investing in 
more fuel-efficient technologies, by using 
more expensive fuels or by reducing its 

rate of economic growth. The economic 
cost of reducing carbon dioxide emissionsdiffers among countrnes according to their 
current industrial technologies and agn
cultural practices. 

Because global warming depends only
on the total amount ofcarbon dioxide in theatopeendotnth unayO
 
atmosphere and not on the country of 

reduce emsaloa in a way that h the
 
lowest total economic cost. then distribute 
that cost among the countries of the world 
in afair and acceptable way. Countries that 
can reduce emissions at lowest cost should 
take on a larger burden of reductions and 
receive compensation from the other coun
tries in the form of cash and goods. 

It would be wrong, therefore, if interna
tional negotiations to deal with global
 
warming called for each country to stabi
lize carbon dionde emissions at the current
 
level or to reduce emissions by the same
 
proportion. The United States is the largest

contributor of carbon dioxide to the Earth's
 
atmosphere. But it would be inappropriate
 
for America to make any reduction in its
 
emissions if the economic coat per ton were
 
lower elsewhere. A better approach would
 
be for the United States to achieve its fair
 
share of total global reduction by contnb
uting to a fund that compensates other
 
countries with lower cost opportunities.
 

The less-developed countries have some 
of the lowest cost opportunities to reduce 
carbon dioxide emissions. Those countnes 
would rightly complain if they were simply 
told to reduce their emissions in order to 
improve the global atmosphere. But suffi
cient cash compensation from the rest of 
the world could make the request very 
welcome.
 

The economic summit is obviously not
 
the time to work out the difficult issues of
 
iust how much global carbon dioxide re
uuction is desirable, nor how the total
 
world cost of achieving that reduction
 
should be divided. Those are problems to
 
be assigned to the economic and environ
ment officials and their staffs. But Prest
dent Bush and the other leaders of the
 
industrnal democracies can take a big step 
toward an appropnate policy on global 
warming by declaring the correct princi
pal: carbon dioxide emissions should be 
reduced in those countries where the costs 
of doing so are least, and the countries that 
bear that burden should be compensated 
by the rest of the world. 

Martin Feldstein served as chairman of 
the Council o1EconomicAdvisers durin the 
Reagan Adminislrution flis unfe. Kathleen 
Feldstein,is an ecunomit. 
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Introduce 'Green' Tax
 
Tax on pollution creates revenue, discourageswaste 

pollution and repairing damage companies are bringing law suits 
and adds them into our accounts for damages, and companies areBy Hazel Hndersoa - instead of subtracting these being found liable for a wide 
costs to give a "net" GNP, as in range of new, claims. Another 
Japan. For example, the cost of benefit of"green" charges involve 

OW that the "-word" is the cleanup of the Valdez oil spill the less.polluung. substitute 
out of the bag and Presi- was added tp the GNP of Alaska, products and services alrcad)
dent Bush has changed making 1989 look like a bumper available. Their prices would also 

his mind on taxes, se should ex- vear' Such costs should not only fall, since most are offered b% 
Elore creane aliernain'cs for be subtracted from GNI'. but the small, fast-gtowing companies 

ringing down the deficit. Such bills should go to the polluters that don't have the market poser
alter.i3tises include: a ne, group One doesn't have to be an econo- to "fix" pnces. In man% cases, 
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Pollution levies, or "green ,-.
 
taxes, as the% are called in Eu- r,7T,
 
rope, are apprcied b) gosern-. ,,,
 
ments and tiost businesses. The ""-"
 
Pans-based Organization for Eco- "-"r
 
nomic Cooperation and Deselop-."
 
ment (OECD) which represents
 
the world's 24 major industial .s.
nations, reccrntlN surncece the 85 -t
 
different kinds of "green" fees on 
 4
 
pollutng on the books in Europe.
These taxes both speed cleanups 

and increase reenues. 
These "green" fees can include 

deposits on returnables. car ex- " 
haust taxes, depleucon taxes, andlevies on such pollutants as ."' 

carbon and sulfur dioxide. The
 
Economist applauded all these ' r, t,;'" . .,,-. 

measures as good economics and .
 
urged passage of them- "The ec-c
 
vtronment could be a wa to cut ,,r .
 
public spending and to generate . .
 
a whole nes. source of revenue - ' _. -.
 

While gmoernment, in Europe , 
-re no,. seeing "green" fees as a .1 :?. ' . " 

major e revenue,sour ns 
business executiCSs seethem as 
much more palatable than bu
reaucrac and regulauon . Mosteconomists approme of *'green" ... 4 . 

levies, since the) proside correct 
F nce signals and improse mar- more fairly The "Green Market," reach to consumers: stretch lim

ets' functioning. Sotie go so far says Business Week. will grov, in ousines, luxury campers, motor 
as offering more dubious prpos. the 1990s from $56 billion last boats. "Grcen" levies should be 
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can be tlectse - il lees for pollut- pie disposables, like hoster-\ that The LIS econoim is still too 
ers are set high enough runs on the first wearingi I le wiasteful to ccimp.ite For exam-

Ecorlomists ikc "greenri" ned to protect os in(orries Isail- pi. we still use is.oi and a half 
charges bc-cause th help pi for dressed in Germans b\ reduing urnes as much energ to produce
the costs oh pollution Polluters taxes on personal innones pro- a unit of GNP as the Japanese. 
are no "i ie ndcrs" - passing itt portrinatel as the "grecten" lee' While thte ec,,clt riser 50 pet
the costs of their ac-vities to oih- are raisel This shifts the burden cent of their ".aste." we throw, 
ers. At last, alter much re' stah e, fror Ios-tntone mdiniduals to away 90 percent of ours The 
this prtIciple is being applied III thot ac-it tries ,,hi lplluite and s(iinet we get otn ,i.,i tightening 
man (oui ti, intluritg h depecir the ean h - wshilr rc-taii- up. the mor t competitis ,,we%ill 
L'S No" is iterutie to lulk ex. tng "re enue-neutral" oscrall be in the sworld Let's btegin b\ 
tend it toi our tax ssstrt Americans althcads appime of the "greening" our tax code 
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FOREWORD 

In 1985, our reading of the state of the world's 
tropical forests and the pace of deforestation forced 
us to conclude that an ambitious global campaign in-
volving more funds and people than any other en-
vironmental action plan ever launched was urgently 
needed. Our shared sense of the best way to get such 
an initiative off the ground was to scour and analyze 
all the data then available on tropical forests, to call 
on international agencies and forestry and agricul-
ture experts from around the world to put these ana-
lyses into perspective, to search for successful 
projects that might be worth emulating, and to de-
vclop a budget for getting what we then called Trop-
ical Forests: A Call for Action implemented at the 
national level in ways that suited each participating 
country's development needs and natural resource 
management challenges. 

Five years later, the needs to control deforesta- 
tion and to reclaim lost forestlands are greater than 
ever, and the need to take a close, hard look at the 
plan that has since evolved into The Tropical Forest-
r, Action Plan (TFAP) is pressing. Because of WRI's 
role in launching the TFAP, we feel a particular 
responsibility to assess its successes and failures, its 
strengths and weaknesses, and to recommend how 
the process might be improved and better utilized in 
the future. Taking Stock is such an assessment. 

As Rohert Winterbottom's analysis indicates, the 
original plan was flawed in some respects. The rights 
and needs of forest dwelling peoples were not 
stressed in the original plan, for example, and it was 
assumed :hat increasing funding for the forestry sec-
tor would solve problems whose roots reach deep 
into economic and social policies made and ob-
served outside the forestry sector. 

Some parts of the original plan have also been 
misread or simply gone unread. Careful stud)' of A 
Callfor Action must assuage an), skeptic's doubts 
that it is simply about trees. Over and again, the im-
portance of sustainable agriculture to sustainable for-
estry is stressed, and increased attention to land use, 
forest management for ndustries, fuelwood and 
energy supplies, conservation of ecosystems, public 
participation, and institution building form the basis 
of the action plan. 

More important, however, is the principal find-
ing of WRI's analysis: the actual implementation of 
the TFAP has not lived up to original plans and ex-

pectations. As Winterbottom observes, the plan 
sprang from a widely shared belief that more effec
tive programs in forest conservation and sustainable 
management, policy reform both within and outside 
the forestry sector, and improved land-use planning 
and inter-sectoral coordination could help make 
headway against uncontrolled deforestation and the 
waste of tropical forest resources; but, many of the 
institutions controlling the TFAP-FAO, donors, and 
national governments-seem to have become preoc
cupied with accelerating investment in the forestry 
sector at the expense of the quality control and 
direction needed to make the planning process and 
the plan itself succeed. 

Taking Stock details a number of urgently 
needed steps for revitalizing the TFAP process so 
that the potential inherent in the effort can be real
ized. Looking to the future, the report stresses four 
goals in particular. First, the TFAP planning process 
must meet the needs and safeguard the livelihoods of 
people who live in or depend on the forest. Second, 
the plan should help ensure that the remaining areas 
of tropical forests arc used in ways that contribute to 
national development, encourage muliiple uses of 
forest lands, and protect biological diversity. Third, 
the TFAP should mobilize the resources needed to 
regenerate degraded tropical forest lands and pro
mote sustainable land use around tropical forest 
areas. Stabilizing land degradation and promoting 
sustainable development patterns that relieve pres
sure on remaining natural forests are especially high 
priorities. Fourth, the TFAP should help stimulate 
needed policy reforms both in tropical countries and 
in development assistance institutions. 

Taking Stock is a systematic attempt to call at
tention to flaws in the TFAP and lapses in its ina
plementation and to weigh both against the plan's 
intended goals, its true potential, and the progress 
made so far in spite of set-backs and failings. Signifi
cantly, its conclusions were reached through a par
ticipatory process that was itself influenced by five 
;e.zrs of experience with the TFAP. If the recommen
dations are taken with that same spirit, the odds are 
good that this tremendously important initiative can 
be put right in the l9'u_-the decade in which the 
fate of tropical forests and their inhabitants could be 
sealed. 

The research and preparation of the report was 
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made possible by the generous support of the Rock-
efeller Foundation, the Moriah Fund, the W Alton 
Jones Foundation, and the Charles Stewart Mott 
Foundation. The Atkinson Foundation, the General 
Service Foundation, the Canadian International 
Development Agency (CIDA), the Netherlands 
Development Cooperation, the German Institute for 
Technical Cooperation (GTZ), the U.S. Agency for 
International Development, the U.N. Food and 
Agriculture Organization (FAO) and the World Pank 

also contributed to the development of this assess
ment, through their support for two workshops 
related to TFAP implementation, and for WRI proj
ect activities in Ecuador, Zaire, Cameroon and 
Burkina Faso. 
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L VI. CONCLUSIONS AND RECOMMENDATIONS 

The most important conclusion of this assess-
ment is that, despite some successes, the TFAP as 
currently implemented is not achievinginanY of the 
plan's oruginalobjectives. Moreover it seems un-
likely that the present TFAP planning process will 
evef he able to achieve some of them. Although tl 
plan arose from a videly shared concern that more 
effective programs in forest conservation and sus-
tainabie management, increased attention to policy
reform both within and outside the forestry sector, 
and improved land-use planning and coordination 
with agricultural and other development programs 
could help turn the tide against uncontrolled 
dcforestation and wasteful depletion of tropical for-
cst resources, many of the institutions controlling 
the TFAP-FAO, donors, and national govern-
mcnts-sccm to have lost sight of these concerns as 
the plan has been carried out. At a minimum, these 
agencies have let their interest in accelerating invest-
mcnt in the forestry sector overshadow these con
cerns, and they have failed to provide the quality
control and direction needed to make the planning 
process and the plan itself work well. 

Today, a number of the organizations that ini-
t1:ll1 supported the launching of the TFAP, includ-
lug WRI, are deeply concerned about the internal 
contradictions and institutional problems that have 
prevented the plan from achieving its goals. These
organizations share the belief that a failure to signifi-
cant, reform and fully utilize the TFAP framework 
and planning process will soon make it impossible to 
muster f,,ther financial and political support for the 
Pialn-espite the continued strong interest in 
Iospi nding to the deepening crisis of tropical defor-
ctatio. The following recommendations speak to 
Ih urgent need for a recommitment to the TFAP 
g,,a, and fundamental reform of the TFAP planning 
process and implementation structure. 

I. Convene an InternationalForum on the 
TFAP. 

Given the importance of evaluating the relative 
"utgess of the TFAP and redirecting its fuzure course, 
Allinternational forum of representatives from inter-
national, national, and NGO institutions should be 
tlnvened to Jive impetus to the required changes.
' n thC agenda should be the clarification of the 

,"al, and objectives of the TFAP, guidelines for or-

ganizing the TFAP planning process, the establish
ment of a new management structure for the TFAP, 
criteria and procedures for the assessing and moni
toring of the plan's success, and coordination of 
complementary actions. 

Organized outside of the current TFAP struc
ture, this forum could help 2chieve consensus on 
new approaches to combatting deforestation and im
plementation of the plan. It could also help to focus 
TFAP efforts. In the short and medium term, given 
the limited capacity of international aid agencies and 
other supporting institutions of the TFAP, priority 
attention for additional assistance within the TFAP 
framework should be focused on those countries 
where significant forest resources are most threat
ened, and where national governments demonstrate 
the greatest commitment to policy reform, participa
tory development planning, and adherence to the 
plan's goals and guidelines. 

2. Clarify TFAP's Goals andObjectives. 
Over the past five years, dhe TFAP has evolved 

to represent many things to many different organiza
tions and people. Various incompatible expectations
about the principal goals or anticipated end results 
of the TFAP have been raised., so it is now necessar
to distinguish what the TFAP can and can't do at the 
national and international levels. In particular, it is
critically important to underscore that the TFAP 
should not be used only as a means to increase in
vestment in traditional forestry sector activities; 
rather, it should blaze a path toward the sustainable 
development of forest lands and help avoid the 
needless destruction of tropical forests. 

Four goals implicit in the original TFAP and 
related to deforestation's root causes should be 
stressed in particular. First, the TFAP planning pro
cess must meet the needs and safeguard the liveli

hoods of people who live in or depend on the forest.Second, the plar should help ensure that the remain
ing areas of tropical forests are used sustainabhlv
contributing to national development while encour
aging multiple uses of forest lands and effective pro
tection of biological diversity. This implies much 
more emphasis on the management of tropical 
forests for non-woody products (such as extractive 
reserves for natural rubber, oils, fruits and nuts) and 
non-consumptive uses (such as environmental ser
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vices which may not be compatible with intensive 
timber management and hardwood extiaction). 

Third, the TFAP should mobilize resources to 
regenerate degraded tropical forest lands (using in-
digenous species to the greatest extent possible) and 
promote sustainable land use around tropical forest 
areas. Particular attention should be paid to avoiding 
land degradation and promoting sustainable devel-
opment patterns that relieve pressure on remaining 
natural forests, Fourth, the TFAP should help stimu-
late needed policy reforms both in tropical countries 
and in development assistance institutions, 

3. 	Make the TFAP Process More Open and 

Accountabie.
Theiportace o'tivities.The importance of "opening Lip" the TFAP pro-

cess can't be overstated. For starters, documentation 
for the full secuence of TFAP-related activities must 
be accessible to all interested parties at each stage of 
the TFAP process, and appropriate fora should be 
provided for consultation, information transfer and 
dialogue. In particular, the private ector, N(;Os,and representatives of local communities need to be 

associated in the earliest phase of TFAP planning, 
and involved in the preparation of ''issues papers" 
and the planning of field studies and support mis-
sions. Special efforts are necded to address the con-
cerns and to articulate the needs of groups that are 
frequently marginalizcd in development planning: 
women, landless, rural poor, indigenous forest 
dwellers, tribals, and other disenfranchised groups.3 1 
Quite simply, the TFAP can't succeed if it is held 
hostage to the rules of confidentiality often evoked 
as part of the development assistance process. 

To respond to the increasingly forceful criti-
cisms of the TFAP by forest dwellers arid the NGOs 
who come to their defense, the TFAP process must 
be made dramatically more participatory, heavily in-
volving both NGOs and those whose livelihoods de-
pend directly on the resources of the forests. A sur-
vey of interested and relevant NGOs and forest 
peoples organizations should be completed at the 
outset of the national TFAP planning process to help 
facilitate full participation in and influence on the 
national TFAP planning Frocess. Broad participation 
should he sought as a means to an end and not sim-
ply as a token effort with little impact on the actual 
outcome of the process. 

Another way to open up the political process so 
that needed reforms and pliorities come to light, is 
to shift away from sectoral technical planning and 
project identification and toward the development 
of equitable development strategies that adequately 
reflect the need to balance local interests with na-
tional ones, and ecosystem conservation with inten
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sified management to expand resource produc 
Such trade-offs cannot ie fully assessed nor ca 
political compromies he negotiated without t 
participation of all interested communities, be 
nii;g with the people most dependcnt on the f 
Priority should be given to the p('.itical planni 
process, in advanc- of the development of spe 
plans for institutional and policy reforms, and 
ciated investment. 

Explicit criteria and siandards for TFAP-rc 
programs, activities, and proposals for investm 
and technical assistance should be followed so 
these actions are consistent with the basic goal 
the TFAP The same goes for guidelines for pat 
tory planning, impact assessment and evaluatic 

Although individual countries will alwneed to adapt 'templates" for the TFAPI plarnn 
ne to t ptepla r tie a n 
peto the articular s bersential principles and guidelinesutmust be respei 
the TFAI is to succeed. Endorsement of TFAP 

grams and continued international cooperatiol 
s p oo n ational n loc t f a c iti a,beconditional on the respect of these criteria,dards, and guidelines. 

4. 	Give More Attention to Polic Reforms., 
In many countries, government policies ar 

responsible for the indiscriminate destruction 
est resources. Tax incentives and credit subsidi 
guarantee large profits to private investors wh( 
vert forest to pastures and farms. Government, 
low private concessionaires to log forests on te 
that induce uneconomic and environmentally 
ful practices. Nassive public expenditures on h 
ways, dams, plantations, and agricultural settle 
ments, often supported Dy multilateral develop 
lending, are used to convert or destroy large ar 
forest for projects of questionable economic vaq 
In addition, industrial-country trade barriers tc 
entry of forest products have helped prompt ir 
propriate investments and patterns of exploitat 
developing countries' forest industries. 

Creating a bett,:r policy framework should 
come a cornerstone in sustainable resource ma 
ment. Unless policies that induce forest destrut 
are changed, TFAP investments in reforestatioi 
watershed management, -wildlife cmscrvation 
related initiatives will be overwhelmed. As inti 
tional cai, '!al flows become increasingly linkec 
broad macro-economic and sector policy agre( 
ments, the international development agencic, 
identify and analyze the effects on forest resou 
of tax, tariff, credit, and pricing policies and st 
the policy reform needed to root them out. 



5. Insist Upon Improved Quality Control in 

TFAP Planning Exercises. 


In 	the earliest stages of the TFAP planning pro-
cess, more attention should be given to the collec-
tion and analysis of several kinds of information. Es-
peciaHy mportarit are accurate demographic studies 
of forest dwelling and forest dependent people, 
socio-economic surveys related to the incentives and 
rationale for resource-use patterns and traditional 
management strategies, and analysis of tenure. cus-
tomary rights, land use conflicts and legislation re-
lated to forest ownership and control over forest 
resources. Problems related to institutional weak-
nesses in the management of forest lands and the 
resulting defacto 'open access" situations in some 
forest areas should also be analyzed, together with 
the prospects for a devolution of management 
authority, access control, and forest land ownership 
(via divestiture of public lands to local peoples). 9 

To help direct TFAP support, FAO and other 
cooperating institutions should also rapidly compile 
and disseminate updated information on the condi-
tion of tropical forests, highlighting areas where 
degradation and conversion have accelerated or 
where either poses an immediate, significant threat. 

Also needed is increased support for field 
studies and analysis of the causes of forest degrada-
tion and destruction. A broad range of international, 
national and local institutions and organizations 
with capacities in these areas should be supported to 
promote independent analysis of the full spectrum 
of direct and indirect causes of deforestation, partic-
ularlv from the perspective of those persons most 
directly affected by deforestation and over-exploita-
tion of forest resources. Without such comprehen-
sive and independent analysis, progress in policy re-
form and the control of deforestation will be slow at 
best. 

More specifically, the TFAP planning process 
should provide for a more discriminating analysis of 
the types of forest land use, the effect of shifting cul-
tivation, and the impacts of forest-dwelling peoples 
on forest resources. Unsustainable resource use pat-
terns, including those driven by forces or pressures 
originating outside of the forest, shoUld be identified 
and analyzed. The scope for improved management 
and utilization of non-woody forest goods and ser-
vices of significance to forest-dwelling people and to 
extractive economies, and the need to maintain 
regionally or globally important environmental func-
tions of forests should also be given more attention, 
Finally, the issue of "sustainability" in commercial 
logging and forest management operations needs to 
be more carefully scrutinized, 

6. 	Develop a New Management Structure for
 
the TFAP.
 

As long as the TFAP is housed within the FAO 
Forestry Department and supported primarily by 
forestry professionals representing bilateral and mul
tilateral aid agencies, the plan is unlikely to he much 
more than a mechanism for coordinating develop
ment assistance in the forestry sector. Such a coor
dinating mechanism is ve ry useful, though, and the 
Forestry Advisors Group and Coordinating I nit of 
FAO should be maintained and supported to serve 
this function better. 

Despite recent strengthening, the current staff 
and resources of the TFAP Coordinating Unit in FAO 
are inadequate to coordinate such an vndertaking in 
seventy countries. The FAO unit now needs addi
tional resources to insure that information on TFAP 
planning and implementation is widely circulated, 
together with the guidelines for preparing national 
TFAPs. 

Even with these important changes, FAO's 
Coordinating Unit can't be expected to adequately 
address all of the TFAP's wide-ranging goals and ob
jectives, at the international, national, and local Iev
els. Indeed, an independent management structure is 
needed to oversee and guide the implementation 
more impartially than forestry professionals and aid 
agency representatives can. 

A broadly representative international steering 
committee is urgently needed to provide overall 
guidance to the TFAP's implementation. This com
mittee wotld coordinate the support of FAO and do
nor agencies and ensure greater quality control in 
the action plans, more careful scrutiny of proposed 
investment programs, more effective responses to 
deforestation's root causes, and better monitoring of 
results. (See Appendix 5.) This committee would be 
backed up by a multi-disciplinary staff, independent 
of the current FAO structure and drawing upon ex
pertise from governments, aid agencies, N,';Os, and 
the private sector. The committee's secretariat 
would have primary responsibility for insuring com
pliance with the guidelines and procedures for pre
paring TFAPs and would take the lead in coordinat
ing the TFAP with a wide range of complementary 
actions and programs (such as ITTO, national En
vironmental Action Plans, biodiversitv conservation 
and global warming strategies, etc.). 

At the national level, man' steps can be taken to 
ensure that the implementing agencies are better 
equipped to l,-ad the TFAP process. Most important. 
a national steering committee composed of represen
tatives of government, NGOs, local communities, 
and the private sector is needed to guide and support 
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the preparation and implementation of the national 
TFAP. 

TFAP steering committees and secretariats at the 
international and national (and sub-national) levels 
should be assured of adequate, sustained support 
and get the qualified staff needed to carry out their 
functions and mandate effectively. Supporting or-
ganizations of the 1 FAP should be encouraged to 
help fund the staff that these bodies need during the 
inilial phases of their activities. 

7. 	IncreaseSupport for Trainingand Institu-
tionalDevelopment. 

As the results of many other "action plans" am-
ply demonstrate, the impact of new guidelines, 
increased resource flows, and even political commit-
ment will not register unless well trained and capa-
bie staff are available and given the institutional sup-
port and backing needed to make changes and 
.'nplement programs. Indeed, a more systematic as-
sessment of labor and institutional resources and re-
quiremenis (in both the private and public sectors) 
must be built into the TFAP process so that the plan 
can be implemented in a timely and effective 
manner. 

U.nfortunately, man)' national TFAP exercises 
have failed to recognize, n-uch less fully utilize, the 
full range of in-country public institutions and pri-
rate organizations. In most cases, only the need to 
strengthen forestry agencies has been considered 
while other, more cost-effective and potentially sig-
nificant opportunities in the private and indepen-
dent sectors have been overlooked. This must 
change. 

Within the donor agencies, a parallel change is 
desperately needed. These agencies have collectively 
doubled their funding over the past several years 
without increasing their own staffs enough to give 
national TFAP participants adequate technical sup-
port during national sector reviews and national 
TFAP preparation. Particularly imporrint is adding 
staff in a full range of disciplines, including forestry 
and,, a] resource management, resource econom
ics, land use planning, conservation biology, anthro-
pology and sociology, law and public policy, and 
demography. 

8. 1,IsureRe-commitment oj the Aid Agencies 
to TFAP Goals. 

International d'velopment assistance z ;encies 
should re-asa,,ss their staffing, program development 
procedures, and funding priorities with TFAP's goals 
in mind. They must make sure that adequate staff are 
on board to respond to the requirements and oppor-
tunities of the TFAP, suspend counterproductive 

programs, and in a timely manner increase support 
for the broad range of actions needed to address 
deforestation and achieve the TFAP's goals. In par
ticular, procedures for program design, evaluation, 
and monitoring need to be improved, and the proce
dures for the transfer of resources to both govern
ments and NGOs should be simplified. 

9. 	 Coordinatethe TFAP with Other Corn
plementarv Initiatives.
 

Carried out properly and expeditiously, the 
TFAP could be an ongoing source of new informa
tion about tropical forests and the people who man
age and use them. Supported by policy reforms, it 
could help foster respect for the rights of indigenous 
peoples and other forest dwellers, encourage the 
participation of NGOs and the private sector, and 
even make some headway against such pressing 
problems as global climate change and the loss of 
biological diversity. 

Still, the temptation to heap all manner of so
cial, political, and economic goals on the TFAP has 
to be resisted or the plan will collapse under its own 
weight. What's important now is viewing the plan in 
the larger context of increased support for sustain
able development, population stabilization, debt re
lief, agrarian reform, trade and macroeconomic poli
cy reforms, biological diver.ity conservation, and 
glo--1 warming control strategies. The TFAP cannot 
be the primary vehicle for all of thec changes, but it 
can contribute to and reinforce many of them to the 
extent that it is well coordinated with these other, 
complementary initiatives. 

In particular, the TFAP process needs to estab
lish closer ties to other initiatives developed in re
sponse to the threat of global warming and climate 
change, the debt crisis, and to the need to conserve 
biological diversity Linkages with related, country
level natural resource and environmental assess
ments and strategic planning exercises, including Na
tional Ccnservati,n Strategies and national Environ
mental Action Plans, also need to be improved. 

10. Build Supportfor an InternationalCon
vention on Global DeforestationIsfes. 
Since the TFAP will never be a sufficient -e

sponse to the urgent need to arrest defor:,station and 
promote the sustainable use of forest resources, in
ternational cooperation in a number of areas needs 
to bL strengthened by formal agreements. An inter
national onv -ntion And - otocols should be nego
tia:,:d on a range of TI-A!P related -nd parallel actions 
that are needed to address global deforestation is
sues, in order tc, -- hieve net afforestation within a 
decade. 
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Such a convention should consider issuing a 
declaration recognizing the importance of forests in 
preserving biological diversity, protecting against 
global climate change, and providing opportunities 
for sustainable economic and social development for 
the peoples of forest-rich nations. This convention 
could also address such issues as the needs and rights 
of forest dwellers, the role of population growth, 
the importance of !and reform, and other underlying 
factors bearing on the ultimate effectiveness and suc-
cess of the TFAP and related initiatives, 

Taking Stock underlines the urgent need to re-
form the TFAP. Redirection and a re-dedication to 
the plan's basic principles and goals are needed, in-
chnding a deeper commitment to broad participation 

in the TFAP planning process and to the expanded 
role of local communities living in the tropical 
forests in the management and conservation of these 
forests. A new institutional framework and more sys
temaiic monitoring of the implementation of the 
TFAP are also needed, in order to insure that the 
TFAP leads the way in the sustainable development 
of tropical forest lands. Without these changes and a 
series of bold, new initiatives to deal with the threats 
to the world's forests, increased funding for TFAP
related development assistance is unlikely to signifi
cantly contribute to national development goals or 
to any improvement in the welfare of people depen
dent on tropical forests. 

Robert Winterbottom is a Senior Associate of the World Resources Institute and Director of the Forestry and 
Land Use Program of WRI's Center for International Development and Environment. Before joining WRI in 
1988, he worked for more than ten years in developing countries in community forestry, agroforestry, deser
tification control planning, forestry training and extension, natural resource assessments, and forest policy
re'iews In 1984--85, Mr. Winterbottom was a full-time consultant to the secretariat for the International Task 
Force convened by WRI to prepare the report "Tropical Forests:A Callfor Action. " He currently manages 
WRI's contribution to a number of ongoing, national TFAP exercises. 
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Population Growth and Conservation 

.. 

IN THIS ISSUE: The rapid growth 
of the Earth's human population un-
derlies diverse environmental 
threats, from deforestation and theloss of biological diversity to per-
vasive pollution and global warm-
ing. Yet many conservationists 
have only recently begun to wrestle 
with the question of population 
growth. This issue of the World 
Wildlife Fund& Conservation Foun-
dation Letter seeks to further this 
provess. 

The Letter provides an overview 
of the scope of global population 
growth, theories on what causes it 
and some possible responses, and 
how rapid population growth will 
affect the earth's natural resources 
and environment. The Letter ex-
plores why family planning in the 
developing world is crucial, yet not 
enough by itself to stabilize popula-
tion growth at a sustainable level, 
and also reminds us that the 
resource benefits of slowing popula-
tion growth will in the short term be 
more than offset by consumption in 
industrialized nations, which use 
most of the world's resources. 

From a conservation perspec-
tive, the global scope of population 
growth is less important than its ef-
fect on how local communities inter

act with their environment. It is atthe grass roots that conservation or-
ganizations like World Wildlife 
Fund & The Conservation Founda-
tion can bring about positive change 
by recognizing the dynamic relation-
ship between population and the en-vironment. 

"Population Growth and Conser-
vation" was written by Jonathan 
Adams, editor of the World Wildlife 
Fund & ConservationFoundation 
Letter. 

Over the next 12 months, the Earth's 
human population will grow by over 93 
million, roughly the equivalent of ad-
ding the population of another Mexico. 
In 10 years, more than 1billion people 
will be added, the vast majority of 
whom will live in the developing world. 

To feed this increased population, 
large areas of forest will be cleared to 
obtain land for crops and wood for fuel 
and housing. In the Amazon alone, 
ranchers, farmers, and loggers felled an 
area of virgin forest the size of Belgium 
in 1988. Traditional agricultural 
methods like shifting cultivation, which 
may be benign when population den-
sities are low, contribute to erosion, 
destruction of topsoil, flooding, 
deterioration of the water supply, and 
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the loss of biological diversity as
population grows too large. By one es
timate, two rain forest species are driven 
to extinction every hour-l,000 to 
10,000 times faster than the extinction 
rate before human intervention. 

In India, where one-sixth of theworld's population lives on just over 2 
percent of its land, the Ganges annually 
carries 1.5 billion tons of soil into the 
Bay of Bengal, quadruple the load of the 
Amazon, which drains a basin five 
times as large. Destruction of forests, 
watersheds, and workable farmland is 
the indirect effect of population growth 
in India, Nepal, and Bangladesh. 

The statistics for Africa are also 
grim. As a region, Africa has the 
highest population growth rate in the 
world; it also loses nine million acres of 
forest each year. Deforestation in Africa 
outstrips new tree planting by 29 to 1. It 
has been estimated that up to 90 percent 
ofAfrica's rangelands and 80 percent of 
its cropped land are affected by soil 
degradation. 2 The loss of both range
lands and forest habitats poses a severe 
threat to wildlife in Africa and across 
the globe. 

The problem of rapid population 
growth and dwindling global resources 
might at first appear to have one rela
tively straightforward solution: simply 
increase the useof family planningpar
ticularly in the developing world. As 
H.L. Mencken once said, however, "for 
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Figure 1 population is under age 15, compared 
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every problem there is a solution that is 
simple, direct, and wrong." That dic-
tum applies here. 

WORLD POPULATION TRENDS 

During the past 20 years, the annual 
rate of world population growth has 
begun to slow, after accelerating for 
more than two centuries. The growth 
rate-the difference between birth and 
death rates-now stands at 1.7 percent 
annually, down from a peak of just over 
2 percent in the late 1960s. According 
to the United Nations, the growth rate 
could decline to between 1.4 and 1.5 
percent by 2000, assuming large in-
creases in the use of family planning, 
and could reach zero in the last decadethe~ 21secitrygt 
of the 21st century. 

Despite generally falling growth 
rates, however, the absolute size of the 
world's population continues to expand 
rapidly (see figures 1-3).* Indeed, the 
largest increases in absolute numbers lie 
ahead. Though women in many parts of 

the world are having fewer children than 
their mothers, the extraordinarily high 
birth rates of the recent past mean there 
are more women of child-bearing age. 
This demographic momentum means, 
for example, that in the 10 years be-
tween 1975 and 1985 world population 
grew by 760 million-a number equal 
to the estimated total world population 
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midway through the 18th century-but 
will grow by 830 million between 1990 
and 2000. 

Due to demographic momentum, 
world population growth will not slow 
for another 40 years. In fact, because 
family planning-the key element in 
bringing down birth rates to a level even 
with death rates-has not spread as fast 
as was hoped, the United Nations has 
revised upwards its estimate of what the 
Earth's population will be when it sta-
bilizes. If current trends continue, 
population growth will not stop until the 
end of the next century when the Earth 
has some 11 billion people, more th 
double the current number. 

Much of this growth is inevitable: 
the future parents have already ber;n 
born. In most African countries, 'or 
example, at least 45 percent of the 
population is under age 15 (Gabon and 
South Africa are the only ones under 40 
percent),4and in Kenya and Zambia a 

majority of the population is under 15. 
In Latin America, 38 percent of the 

* In the figures, "MDC" refers to More 

Developed Countries, as defined by the United 

Nations: all of Europe and North America, plus 

Australia, Japan, New Zealand, and the USSR. 

All others are classified as Les Developed 
Countries (LDCs). 

While cause for concern, this fact 
should not imply that further family

efforts are futile. A continued 

slowing of the growth rate (figure 4) 
mean reaching a stable population 

more quickly and at a lower level. The 
next 50 years will be the most challeng
ing for the global environment. Con
serving wildlife and creating a 
sustainable society will have to take 
place in the face of continued popula
tio n grow th. 

Two factors, mortality and fertility, 
determine how rapidly a population 
grows and by how much. Fertility 
refers to ie capacity for producing off
spring, which demographers usually 
measure in terms of the total fertility 
rate (TFR)-that is, the total number of 
children a woman can expect to have in 
her lifetime, given current rates. 
Worldwide, the TFR currently stands at 
3.5. 

Both the TFR and the natural in
crease (births minus doaths) are low in 
most developed countries. The TFR in 
these countries is now 2.0, half that of 
the developing world.* In West Ger-
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many, deaths now outnumber births, 
while in the United States natural in
crease stands at 0.8 percent, or 1.82 
million people, a year. Another 500,000 
per year are added to the U.S. popula-
tion through immigration. 

Demographer Frank Notestein 
pointed out in 1945 that economic and 
social progress can lead to lower fer-
tility. In any given culture, Notestein 
said, at first both birth and death rates 
will be high, and the population will not 
grow. As living conditions improve, 
deaLh rates will fall but birth rates will 
remain high, leading to explosive 
growth. Eventually, according to 
Notestein's model, economic improve-
mens will cause people to reduce their 
desire for large families, and the birth 
rate will fall to approximately that of the 
death rate. 

Most developed countries have al-
ready made the "demographic transi-
tion" to this last stage, and some Asian 
countries seem to be moving in that 
direction. Figure 5 illustrates regional 
fertility trends. (Keep in mind that the 
data for Asia are skewed by China, 
home to over one-fifth of the world's 
population, where fertility is approach-
,ng replacement level.) Fertility-but 
not population growth-has fallen by 
over one-quarter in Brazil, Mexico, In-
donesia, and Thailand. In Indonesia, for 
example, fertility has fallen from 5.6 to 
3.4 children per woman since the mid-
1960s. 5 Recent data suggest that fer-
tility has also begua to fail in some 
African countries-for example, Kenya 
(where fertility has fallen from seven to 
six children per woman since 1984), 
Zimbabwe, and Botswana.6 

Most of Africa, however, lags be-
hind in the trend towards lower fertility, 
In 1960, AfricaandSoutheastAsia were 
growing at 2.5 percent per year, Latin 
America at 2.9 percent per year. Today, 
growth has stowed to 2.1 percent an-
nually in both Southeast Asia and Latin 
America. The TFR in Latin America 

A TIE of 2.1 is considered tobe atthe 

"replacement" level, because that isthe number 

of children a couple must have to replace 

themselves, allowing for some mortality in 
childhood. 

W USES GLOBAL RESOURCES? 

Although slowing population growth is essential, its impact in the short 
term will be more than offset by the consumption patterns and lifestyles of 
industrialized nations, which use the vast majority of the Earth's available 
resources. These nations, with just one-quarter of the world's population, 
use 75 percent of the energy, 80 percent of' all commercial fuels, and 85 
percent of the timber. In one year, one person in the United States uses as 
much energy as 150 Bengalis or 300 Malians. Coupled with greater life 
expectancy in the United States, this means that each child in this country 
will represent as great a burden on the environment-as represented by 
energy use-as 500 Malians. 

Developed countries are by far the major pollutcrs of the earth's air and 
water. Demand for tropical hardwoods in developed countries is one of 
several factors driving deforestation, particularly in southeast Asia. As the 
World Commission on Environment and Development pointed out in its 
landmark 1987 report, "Sustainable global development requires those who 
are more affluent to adopt life-styles within the planet's ecological means."8 

and Asia now stands at 3.6 (4.3 inAsian 
cotntries other than China). 
Meanwhile, growth in Africa has ac
celerated to nearly 3 percent per year, 
with a TFR of over 6, by far the highest 
in the world. 

In Europe, economic and social 
changes were the engines behind the 
improved health conditions and even-
tually the balanced birth rates and mor-
twlity. Hcwever, fertility can decline 
markedly in countries where the 
economy is not highly industrialized, 
per capita income is low, and the 
population is largely rural, so long as 
family planning methods are made 
available-as for example, in In-
donesia, Thailand, and Sri Lanka. Fer-
tility declines in these countries have 
been associated less with per capita in-
come than with improvements in access 
to family planning and health services, 
female education, life expectancy, and 
more equitable distribution of income.7 

Rapid population growth places 
enormous pressures on the environ-
ment. As developing countries pursue 
higher living standards, they may fol-
low some of the environmentally 
destructive courses already taken by the 
industrialized nations. If China, for ex-
ample, exploits its vast coal reserves 
without taking suitable precautions, the 
impact on the global atmosphere could 
be staggering. 

IOPULATION GROWTH: 
BOMB OR BOON? 

The ghost of Thomas Malthus haunts 
every discussion of the relationship be
tween population growth and natural 
resources. Malthus, a churchman and 
economist, warned in 1798 that popula
tion, left unchecked, orows geometri
cally but subsistence increases only 
arithmetically. With the exception of 
postponing marriage, all the checks on 
population growth Malthus saw were 
negative-pestilence, war, famine. The 
Malthusian formula, orsomewhatmod
ernized versions, still underlies many 
discussions about population.

Malthus's gloomy prediction has 
not been borne out. Global human 
population has not grown geometrical
ly, though it has shot up to new plateaus 
following technological advances in 
agriculture or health. The developed 
world has made a transition from high 
to low fertility, a process Malthus did 
not foresee. The second assumption 
Malthus made-he had little empirical 
data-also fails: food production has 
increased geometrically in parts of the 
world, largely as a result of improved 
crop varieties and Green Revolution 
technologies, and has outpaced popula
tion growth since at least 1950. 

The Malthusian model,while failing 
to live up to the facts, has evolved into 
the more scientifically rigorous but 
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equally bleak view which today fail, and in 1974 he proposed that the 
dominates popular debates about United States adopt a "lifeboat ethic" by 
population growth. The best known refusing to give food aid, even in emer-
proponents of this position are Garrett gencies, to countries with fast growing 
Hardin and Paul Ehrlich. In 1968, Har- populations. In a 1990 sequel to The 
din, an ecologist at Stanford, published PopulationBomb, entitled The Popula-
an essay entitled "The Tragedy of the lionExplosion, Ehrlich and his wife and 
Commons." The central concept of this co-author, Anne, emphasize that they 
parable on human population is a graz- favor "population control": "The prob-
ing area open to all herdsmen and their lem is that family planning focuses on 
catde, If each cattle owner acts in ra- the needs of individuals and couples: 
tional self interest and constantly in- population control focuses on the needs 
creases the size of his herd, eventually of societies as well," 
the grass will be gone and everyone's On the other side of the issue, 
cattle will die. The solution, Hardin economist Julian Simon claims that a 
said, was government regulation; growing population is to 1), ' .elcomed. 
"freedom to breed will bring ruin to us Not only have naturalresources become 
all. less scarce-as indicated by falling 

Shortly before Hardin's essay ap- prices-in the face of population 
peared, Ehrlich, a population biologist growth, but more people means more of 
at Stanford, published perhaps the most what Simon calls "knowledge creators" 
significant work on population since who will solve whatever pioblems may 
Malthus, The Population Bomb. The come along in the future. 
book opens ominously: 'The battle to Simon does not oppose disseminat-
feed all humanity is over. In the 1970s ing family planning methods-he calls 
the world will undergo famines- the effort to increase the availability of 
hundreds of millions of people are going such methods "one of the great social 
to starve to death." Ehrlich's vision of works of our time." He takes aim in-
a world about to be overrun has defined stead at compulsory family planning 
the parameters of the population debate programs and doomsday predictions of 
for nearly a generation. unceasing population growth. Simon's 

Both Hardin and Ehrlich advocate views are not highly regarded in the 
wide-ranging national and international demographic and scientific com-
efforts to curb population growth. Har- munities, but the Reagan administration 
din believes that voluntary methods will more or less adopted them at the 1984 

Figure 2 
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World Conference on Population in 
Mexico City. To the dismay of many 
people both here and abroad, at the 
Mexico City conference the United 
States reversed its long-standing corn
mitment to slowing global population 
growth through international family 
planning efforts. 

Although it is fascinating to specu
late about population growth in global 
terms-spaceship Earth, the global 
commons, etc.-such growth is the 
product of millions of decisions made 
by individual families. The key link 
between population and the environ
ment stems from individual, not global, 
concerns and values: human rights, 
health, education, a better life. 

POPULATION GROWTtl AND 
THE STATUS OF WOMEN 

Most environmentalists, demog
raphers, and policy makers agree that 
achieving a sustainable society depends 
on slowing population growth. As Ken
neth Boulding, a prominent economist, 
has put it: "Anyone who believes ex
ponential growth can go on forever in a 
finite world is either a madman or an 
economist".12 

How then to tackle the enormously 
complex task of containing a booming 
population? Ansley J. Coale, a leading 
demographer who is now Professor 
Emeritus at Princeton, argues that three 
factors must come together to reduce 
fertility: knowledge on the part of 

women that they can control their own 

motivation to reduce fertility; 
and access to the means of fertility con-

This model provides a framework 
understanding how family planning 

efforts fit into a broader social context. 
The first of Coale's three factors is 

in place: most women in developing 

countries understand they can control 
their fertility, although knowledge and 
social acceptance of modern family 
planning methods-the pill, in
trauterine dvccondoms, 
trueie device, cnosdiaphragms, sterilization-vary from 

country to country. The second facter,the motivation to control fertility, 
presents a much more complicated 
question. Children perform essential 
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Figure 3 
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family tasks in much of the developing 7and lOper 1000live births. Withsuch 
world. They herd domestic animals, high mortality, having many children 
fetch wood and water, look after si- helps to ensure that some survive to 
blings and, later, parents. adulthood. 

As the rural frontier for fuelwood Closing the "education gap" will be 
recedes and water and soil resources are a particularly important factor in reduc-
depleted, the need for children to share ing both infant mortality and fertility. In 
the work load increases. Australian Botswana, for example, a woman with 
demographer John Caldwell argues that no education will have over six children 
women in developing countries who in her lifetime, while a women with at 
decide to have more children are least a secondary education will have 
making rational decisions based on their only four.11 This relationship-the
economic conditions. Many Africans higher the education, the lower the fcr-
still see land as abundant and labor as tility-holds true regardless of income, 
scarce. profession or trade, or religious beliefs. 

Women in many developing Infant mortality also falls among edu
countries have a distinctly lower status cated mothers, who are more likely to 
than men. According to the United Na- be familiar with immunization, oral 
tions Commission for Human Rights, rehydrationtherapy, breastfeeding, and 
one million girls die every year because hygiene. 
their parents care less for them than for In many African societies, con-
their brothers. Women typically cannot tributing to the immortality of the 
own the land they work, and have little lineage by having large families is a 
or no access to information, technology, fundamental religious responsibility, 
or credit. There is also a wide gender and bearing many children, along with 
gap in education. good crop yields, is a sign oftheirgods' 

Children fill needs of labor and approval. A wife who tries to control 
economic security necessitated by the her own fertility may fear the ire of her 
low status of women. In Africa, the husband's ancestors-not to mention 
world's highest infant mortality com- her husband and niother-in-law-and 
pounds the problem: in 30 of 42 sub- may undermine the sources of long-
Saharan countries, at least 100 of every term economic support of her husband 
1,000 infants die in the first year of life. and his family. 
In the United States, Canada, and InAfrica, a woman's social status is 
Europe, infantmortalityrangesbetween directly related to her ability to bear 

children. It seems reasonable to expect 
that women will have a far greater 
motivation to reduce their fertility when 
they are able to acquire property and 
inheritance rights, education, the right 
to vote, freedom of choice in marriage, 
and the possibility of divorce. There 
must be an acknowledgment that 
women can have aims in life other than 

In addition to raising children and 
running the household, women in the 
developing world Lso often have the 

of resource manager. Women in 
rural areas provide most of the food, 

fuel, and water for their families. They 
also carry out most environmentalprotection activities. Much of the soil 

conservation in East Africa--building 
terraces, using new cropping techni
ques, and so on-has been done without 
pay by small farmers, most of whom are 
women. In short, women in the 
developing world are a critical link be
tween population and the environment. 

Rapid population growth is increas
ingly seen as the major obstacle to 
achieving sustainable development. 
Promoting the sustainable use ofnatural 
resources cannot succeed, however, un
less it is linked to efforts to integrate 
women into the process. As Barber 
Conable, president of the World Bank, 
has said, "Without the full participation
of women, there can be no sustainable 
development. Without family plan
ning, women cannot participate fully." 

FAMILY PLANNING 

The need for family planning 
programs is clear: more women die in 
India from causes related to pregnancy 
and childbirth in one day than in the 
developed countries in one month, over 
one-third of the 140 million women in 
the developing world who have become 
pregnant in the last 12 months did not 
want to have another baby; one out of 
five infant deaths in developing 
countries would be prevented if all 
births were separated by an interval of 
at least two years.12 Looked at another 
way, a baby born within two years of its 
mother's previous delivery has a 90 per
cent greater chance of dying in its first 
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year than one born two years or more 
later. And as child survival increases, 
fertility decreases. 

Many Latin American and Asian 
countries are developing effective sys-
terns for 'delivering health care and 
family planning services. The marked 
decline in fertility in countries such as 
China, Indonesia, Thailand, Colombia, 
and Costa Rica is primarily the result of 
government-sponsored family planning 
programs. Two notable exceptions to 
this pattern are Brazil, which has 
lowered fertility without the benefit of 
government intervention but with ex-
tensive family planning efforts by non-
governmental organizations, 3 and goenena ranzton,ad0 

India, where extensive government 
family planning efforts have thus far 
failed to slow population growth sig-
nificantly. 

Instituting family planning 
programs in Africa-government-
sponsored or private-remains a 
tremendous challenge. In a recent 
reporton sub-Saharan Africa, the World 
Bank put the matter in perspective: "For 
a major region Africa's situation is uni-
que. Its population growth is the highest 
seen anywhere, at any time, in human 
history."14 

No region in the world has managed 
to develop in the face of population 
growth rates on the order of those now 
seen in Africa, according to the World 
Bank. Overall, Africa still has much 
open land, but development potential is 
not an issue simply of density but of 
potential as well, and much of Africa is 
arid. The transition from abundance to 
scarcity of land is already harming 
agriculture and the environment in 
some African countries. This transition 
took centuries in Europe and Asia, but 
is taking place over decades in Africa.15  

Despite years of continued growth, 
most sub-Saharan countries had little 
enthusiasm for developing population 
policies and programs until quite 
recently. At the 1974 World Population 
Conference in Bucharest, all sub-
Saharan countries, save Botswana, 
Ghana, and Kenya, were satisfied with 
their fertility and population growth 
rates and did not feel that population 
growth contributed to their economic 
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problems. Much of the pressure to countries had not reached this level. In 
reduce population growth was suspect fact, between 1979 and 1983,lifeexpec
because it came from formerly colonial tancy declined in 9 sub-Saharan African 
Western aid donors. countries. Maternal mortality is also 

Most African countries also lacked extraordinarily high in Africa; 150,000 
adequate data on the extent of popula- women of reproductive age die each 
tion growth until recently. Several year, and an equal number are disabled 
large-scale demographic surveys have due to complications from pregnancy. 
now been completed in the region, and In 12 of 29 countries from which data 
these data reveal that national popula- are available, the mortality rate is over 
tions are larger than previously es- 500 maternal deaths per 100,000 births, 
timated, fertility rates are high, and that compared to 44 in China and 90 in Sri 
population growth rates are the highest Lanka. 
in the world. They also suggest a large Yet much of the limited demand for 
unmet need for contraception. By 1986, family planning is motivated not by 
only Chad, Cote d'Ivoire, Gabon, health concerns or by a desire to limit 
Guinea-Bissau, and Mauritania en- family size but by a wish to avoid ex
couraged women to have children or tramarital or premarital pregnancy and 
gave little support to family planning. to substitute for sexual abstinence im-

Access to safe, effective, modem mediately following a birth. 8Thus, fer
contraceptives remains limited in tility in Africa may remain high for a 
Africa. Use of a modem contraceptive period even if contraceptive prevalence 
method exceeds 15 percent of married increases dramatically. Eventually, 
women in only 5 of the 20 countries for however, fertility will fall as contracep
which data are available, and 3 of the 5 tive use continues to rise. 
are in the relatively developed countries The cultural roots of high fertility in 
of southern Africa. Modem contracep- Africa remain firmly in place. These 
tive use is higher in non-African will change slowly, but family planning 
countries: for example, 18 percent in programs will not be the primary agents 
Bangladesh, 45 percent in Mexico, 65 of this change. Rather, family planning 
percent in Thailand.1 6 will need to be made available as other 

In general, for family planning factors lead people in Africa to want 
programs to succeed, life expectancy at smaller families. 
birth must be above age 50. 7 In mid
1989, as many as 23 sub-Saharan 
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WWF&CF AND POVULATION once again go hungry and the forests 
and the wildlife will be gone. The rapid

Conservation organizations working expansion of human populations must 
at the grassroots can play an important slow and eventually stop to establish a
role in fostering environmentally sound balance between the needs of people
and sustainable life styles and thus and their environment. 
slowing rapid population growth. This WWF&CF expects to play a grow-
need not mean dispensing contracep- ing role in helping people in the 
tives, but rathei focusing on such factors developing world to better manage their 
as the role and status of women, educa- environments, whether that manage-
tion, and public health. Population ment takes the form of planting trees,
growth in any community or culture conserving wildlife, or having fewer 
cannot be separated from its broad so- children. On the forested slopes of Mt. 
cial context. Kilum in Cameroon, for example,

WWF has long sought to preserve WWF&CF is working to upgrade a 
endangered species and ecosystems. local honey cooperative. Harvesting
We are deeply concerned about the honeyfromtheforestprovidesanincen-
quality of human life as well. In many tive for leaving the land intact, rather 
parts of the world the needs of the grow- than clearing it for crops. With less land
ing number of rural poor lead to the being cleared, the need for children to 
overexploitation of natural resources, help work the fields diminishes. In the 
and hence to the loss of habitat and long term, money brought in from the 
biological diversity. As we learned sale of honey will improve the local
long ago, if we are concerned with standard of living, thus reducing child 
wildlife, then we also must be con- mortality and removing another cause 
cerned with people. of high fertility.

Destruction of conservation reser- In the short-term, however, the 
yes, the world's national parks, or still population continues to grow. As we 
intact natural areas does not hold the work to protect the environment by im-
solution to global poverty. Burning proving the lives of people in rural 
tropical forest or encroaching on nation- areas, we also support the efforts of 
al parks and preserves may fill short- organizations that are tackling the issue 
term needs, but these activities can not of population growth head on. In Nepal
be sustained. Once the resources held and Thailand, for example, WWF&CF 
by these lands are used up, people will is cooperating with local organizations 

Figure 5 
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in projects that address conservation, 
education, and population issues. Con
servation and family planning are corn
plementary, and bringing them together 
is a vital step towards a sustainable 
society. 

Projects like these take advantage of 
WWF&CF's traditional strengths as a 
grass-roots organization, and they 
demonstrate WWF&CF's approach to 
population and the environment. Many 
international organizations have taken 
on the challenge of promoting family 
planning. WWF&CF's role--for both 
conservation and population-lies in 
the economic and gender issues that in
fluence the decision to have children. 
WWF&CF will focus its efforts on the 
factors common to both population and 
natural resources, particularly through 
environmental and population educa
tion, community organization, and lo
cally based projects that integrate 
environmental concerns with sus
tainable development. 

Conservation organizations must 
not turn a blind eye to the needs of 
people. It is up to conservationists to 
ensure that in meeting these needs 
people do not destroy the environment. 
The next 10 years will be critical. Nafis 
Sadik, executive director of the United 
Nations Fund for Population Activities, 
joins prominent scientists and environ
mentalists in saying: "What we do over 
the next decade will determine the fu
ture of our planet." 

Notes 
I. F.O. Wilson, "The Current State of 

Biological Diversity," in E.O. Wilson, ed.,
Biodiversity (Washington, D.C.: National 

Press, l98 8 ),p. 13. 

2. Sub-Saharan Africa: Fron CrisLv to Sus-
Growth (Washington, D).C., The Intema

tional Bank for Reconstruction and 
DevelopmentlThe World Bank, 1989) p. 101. 

3. Thomas W. Merrick, "World Population in 
Transition," Population Bulletin 41, no.2(1989):3. 

4. The statistics from sub-Saharan Africa 

cover 42 nations:Angola, Benin, Botswana, 
Burkina Faso, Burundi, Cameroon, Central 
African Republic, Chad, Congo, Cote d'Ivoire, 
Djibouti, Equatorial Guinea, Ethiopia, Gabon,The Gambia, Ghana, Guinea, Guinea Bissau, 

Kenya, Lesoto, Liberia, Madagascar, Malawi, 
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June 11. 1990
 

The Honorable Nicholas F. Brady 
Secretary of the Treasury 
Main Treasury Building 
15th Street & Pennsylvania Ave., NW 
Washington, D.C. 20220 

Dear Secretary Brady: 

On behalf of Natural Resources Defense Council (NJRDC), National 
Audubon Society, and the Friends of the Earth-Oceanic Society, we are 
pleased to present you with the enclosed draft of "Policy Guidelines for 
Financing Projects Affecting Coastal Marine Ecosystems." 

In a letter of March 17, 1989, Deputy Assistant Secretary for 
Developing Nations, David R. Malpass, asked that NRDC assist the 
Department of the Treasury in developing standards for U.S. evaluation 
of environmental aspects of multilateral development bank (MDB) 
loans affecting marine areas. Similar standards have already been 
established to assist in evaluating projects that may affect sub-Saharan 
savannas, tropical moist forests, and wetlands. 

NRDC invited Dr. George M. Woodwell, Director of Woods Hole 
Research Center and Vice Chairman of the NRDC Board of Trustees, to 
oversee the drafting of the Guidelines. They were prepared by staff of 
NRDC, National Audubon Society, and Friends of the Earth, and 
reviewed and modified in a workshop in the Fall of,1989 attended by 
scientists, representatives of conservation organizations, and officials 
of assistance agencies. The Guidelines were circulated to an additional 
group of approximately twenty marine experts inside and outside of 
the United States. 

Following your staffs suggestion. we have prepared a background 
paper setting out general principles to be followed in the planning and 
design of projects that might affect coastal marine ecosystems. 
Appendix B to the document is a set of draft standards that projects 
should meet to receive endorsement by the United States 
representatives to the World Bank, the Inter-American Development 
Bank, the African Development Bank, and the Asian Development 
Bank. 



These Guidelines propose strict criteria for the approval of 
development projects that affect coastal marine areas. Coastal marine 
ecosystems need to be protected because coastal areas: 

o 	 Are home to one-half of the world's population and will 
absorb most of the increase by 2025 when the planet's
population may approach 8.5 billion. 

o 	 Include the most productive fishing grounds. and 
commercially valuable nursery grounds. 

o 	 Contain a high proportion of the best alluvial soils for 
agriculture. 

o 	 Support water-dependent and water-enhanced industry 
and manufacturing. 

o 	 Are the major focus of tourism -- a major revenue source 
for developing countries. 

o 	 Include some of the world's most naturally productive 
ecosystems: estuaries and lagoons, brackish and salt water 
wetlands (salt marshes, mangroves), coral reefs, and 
seagrass beds. 

o 	 Contain a significant portion of the world's biological 
diversity. 

Coastal marine systems. however, are coming under increasingly 
intensive economic development and population pressures, and are 
becoming the major recipient of human society's by-products. Yet, the 
greatest long-term threat to the world's coastal marine systems may 
be the result of separate phenomena -- global warming and ocean level 
rise. 

In the past, the MDBs have often ignored effects on coastal 
marine ecosystems in the design and implementation of projects. We 
believe that there is a special need to review projects with a full 
understanding of their impacts on the environment and regional 
economies. These Guidelines emphasize the need for projects and 
loans to be designed in conjunction with comprehensive 
environmental assessments that will provide the underpinnings for 
informed MDB policy and activities. Also, these draft Guidelines 
recognize the need for monitoring of projects, which is critical to 
ensuring their ecological integrity and economic sustainability. 

These draft Guidelines should have a lasting positive influence 
on the use of the world's coastal marine ecosystems and sustainable 



development in the Third World. We have every reason to believe that 
the banks will observe and profit from these Guidelines. and their 
effect will be significant if they have stiong United States support. 

We would welcome any opportunity to discuss these draft 
Guidelines with you. We look forward to the adoption by the 
Department of the Treasury of the final standards for votes by the 
United St~tes on development bank-financed projects that may have 
adverse impacts on coastal marine ecosystems. 

Sincerely, 

t4-0- v 

George M. Woodwell 
Vice Chairman, NRDC 
Director, Woods Hole Research Center 

Steven J. Parcells 
Director. International Wetland Project 
National Audubon society 

A 

Boyce Thorne-Miller 
Director, Marine Science Project 
Friends of the Earth-Oceanic Society 

Eric Christensen 
Project Attorney 
NRDC 

cc: 	 Charles H. Dellara 
Assistant Secretary for International Affairs 

John Niehuss
 
Senior Deputy Assistant Secretary
 



---------------------------------------------------

DRAFT POLICY GUIDELINES FOR FINANCING PROJECTS 

AFFECTING COASTAL MARINE ECOSYSTEMS 

- Summary -

Coastal marine ecosystems are defined here ss the natural communities between the high
tide line and the edge of the continental shelf. They include beaches and fjords, estuaries and
lagoons, seagrass meadows, tidal marshes, and mangroves, corals reefs, and subtidal benthic
shelves. They are not only rich in biological diversity, but are vitally important as nurseries for
commercial fish. Coastal marine ecosystems protect the land from severe storms, are used as
harxors essential to commerce, and provide other economic benefits to people in developed and
developing countries alike. Over fifty percent of humankind now lives within fifty miles of the
marine coasts, and planners have good reason to believe that these coasts will absorb most of the 
estimated doubling of the earth's population, primarily in developing countries, that is projected to 
occur by 2025. Coastal marine ecosystems are and will become increasingly more vulnerable to 
human disturbances. 

Conservation of marine natural resources and efficient economic assistance to developing
countries are iot mutually exclusive goals, but mutually reinforcirg; both can be accomplished
through comprehensive planning. Identifying the values and functions of marine natural resources
and integrating them into development programs must take place as early in the planning process 
as possible. 

In the past, the multilateral development banks (MDBs) have often ignored effects on
mariine ecosystems in the design of projects and loans. The MDBs, however, can use their 
influence with borrowing nations to work towards the use of coastal marine ecosystems as part of 
the sustainable economic development of the borrowing countries. 

These draft Guidelines propose strict criteria for the approval of development projects that 
affect coastal marine ecosystems. They focus on the importance of the ijyjg resources of marine
coastal ecosystems, and emphasize the need for the MDBs to understand the effects of all
development projects, whether land- or water- based. The Guidelines stress the need for projects to
be designed in conjunction with comprehensive environmental assessments that will provide the
undeipinnings for informed MDB policy. Once a project is completed, it should be monitored over 
a long period to ensure that the results are as intended and that the project fits into the overall goals
of development that can be sustained. 

Finally, it should be recognized that continued increases in emissions of carbon dioxide and 
other greenhouse gases may severey disrupt marine ecosystems through rapid climlatic change and 
through rapid increases in sea level. 
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onservationists call the 

fishing nets "walls of 
death" and their useliketl'strip-mining the 

oceans cl the
lkThose angry words 

are aimed at drift nets, a super-
efficient method of commercial 
fishing that is done by factory ships 
mostly from Japan, South Korea and 
"Idiwan. 

The nets, an owner's drzamn and 
an environmentalist's nightmare, 
are nylon mesh 40 miles long and 30 
feet deep. They drift at night and 
when they are pulled in, they kill 
indiscriminately - fish that are 
wanted and unwanted, porpoises 
and other marine mammals, sea-
birds and turtles, 

nsnp-mining 

The killer nets first stirred con-
troversy in the South Pacific, where 
boats from the three Asian nations 
depletedstocksofalbacoretuna, the 
livelihoodofindigenouscommercial 
and subsistence fishermen 

Led by Australia and New Zea. 
land, the 13 nations of the Pacific 
Forum put such pressure on Tokyo,
Seoul and 'ipei that they withdrew 
their fleets. 

The drift-net vessels redeployed 
to the North Pacific, where they are 
decimating marine life. U.S. observ-
ers on Japanese ships estimate that 
in a recent season those vessels 
alone destroyed 25,000 marine 
mammals and caught huge numbers 
of tuna. 

As one result, ships using tradi-
tional fishing methods saw their 
catch of albacore tuna plunge from 
20,000 metric tons annually in the 
late 1970s to 1,750 tons last year. 

Such assaults on fish stocks led 
the U.N. General Assembly in D, 
cember to demand unammously a 
worldwide moratorium on drift-net 
fishing after June 30, 1992. In the
meantime, the United Nations ld.
expansion of the practice mume 

"cease immediately." 

BJ. CuTer is foreign affairs col-

umnisl for Scripps Howard News 
Service. 

'lhiwan wasn't litein. Ia July 

and August, 15 of its large drift-net 
vessels appeared in Port of Spain,ITrinidad, posing a threat to the ma. 

to thelma 
Tniadn wsn't liteatng 

r.ine resources of the Caribbean and 
the Atlantic. 

Commercial fishermen in Trini
dati said they had seen thousands of 
shark fins, a delicacy in Asia, aboard 
the Tiwanese boats, but no sharks. 
"They're dumping the sharks:' said 
an expert. Since sharks are slow to 
reproduce, they could virtually dis
appear in another two or three years 
of drift-net slaughter. 

The Caribbean and nearby areas 
off the coasts of the United States 
and northern South America are 
Spawning grounds for albacore tuna, 
bluefin tuna, blue shark, swordfish, 

yellowfmn tuna and white marlin. 
A great danger exists that the 

drift-netters will catch the spawning 
fish, endangering several species. 
Swordfish and the giant bluefish 
tuna, one of the largest vertebrates 
alive, are said to be "on the verge of 
coLlapse." 

F-fliaiwan is not a member of the 
fl United Nations and, techni

cally, does not have to obey 
.L the resolution against drift

net fishing. However, it runs a huge 
trade surplus with the United States, 
depends on Washington for last
ditchprotectionagainst Chinaandis 
highly vulnerable to U.S. pressure. 

Tra e United States has wimilar 
the and defense leverage with the 

other r marine predators, Japan 
and South Korea. It should not be shy 
about demanding that they stop 
searching for lor " " in the U.N. 
resolution and su w ut-netting. 

In addition, the United States 
should take the lead in organizing a 
hemispheric defense against the
Asian threat to marine life. If nations
of the Pacific Forum could push 

away the drift nets, a Caribbean-
North American Forum can do so. 

The point should be made bluntly 
to the three countries: After your 
strip-mining of the Pacific, you're 
not wanted in the Atlantic. 
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In recent years, energy consumption has increased rapidly in The
 
developing countries. Their share in global energy consumption (outside of
 
the USSR and Eastern Europe) has increased from 20% in 1970 to 33% in 1988.
 
It is anticipated that these energy consumption trends will continue. Given
 
their growing role in the global energy markets, tht main motivation of this
 
study was tL highlight the key factors that have contributed to the historical
 
increases in energy consumption in the developing countries as well ai to
 
project the changes likely to occur in the future. The scenarios for the
 
future take into account the changing relationships between economic growth
 
and energy consumption, structural changes, and the potential for fuel
 
substitution. The evaluation of these elements has been based on sectoral
 
analysis of demand for various fuels in the key sectors and the developing
 
patterns in and limitations on fuel supply. The outlook for the future is
 
reached by using analytical techniques as well as econometric model-based
 
simulations. The study covers eight major developing countries representing
 
about one-half of total energy consumption in the developing countries.
 
Because of their diversity Lnd size, the conclusion _.nued abovt these
 
countries can reasonably be extrapolated to developing countries as a whole.
 

The results of the study indicate that incrDeased levels of motor
 
vehicle use and urbanization are the main factors contributing to increases in
 
energy consumption in the developing countries. Th,-e factors, as well as
 
rising incomes and shifts away from the use of traditional fuels, will
 
continue to support increases in commercial energy use over the long term. As
 
a result of fuel substitution, the pattern of fuel use will change during the
 
1990s. Gas is likely to become a more popular fuel, encouraged by changes in
 
pricing a.id exploration policies and the development of major grs distribution
 
projects. Aided later in the 1990s by environmental concerns, its share of
 
commercial primary energy could triple by 2010. The share of coal in total
 
primary energy is expected to fall significantly. Howevec, in volumetric
 
terms its use is projected to doubie, largely through increased use for
 
electricity generation--particularly in China and India. Hydro use is alsc
 
expected to more than double, with substantial growth teking place in China
 
and India. Oil consumption seems likely to more than double by 2010, even
 
under optimistic assumptions on conservation and substitution--largely due to
 
increasing motorization and switchinp out of traditional fue's in the
 
residential sector. Under the business-as-usual scenario, oil consumption of
 
the five oil-importing c:'untries will triple by 2010. The oil import
 
requirements of this group could reach 65% and 88% of total oil needs in 2000
 
and 2010, respectively.
 

It is estimated that the total energy savings, due to improved
 
efficiency and substitution, will be of the order of 23% of total energy use
 
and 33% of oil use by the year 2010. The potential for savings is largest in
 
the residektial and commercial sectors in China and in the industrial sector
 
in the other countries.
 



Miracle or Menace? Biotechnology and the-Third World
 

--By Robert Walgate, The Panos Institut(
[ CHAPTER 13 ]19 
1990 

CONCLUSION S 


T he impact of biotechnology on development is a complex issue, 
on which there may be many opinions. But as a guide through 

comple\it,. here are some suggested conclusions which the reader 
ma\ like to argue for. or against: 

* 	 biotechnology is neither demon nor angel. It should not be 
attacked as entirel\ a scourge of the poor. or as an unmitigated 
ens ironmental disaster. Neither should it be uncritically 
embraced as a panacea, an instant provider of food. medicine 
and \sealth. 

o 	 The initial impact of biotechnology on development has 
been overstated... Se\ eral early promises and threat. - such 
as a malaria saccine. or the sA, amping of the vegetable oils 
market \x ith cloned palm oil - are failing to materialise. 

But the delays in implementation are temporary. From 
small beginnings in research. great economic and social 
changes are unfolding. 

* 	 The di%ersit% of biotechnology means no one will escape its 
effects, for good or ill. Biotechnology is not the introduction 
of "a tractor" or "a dam" or even a simplified "high-yielding
varlet %"it is a gro "m g set of techniques as potentially various 
as life itself. and it offers room for dealing appropriately with 
local constraints, crops and practices. Equally. it presents the 
danger that no one vill be immune to the growth of 
biotechnolon. Inappropriate. as vell as appropriate. 
biotechnologies ma\ impact every comer of developing 
economies. 

One countr.'s gain will often be another's loss. And poor 
are at war with poor. as well as with rich nations. As this dossier 
reports, for example. China sold its hybrid rice technology to 
a Western buyer, excluding the rest of Asia from its success. 

The key question is: biotechnology for whom? Like any 
technology. biotechnologies are not neutral. They will be 
developed for the need, at,r purposes of the developer. 

To be appropriate to a communit., technological researcl 
should be directed by that communit.. So for developin
countr ' poor. the goal must be the direct or indirect control o 
the development of the technology that %,illaffect them. 

* 	 The ball is currently in the donors' court. The poor ar 
hardly organised for controlling research. NGOs seen 
unprepared. The degree of enlightenment and concern, o 
otherwise, of researchers, donors, governments and prisat 
industry, together with familiar political and economic forces 
will for the time being determine the equity or otherv" se o 
biotechnologies that are developed. 

* 	 At the same time, major efforts must be made to raise thi 
level of effective awareness of affectd communities. Onh 

very well-informed communities will be able seriously t( 
influence research directions in their favour. 

0 	 Biotechnology is mostly in pri%ate hands. In practice, mos 
of the tools of advanced biotechnologs. particularl\ genetic 
engineering, are in the control of private multinationa 
companies. 

* 	 Multinational biotechnology will seek profit. Long-teri 
potential profits in the South are seen to be large. Somt: 
technologies couid bring profits to both South ::nd North. bui 

companies will not invest in such technologies unless return, 
are guaranteed. 

0 	 Multinational profits demand markets and patents. Profit, 

will depend upon commercialising presently marginal rural 
areas. And with this. upon developing countries grantinE 
patent rights - acontentious issue, particularly wxhere in mans 
cases the patentable genetic material originated in dev elopingc u i v f e d rf r s s 
country fields or forests. 

0 	 Profit-seeking need not be entirely harmful to the poorest. 
In this dossier, examples are gi\en of multinational 
biotechnological activities in the South at both ends of the 
ethical scale. 

b 	 Multinational research specifically in regard to the South 
is on a small scale in relation io des elopments for Northern 
health and agricultural markets. The main dancer ma\ be the 
substitution of nes, Northern bio-industi al products, for 
exi,,ting high-, alue Southern crops: the main benefit to the 

South mas be .ome trickle-dow ntechnolog transfer to group, 
working on m )re beneficial research programme-,. 

* 	 The multirationals are increasingly responsise to public 



182 Miracle or menace? 

pressure - which affects their market sale,,. Public 
information can again here influence events. 

* 	 Public ,xctor research is the real ke% to appropriate 
biotechnolog.. In the context of private sector poser. it is of 
paramount importance that public research on biotechnologv 
for developmnt is appropriate and well planned. 

* 	 Researchers must "listen to the poor". Short of adopti 
trickle-do" n theories of economic dev.elopment. the onl\ "sa\ 
to ensure the relief of poverty will be to listen to. respond to. 
and respect, the real needs of the poorest communities. 
Researchers must understand and learn from existing 
indigenous technologies, customs and constraints. 

" 	 Such respectful interaction will be difficult. The exercise of 
articulating real needs will not be eas\. The extraordinar
molecular sophistication of much biotechnolog\ puts 
scientists at an enormous remose from the context of a rural 
villace "shere the research might have an impact. 

" 	 Field-to-laborator\ communication is a matter for donors 
and N(;Os. Such lon2-ranee communication in biotechnology 
can hardl, be man aged b\ either end-user or scientist. It can 
onl\ come about through effective, sensitise and imaginative 
field research. inquiry and communication. Thi,, should bc 
managed b\ programme donors and goxernments in 
co-operation sAith those ".ho kno\., local problems - local 
groups and farmers. \.omen and men. the poor as "ell as local 
elites. 

* 	 The first solid benefits in agriculture are likel\ to be the 
speeding-up of the breeding2 of impro ed crop varieties, and 
the earl% diagnosis of plant diseases for appropriate treatment 
and the control of epidemics. Later v%ill come crops engineered 
for resistance to viral diseases, and to some insect pests. 

* 	 The first solid benefits in health are likel\ to be ne tools of 
diagnosis. leading to faster, more appropriate treatment for 
individuals and better-informed health ,.stem planning. Later 
\kill come nc, and better drug treatment,, and een later. 
vaccines against tropical diseases. 

Biotechnoloe\ can be good for developing countries: but onl\ if 
they and their friend, make it so. 
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AIDING AFRICA
 

by'R. Stephen Brent 

Economic refo~rm anti lilJer.ilivaiti is theorder 4f the day -in Eastern Europc, the So
vict L'nion, and many lcs,-dcschlped cuntries. I .ost in the nests is the fact that many

countries in the [omirest area of the %%urld, sul,-
Saharan Africa, 
 are also pursuing economic
rcf, rm, and have been difng soi for several 
cars. 
.\frican rcftrm is differcnt from that ,iccurring in [astern Eurpe in several % a%s.In the
first place, it has not been preceded or accom

panied b.%a change in regimes. In most casesref.rm in Africa is being carried out by thesame gmcrnmrents that previjusly%fill)cd
statist policies. African reform 
 is also morelimited in scopc. P-lIand under a noncommu
nist grosernment is tryingZ to tran.,form its conomy to a market-based systcm in a single .%ear.

The countries 
 in \trica most serious atboutreforms are pr,-ceediniz much moire t'raduallv
and hase not committed them.selses t(a partic
ular final destinatin. Finally. 
 African reform
has been influenced to an unparalleled degiree
1v the \\orld Bank and the International .\ionetarv Fund (LI.F). In fact, 
 the impetus for refirm came from the Bank and I.IF, supported

6Y the Lnited States and other donor coun
tries.
 

The \\orld Bank and 
 I.\IF
have been able to
push reform in Africa 
more awrtLressi clY thanclc%%here because of \frican countries' high
dependence on e\ternal aid. and because manv
had reached a crisis 
 b)v the earl. l980s. \%henthe internatinal institutions c nditined their
loans on reform, 
 most countrics had little 

chcclut lxto t )ng.he
'I\F tooxk the lead inthe Carl., 18()s %tithshort-run "stal)ilizatin"measures aimed at redIucing budget and tradedeficits, vhich had reached dangerms le els in 

It.STEPIEN BRENT is aBueatIT .e pecial a3j"stant t in-. e .fricaU.. grenc', for International I)k-elopthe 
 t",
article aos tint
necessar ll,
•heLS g9(r~er"ment refect the :',ews ofor anV qkye,i(- thereoff. 
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FOREIGN POLICY 

many countries. In the mid-19,fls the World 

BInk toowk center stage %%ith"structural adjust-
mcnt" prarms intended too increase efficiencv 

,,er the mcdiim 

ihrouh markct-oricntcd changces. 

'Ihe initiatiom (ot rcfirn t'r has 


and (rovth and Ing term 

m Outside 
had pluses and minuses. ()n the one hand, it 
has set refi irm in moti in in a majorit v of .\fri-

can ciiuntries. f0%t ifany of \ hich \would have 

undertaken ilerali/ation tn their ow n. On the 

(other hand. the fact that rcfo(rm started out as a 
"''uch.product." and is still o)ften perceived 

as uch. has dctracted frimi its support among 
Africans. implnemcntation ,frefourm has lagged 

far behind rhetorical commitments and has 

hecn a process iift\w steps tr\%ard and iine 
step back. 

.\frican rcactions to reform have evo ved 

over time. Initially, .\fricans strenuously de-


nicd that bad policies \%ere majiir contributors 

to their econo mic problems. blaming terms-uf-


trade losses and iithcr external factuurs. Xs more 


andi imrecountries accepted \\orld Bank and 

lME reform programs, these attitudes midcr-


ated somrc\hat, but they did not disappear. 

'tiiday must .\frican giicrnments recognize 


the nccd fir chanc but alsii have strong rcscr-

vatoins aluut the market apprachcs advocated
by the iiuirs. prtcularlv about heavy rell-

ance un the private scctor. 
In 19'M9) African criticisms of reform biiilcd 

livcr in a public dispute bct\en the UnitCd 

Natins Veonimic (C:immission for Africa 
(CA) and the \\irld l,ank. The subject \\as a
rcpiirt by the \\'()rid Bank and the L'nitCd 

Nations l)evelpmcnt Program, which argued 

that reforming \frican countries \crc doing 
hetter than nimirefirmers in gross domestic 

product (GIw) gr(th, agricultural priduc-
tiara, and expurts. 'he E(. sharply criticiied 

the Banks anal\sis. claiming that rcformiing 

countries' pcrft.rmanec \%as actuallv \\iirsc. 

The technicalities (if this debate (which sup-

portcd the \\,ilrhl fank's piisiti(n) \crc less 

impiirtant than the piuitical differences it 
reflected. T[he E(:.x's viess s on the results 1 

refirm, as \scll as a later rcport laying iiut an 

GC. "alternative to structural adjustment, 
sug_estCd that reform remains (Iuitc contriver-

sialf in .\frica, and that, at least in some 
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quarters, the basic principle; of markct-or
icnted rctorri have not hcen accepted.

Critics have devecoped a sophisticatcd cri

tiqu tt reform that has had cmisidcralile ap

pcal-both in .\frica and among sympathetic 
groups in the \\est. Ilhat critique in\(il\es 
three main arguments: that refitrm di ics no t 

mirk, that it hurts p H ir peiple, and that ithas 
been underfunded. 

Critics ot rclt'rm contend that refi rm has no t 

produced the results promised, and \ ill not lie 

l because it is unsuited to \frieas spc

ci31 conditins." This vie\ is influential c\ cn 
\%ith .\frican )ifficials \hi are implecnt ing 

rcfirtin. \lany (1"them tlucstiiin the relevance 

(t market rncthIids to \frica and dLIu)t that 
samcficcs ni i% ill tilater.lead too real gr,,5 

Part ,fthis criticism is justified. lhe I\F 

and \\irld Bank initially m eresti matCd tile 

grow\ th payo)ffs iif reflirm. They anticipated a 

rer rapid suppl. response ti "getting prices 

right' than has materialized, because iif Lin-

c\pctCL structural and piulitical ohstacles. 

3ith agencies no\%recognize that adjustment is 

a complex pricess that \%ill take time tii pro
duct results. 

The gro\wth payo)ffs ,t refiirm todate ha\e 
been niidcst..\Iist rcfi irminc cmintries hasc 
barely staved ahead (if populatiun criimth. A 
fc\%uuntrics %%ith strong rcfuirm proigrams. 

such as (ihana and ( ;uinea, havc achievcd sic

nificant gains. \%ith (;i)P grimth a\eraging 5 

per cent (ir better fur 4 years. But 1'4r most, 
proigress has l)een s!,\.

Nccrtheless, refiurm has largcelv succeeded 

in halting .\frica's rapid 

the earl li)X~s. [ruth I t- 1 .African 
iinc standards fell by I5per cent-a steeper 

drop than in I.atin .America. This slide \\as 
catastrophic for countries so cliisc t) the mar-

OnSice 1985 .\frican Ciiuntries with refirti 
n e 1nri 

pr,,gramns have either held stcad\ or made small 

per capita iains in ccinomic gross th and agri
crhiu ral productiim. Since 1985 t'Mi pri dfuc

tmi for the continent as a %h ,ichas risen faster 
than ppulatiiin. [That is the first time Africa 

the icr\Cd this go.!in 2 years, and muchre

tie increase \%as inciuntr es undertaking rc

frms. letter \%cather playcd a r(le in these 
gains. but reform clearly helped. 
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Rform.Ressin e 

\Vhile reform has not brought about the 
major gro\th hoped for, several questions 
must be ans\%ered before it is indicted. First, is 
re orm not \vorking, or is it just taking time to 
produce results? Vxperince else\\hcre shows 
that higher tgro\vth does not neccssarily follow 
immediately, or even directly, from liberaliza-
tion. The'Soviet Lion has achieved little 

pa\ off from several years of attempted reform,
Poland demonstrates that things can get worsebeoreln they et better. One of the lessons of the 

lbefsrna be that liberalizati.on o f controlled 

economic.; is a much more difficult and drawn-

out process than cviouslv realized. 


Second, what is the alternative to reform? 


This question is important because there is a 
\fric::pr,,k.'lem was not Soviet-styleruptcv. to forget the old s\stem's bank-tendency 

central planning, bu, distorted statism: bloated 

bureaucracies, inefficient state-owned enter-

prises, ind counterproductiVe prices and poli-


These resulted n economic stagnation,cies. 
escalating government expenditures, and fiscal 
crisesbenefits 

The continent's economic performance has 

been poor, not just in absolute terms, but also 
relative to other regions of the Third World. In 
productivity and growth Africa has consis-
tentlv trailed other similarly disadvantaged re-
gions, such as South .Asia. Its internal rate ofreturn on investment -9X(sin the was an in-

credibly low 2.5 pfr cent (compared to 22.4 per 
cent in South Asia). Since 1970, it has lost 

almost half its share of world export markets to 
more competitive Third World producers.
These differences catnot be explained by ex-
ternal factors..Africa's terms of trade have de-

dined less than those of other Third World 
regions, and its per capita foreign aid has been 
higher. This suggests that bad policies are toblame. Returning to the old waosis not an 

option. 
Third, have reform results been limited be-

cause market methods are unsuited to Africa's 
conditions, or because atrue market approach 
has not vet been tried? While many African 

hastrinot vctWhilebeen m 
countries have made important changes since 
the early 1980s, all have a long way to go to 
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Bret
achieve truly liberalized economies, particu

larlv private sector development. Some tough 

choices have been made on macroeconomic sta
bilization, but the process has not been corn
pleted in many countries. For example, ex
change rates are still too high in a number of 
countries (including all members of the franc 
zone). Interest rates are too low in most. 

The biggest problem, however, is failure to 
follow through with the many microlevel 

changes that viable market-based systems re
quire. These include reduction and rationaliza
tion of the role of state-owned enterprises, de
regulation of the private sector, encouragement 
of private investment, revision of investment 
codes, reform of the banking sector, and dis
coverv of affordable \ways to deliver social ser
vices. These reforms are essential if the essence 
and growth are to increase sitnificantlv. Yetof the system is to change and if production 

verv few African countries have made much 
progress toward putting them into effect. The 

ith the superstructure 
of liberalization but \without the operational 

content. W\ithout that content, many potential 
are lost. 

result has been rcfiorms %% 

The most vi,;ible evidence of the limitations 

of current reform is the failure of any substan
tial amount of capital transferred to other 
countries by Africans (flight capital) to return
 
home. As long as Africans themselves do not
 
consider their countries safe places to invest,
 
neither \%ill foreigners. Yet increased private 
investment (domestic and foreign) is vital for
 
growth.
 

Most African countries still have one foot in
 
the old world of state control, government em
plovyment, and urban subsidies. Thev have not
 
freed the private sector, curtailed state owner
ship of enterprises, tapped the entrepreneur

ship of farmers and small businesses of the 
"informal sector," or taken other steps required
for higher growth. Lont-standintt suspicion ofthe private sector, fear that Asian businessmen 

will dominate it, and the political pover of 

groups with astake in the old order have com
bined to thwart such reforms. But one does not 
know whether real liberalization would pro
duc~besifcn asnteduce tried.cussignificantt growth because itt has not vet 

125. 

http:liberalizati.on


FOREIGN POLICY 

Critics have also argued that reform hurts p~x~r people. Structural adjustment is said to 
poo peple Stu~traladustentisaidtorexstingrowth

impose unacceptable s,.cial costs on vulnerable 

groups such as children and the xr. '[his 
criticism has struck a respnsi'e chord not only 

in Africa, but also with some \mcrican private 
voluntary organizations and some members of 

the U.S. Congress. 'They have been receptive 

to allegations that structural adjustment rcpre- [*hehurt thet~r. 

sents a "trickle down" model that negflects or 

Responding to this criticism is difficult. One 

Resp o d i ng t o thp 


risks either appearing to condone Africa's terri-


ble poverty, or assertifng7 unconvincingly that 
o
But the 


this would be wrs without reform.oals 

fact is that reform has not caused the suffering

of poor people in Africa. Indeed, growth-


oriented structural changes of the type that the 

\orld Bank has pressed for represent the best 


Specombined 

improve their lot. 

To see wh this is so, one has to distinguish 

bet\een stabilization and growth-oriented
structural adjustment. Most "social costs of ad-

justment" are actually associated vith the de-
mand-reduction phase of stabilization. '[hishasqredinu b Ie 


has required painful belt tightening. G;overn-

ment services have been cut back and many 

wage earners have suffered. l-lowever, one has 

to be clear about the cause of this pain. it was 

not stabilization itself, but the economic stag-


nation and imbalances that made reductions ingovernment spending unavoidable. To hold 
stabilization responsibleis to blame the medi-

cine for the disease.
Structural adjusment, on the other hand, is 
t a a u tyepdustr r ng, ot h e the h in se 

austerity it seeks to increasenot an productivitvprogram. by eliminating eco-growth and 
nomic distortions and subsidies. This can be 

done with little harm to por people's interests 

because these distortions have favored urban 

becups ean th sedisto o nsa b tter- ff. "These 


groups and those who are bet ter)ff Thesence 
include state and party officials, the military, 

civil servants, universitv students, and workers 
and they are the 


in state-owned enterprisesadtearth 
main losers under structural adjustment. The 
main winners are farmers and, to a lesser ex-
tent, the tradespeople and craftspeople of the 
inf1rmal sector. 'hese are the main sources ofdynamism in frican economies. They also, 
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especialil farmers, make up the majority of the 
poor. Thus structural adjustment does not 

i tri e ow thoe owtetlxxst growth in the hope that some of the 
s owth andt i tied
res .In tea at both growth andlevels. Instead, it aims 

greater euits'. these goals do not conflict in 

Africae because the old e.licies were both in
efficient and inequitable. 

The UrbanBiasstory of how African po~licies reached 

this sad state isa true tra.,dv. The current
oli i c al and social order did not resu lt fromn 
politieal an soiorde dot result frn
maleolent intentions..\lost African govern
ments were sincerely pursuing national dcvel

hen they adopted urban-biased 
pnt oals ivhen ta e s 

and im-rt-substituting strategies after inde

pendence. Ionor agencies, influenced by de

"elopment theories of the time, encouratged 
with natural social forces (e.g., the 

desire of people to leave the farm and go to the 

o ce ae th n tl urbanole a l e 

city) to create politicallv influential urban 
groups that could demand benefits from the 

governmenr.
 
The rural masses were not so luck'. 'onsid
cred politically irrelevant by African govern

mns amr eentol elce u 
e nlt Th e n t f oitfed. o xl a

exploited. 'i'he main instruments of explita
tion were price, tax, and exchange rat
 
that penalized agricuhure -the main source of 

employment fo 
dize vrban consumers and industry. It is inter
esting to note the contrast with the treatment of

farmers in developed countries. In Western Eu
rope and the United States, where farmers
ac c oun t for a sm a l l fract ion of the pop u la t ion , 

agriculture receives massive subsidies because
arcluercie asv usde eas 
of the political clout of farmers. But in Africa,
where approximately 75 per cent of the people 
are farmers, agriculture has been exploited for 
the sake of the cities because farm ers lack poult

ical influence. 

Inequality has been compounded by the eco
nomic effects of .\frican political systems. 
Government service andI political connections 

and ng prti 
have been the ki" to wealth, and rulin an 
have relied heai' 

hvernent se vi oe ruli s
 

arties 

countries have been left with very inequitable 
societies, with the bulk of the population ig
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nored, urban groups subsidized, and a layer of i ic started. Lnfortuontpi oeYaluuiuelites tnado is to get a growth dynamistre.Uftu
l a luxurious standard ofelites on top %%enjoy Inately, that requires far-reaching economic 

living. Political power is inversely correlated 
\with economic productivity: Urban elites are 
economically piarasitic but pltclydm-ipolitically domi-
nant:farmers are thc backbone of the economy 
but politically impo4tent. 

\lanv critics of adjustment have not under-
stod i i equity and politics. They 

have assumed that African governments are 

helping the poor, and that reform programs 
hurt the poor by disrupting these government 
cfforts..\ctuallv the opposite is true. The old 
African Policies were regressive, while struc-
tural adjustmcnt is progressive. Nor is it true, 
as .\fricail pponents of reform cleverly argue 
and critics in the West naively accept, that 

.\frican governments resist reform for fear of 
its adverse effects on the poor. It i:s precisely 
the opposite: Reform is resisted because it 
harms the interests of politically powerful 
groups, while the groups it helps do not even 
show up on the political scope. 

I"'%o factors have contributed to Western 
misunderstanding of African realities. One is
the tendency to viewv Africa through a lens of 

domestic \\estern experience. American critics 
see policy reform as supply-side economics and 
reject it as an attempt at trickle-down income 
distribution. Europeans look at adjustment in 
terms of social democratic ideals and lament 
the loss of government services. Both assume 
that governments serve the interest ofcivil soci-
et in Africa, as they do in the West.

But most African governments are not like 

\estern governments. A large number are 
more like the pre-revolution governments of 
Eastern Europe-obstructing economic 
growth rather than supporting it, aggravating 
inequality by misguided policies and political 
favoritism, and repressing democratic free-
doms. Changes in African government policies 
are not against the interest of Africa's people; 
they serve that interest. 

The second factor is the tendency to identify 

policy reform with the austerity of stabiliza-
tion. Stabilization is the first stage of reform, 

and it is painful. But stabilization is only a 
necessary corrective to past abuses, it is not the 
point of the reform process. The goal of reform 
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changes that take time to accomplish, as well as 
more time to produce results. This growth

rwh 
oriented phase of the process is very young in 
Africa. As a result, reform has been perceived 
as an austerity program rat 
program. her than a growth 

A third African criticism is that the donors 

have not extended sufficient financial support 
for reform, especially in terms of forgiving .\f
rican debt. This criticism is partially justified

fromIfoficialresult large .a Iring 

creditors in the late 1970s and early 19Xos, 
many African countries have 'cry la'rge debt 
burdens, even higher relative to gross t 
product than those of ~atin nationalI me 

prodct Lain\mer ican counhanthoe o 
tries. Repayments on this debt are now limit
ing the growth that reftrm has produced ' 

pulling money out as aid pushes it in. In addi
tion, African debt has been heavily re

scheduled without considering whether'most 
countries Will ever be able to repay. For all 
these reasons, there is a case for more debt 
forgiveness.

On the other hand, dors hae increased 

aid to Africa steadily since the early 1970s.
 
Today, with 12 per cent of the 'hird World's
 
Population, sub-Saharan Africa receives 34.5
 
per cent of total worldwide aid (up from 19.7
 
per cent in 1975). This is a major commitment
 
of resources. T'he problem has not b)en donor
 
stinginess, but a massive drop in Africa's for
eign exchange earnings from private transac

hange eanisns from

tions. Private bank loans and investment fell
 
sharply in the 1980s because of the depression
 
of African economies, and export earnings de
clined drasticallI because of lower commodity
 
prices and loss of market share. These losses
 
have been So great that, even with increased
 
aid, Africa has been left \vith lower foreign
 
exchange and import levels than in 1980.
 
Some, though not all, of these private losses
 
have resulted from the policy problems of Afri
can countries. " 

Evaluating African reform is important be
cause the iontinentsneed fpr growth-riented
 

licies 'ill e still greater in the 1,,s One
 

reason for this need is increased Population. 
African countries will have to achieve higher 
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are to meet therowth in the IAN5 if the' 

mushrooiming needs of their people. 
Sub-Saharan Africa's population growth

one 
rate. at more than 3 per cent a %,ear, is oeo 

the highest that any region of the world has 


ever experienced. It reflects an average of al-


most seven births per wroman. Although popu-


rowth has slmed dramatically in thelation 

rest of the Third World (except the Middle 


rising. The
rate isstill
.f icsgro\thlred to double in 


continent s p-H puLation11_ is projecte to dobl in 

the next 22 years. Bv 2020 the population of 

Nigeria aloe will equal tha'. of the United 

Ni~yriaalon win 
States, .nd Africa's labor pool \wil i;"almost 

three times its current size. 


The population problem makes the need for 


economic gromvth particularly urgent. Popula-tic rowth sct' the baseline fhuman needs 

that a society has to meet---ducation, food, 

tobs, and services. Africa already has trmen-


dous youth unemployment ecause of the large 

tesaplitdnumber of new c\ jbs. In thenumber of new entrants to the labor pool and 

f ne In ebecause'ofthe sharpl limited number 

IP'ffs this problem ill get worse. 


Nightnwre Scenario 
The fooed situation is particularly critical, 

-xcept for the last few years, agricultural pr-

duction in most .\frican countries has fallen 

ever further behind pulation growth since 


ever fu rher behind tinhgrowth at ppla s n 


shortfall (not a normala
 

gency) of alot 10 million metric tons of food. 

A due drought other190 esltodayto A\fricaorhas emer-

ifprevious long-term trends continueeconomicalproject that .\frica \%ill have an annual shortfall 

40-50 million metric tons bv the year 2O{A. 

T[hat is six times the amount offood hat Africa 


Jf 

received for emergency relief during the major 

famine of 1984-85. It is difficult to see how 


cA efricauld compensate for such a food short-
A.ricagec ou d c sa e for is fd 

age. 'The EC has a name for this future pros-

pect: the "nightmare scenario. 
Addressing these problems will not be easy.
 

'The difficult} is indicated by the World Bank's
estimates of what is needed to achieve modest 

per capita gains over the next 10 years: a sharp 

drop in tafrican fertilit' levels, a doubling in 


the growth rate of agrcultural production, a 

major increase in investment levels and the rate 

of return on investment, and real growth in 


Brent 

foreign aid of 4 per cent per year. All this will 

annual increase inproduce only 1-2 per cent 
per of percapita income. .\t that rate it %%ill take 
Africa 10 vcars just to rccovcr the level 

aiaicm thdi 9O 
capita income it had in 190o. 
The other side of this pr no,;is is the risk of 

future decline. If everything goes right, .\frica 

can make slow proress. But if ke\ elements do 

not fall into place (many of\%hieh require dcci
sire actions by both Africans and donors), the
continent could suffer furzher decline. 

ncn hlege eentciuh 
As if its interna challenges, were not enough. 

Africa also faces er rcatcr "mai -,nali
 
her forl \rcacoun .Tris toil acit sthel 

in the world ecnomy. this oillnakc it still 
growth the %ne rc ti o c i th.\ ed. n 

grootitey ned. .\larginalizatin of priata 

economic transactios involving Africa has 
been underway for some time. .s previouslV 
noted, African countries have lost almost half 
their share of \world export markets since 1970. 

'he\ have also suffered a sharp drop in foreign 

Rcenth' even inestment fallen 
cutbacks by such traditional inves

tors as the French and lritish. 

bank lending andexistingnew investment sincehas 1980. 

Nor are future trends in international trade 
and investment likely to favor .\frica. Prices for 

Africa's mineral and agricuhural exports arc 
expected to remain low. International banks 
are now extremely reluctant to lend to Africabecause of the difficult\ they have had getting 

past loans repaid. .\nd foreign investors are 
likely to focus on new areas of opportunity: an 

unified urope, liberalizing East 
European countries, and Fast and Southeast
 

sia
 
Similarly, Africa's foreign aid is unlikely to 

grow dramatically during the Mos..African 

leaders have expressed concern that the revolu
tions in Eastern Europe will cause aid to beiverted from A frica to I iu ngarv , P o land , a n d 

other former Fast bloc countries. The \orld 

Bank and manv bilateral donors have offered 

not
ing that .\frica and Fastern Europe receive 
different types of aid (concessional aid for 

assurances that such fears are unfounded, 

Africa and market-rate loans for Fastern Eu

rope). But it is hard not to suspect that e\entu
ally there will be some consequences, espe
cially since man" of Africa's heaviest aid 

131.130. 



FOREIGN PIK)CY 

donors (France, (;ermanv, Italy, and Scandi-
navia) have a strong political and economicstake in East rornEurope. 

The problem may not be a fall in African 
aid. but a failure of aid to grow fast enough to 
keep up Vidh .\frica's rapidly groving needs. 

Imiu is 
TLhe M11i1 I:*tcniial source of new%funds i 
Japan. But \frica is unlikely to rank high on 

Japan's list ot conc cr n.-

Since 1970, Africa has lost almost 

half its share of world export mar-
ket! to more competitive Third 

V,orld pr oodthcers. 

Thus African countric:, face a dilemma. On 
the one hand. th.:s must increase economic 

romth and food production in the 1990s to 
meet rapidly e\panding human needs. On theother hand, the international env;ronment is 

unlikriv to offer easy commercial gains or sig-
nificant increases in aid. Basically, Africa 
n:eds to do meore \%ith less. This will require
that African governments and the donors-butespecially African t,.ernments-take new in-

escial, Aments, 
What should they do? T[he \mrld Bank of-

What Worlfriaof
fercd its recommcndations for African develop-
ment oer the omintz decade in a major studs' 
published in 19d9 ecub.Saharan .frica: From 

pub~~~~hhcpec icnoi 

Crisis to Sustainable (rowth. It calls on African 
governments and the donors to ork together 
to"fundamentally transform Africa's produc-ti structures. It advocates new actions to 
spu" aigriculture, improve education and social 

servic s, reduce birth rates, restore roads and 
other infrastructure, strengthen African insti-
tutions, and provide an "enabling environ-fo~r pyro\%th, 

T[h,: fol ,.in recommendations draw on 

the Bank's analysis but focus on five areas 

Where new p[,litical initiatives are required. 

African Leadership. The most basic change 
needed is fr .\frican governments to take 
charge olf restructuring their economies for 
higher growth. if Africa is to make the kind of 
chaniztes needed, African leaders will have to 
truly take the initiative on reform. So far most 
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governments have acted as reluctant partners. 
The importance of African governments "in
ternalizing" reform and actively leading it can 

hardly be overstated. [ven with such leader
ship, most countries will have a hard time 
achieving sufficient growth in the 19 90s. With
out it, there is a risk that the whole process will 

grind to a halt.
This risk is real because of the changing 

agenda of reform. In the 1)0s the cmplasis 
must shift from macroeconomic adjustments to 

the multitude of microlevel changes required to 

gt..rvhadivsmnCE Lrowth and Investmen' movingz. The Bankmn.TeBn 
and i.\IF were able to lead macroeconomic ad
justment fairly successfully through condition

alit' (though even then it was a second-best 

approach). But the pervasive changes needed to 

"put flesh on the bones" of reform cannot be 
accomplished the same way. These changes 

require political leadership from \within b)e
cause of the many actions they \%ill demand of 
government ministries and their more direct 
impact on interest groups. 

The need for Africans to take the lead in 
reform has been recoinized b the World Bank 
and the bilateral donors. "lhev are looking 'for 
ways to shift more initiative to African govern

train more African managers and econ

omists, and reduce the use of conditionalitv. 
ingulmore reposiilt toe 

But giving more rcsponsibilitY to African gov.
ernments will only \work if the governments are 
willing to pursue fundamental changes that re

incentives.n.1ria:f'om\ 

spect economic Incentives.
 
T]his does not mean that African govern

ments should simply accept donor prescrip
tions. The donors have the most to sa' 
 about 
issues of effectiveness and efficienc'-how to 
do things. They ha 

the proper ends of societ'v, \%hich must reflect
African political and social values. .\n ideal
synthesis wvould combine the best advice the 

donors have to offer regarding efficient mecha

nisms with the best of African s(.ial values and 
ideals. 

Assertions to the contrary not\%ithstanding, 
traditional African values do not conflict \with 
reform. The original political ideals of .\frican 

leaders like Zambia's Kenneth Kaunda and 
Tanzania's Julius N\yerere emphasized lifting 
ur the common man and helping the pxr and 
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the weak. In practice, this is not the way.\frica's economic policies have evolved. Butthe original ideals w re quite consistent with
refOrm's emphasis on rural development, cur-
tailnient of elite privileges, and reduction of 
cntralied pover,The ECA has begun to address this issue, 

calling 
 rgreater equity, po)litical participa-tion, and demlucratiz.tion in .\frica. It has also 
rccwrnized that .\frica needs far-reaching "so-
cioccon omric and structural transformation." 
These are t\%o important elements of a newdevehpment program. Unfortunatelv, the
third important element of a future program-
respect for economic incentives and market 
tiores- is not part of the ECA m odel. In fact,the E(:-.explicitly rejects reliance on market
forces as "'notadapted to the \frican situation." 
Nevertheless, many* ot' the ECA's v'iesms can be
incorTrated into a ne\ s\ nthesis approach.

Population. Today most African goern-
ments rhetorically support the goal of limiting
fertility, in contrast to the situation 15 years
ago, k hen they refused even to consider the 
problem. Program,.; and political commitment, 

J 
m anee qra r i o ot ntriesmaifr reluiemet n rducngonepogrssp pulation grow th i.,political leadership.

l)onors can and should provide necessary fnancing. But onlY leadership 1)'African gov-
ernments and private institutions can produce 
the changes in public attitudes that are neededfor real progress. 


A fe\ countries have made progress over the
last five vcars (iotswtana, 
 Kenya, Senegal,

St aziland, and Zimbabve). These examples

shov that determined government policies can 
lover fertility..\loreover,

indicate man\ 

recent survey data
African women wvould like to
limit their familyv size but cannot obtain contra-

ceptives. Thus there is hope for more progress.

Nesertheless, the task ahead is great. Fewerthan 5per cent of African \omen use modern 
contraceptives compared to 50 per cent in
much of Asia. Population growth rates only 
begin to fall \hcn contraceptive use reaches
about 20 per cent. Even in Zimbabwe, a coun-tr\ kirh one ot the best family planning pro-
grams in Africa, the average number of births 
per \oman isstill
5.3.
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hrev 
Arculture.Another area %%herenew initia.

ats arcre uirald is a driculure I.t fria is toattack rural po'erty and increase its hM.d 
pl. it has to make major gains in agriculture,
particulrlv in Production lysmall tfarersSince i9eO .frican tZ(ernmlents hate said 
that agriculture is their top priorit hesentiments, however, hate nor been matched
by action. .\lost African gin ernInts have notserious\,promoted rural tUe'cl(plTent because
seri ticlypressures LringtWat effr s frint urban areas. 

hat efforts the have made have been ham
trung l)' L'ovcrnment bureaucracies' inctffk

cienc. and skilled \fricans' reluctance to live 
ed toins hareas.
 

Reduictions 
 in the role of gvernnt andreliance on the prhiate sector for services in 
wo ti, input supply, and training canrd %%: f %lur- help-
C "' .hthrough buraucratic red n g a lstape. This has
"orked well "here it has been tried, for exampie in Ghana. O\ crconhingCal pressures .is Ittitode; and prilitcoiatmoe ndclt

toresispro\ more difficult. 
There iaa fundamental conflict teten theeconomic imperative (fc mpm ering tilColin
tysdean t e n i pou eiJ)'h eumeetd an d l ti %orkers . his conflict is 
l e(if. the major challenges fc ing fri an
 

leaders. t d ln i frican
negricultura development ill also reuire
neassistance from the donors, particularly 
tor repair and improvement (if rural roads antinfrastructure. 'hese items have been ne

glected for years. 1o raise them to a minimum

Standard wtill cost billions Of dollars, which for

the most part "illhave to Come from outside. 
The Po~tential payot'/s if a serious effort to
 

develop atzriculturc

Farmers' arc man-. A growting agtri-W ouild absor tl runskilld ab
Figher incomes tould result in de
mand for labor-intensiV 
 g!ools and services 

further Icatingjbs, man.gro~vth o d citon Wo 
in rural areas. \ndle ) ecause most,maf
 

farmers, miny o t
h e omen,' smhgi have. atbee 

gr 
 have alrcady,bccn experienced by countries that have favorcd agriculture in the past,
such as Kenya and Zimbabwe.
 
T"'he decision of most African countries toneglect agriculture (lamented in the 1966 b okFalse Start in Africa) \'as a major mistake, and 
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the source of man%- of the continent's problems. 
Rcctif\ ing this would do much to improve 
.\frica's productise potential. It would also 
brini!Africa more in line with the agriculture-
led dcvelopment paths foliowed by many of the 
successful countries, such as South Korea and 
"ai\an. in their earl\ stages of devclopment. 

Trade and nw:strnent. Africa today de-

pends heavily on fircign aid bccause of its 


lIses in espoNrt earnings and pri\ ate invest-


mnt. uturc aid. ho\c\er, is not likely to 


grov, as fast as .Africa's needs. "Fo achieve ade-

quate economic gro\%th in the I9WA)s, African 

countries ill have to increase their export 


carninzs and attract mrr private investment. 
Until novm most African governments have 

done little to promotc exports. They have 
feared that higher production ,)f e\port com-
niolitie, wo~uld result in falling prices bccause 

(t t'Ic \ orld demand, and they have said that 
the. ,ould like to reducetheir dependence on 

m r sc m arket .,hrough m ore trad e ithin 

Africa. "'Ihcce artumcnts do not hold up. 
Africa's share (fC\prt marklcs has declined. 
Tlhe first chjllen \%Ill be simply to make up 
for past losses. l'hcTc are fev commodities in 
\\ hich African produccrs are so dominant that 
they hasc to \korr\ about price effects. In-
creased trade \\ithin .\frica is a ortlwhile 
coal, but it cannot replace trade with the out-

iinificant degreeside ssorld to any 
That Africa's c\ports must become more 

competitive if the continent is to Lyrow is clear, 
The question is h. African governments and 

the \\orld Bank taor more \crtical integration 

and cxport dcisification-namelyprocessing 
of African ra\%materials in Africa and expan-
sion bexond traditional commodities. But nei-

ther \ ill \ork as long as African exchange rates 
arc overvalued, labor markets are rigid and 
overpriced, and the private sector is sup-
pressed. Moreover, \frican trade policies must 
shift from a "damagze limitation" mentality (fa-
voring \vithdra\ al fron the global market-
place) to active pursuit of export niches. 

(hanges arc also needed in African policies 
on foreign investment. Such investment en-
couraijes domestic gro\ th and plays an impor-

tant role in expanding exports because foreign 
firms have the knowtledge of global markets. 

136. 

Yet many African governments, including 
such reform-oriented states as Ghana, remain 
ambivalent toward it. Rhetorical openness to 
foreign investment isnot enough; tangzible 

changes must be made in investment codes, 

bureaucratic regulations, and arrangements for 
repatriation of earnings. In these areas, too, 
Africa should learn from the successful Asian

private capicountries, which relied hcaily on 
1tal,freign investment, and exprt promotion. 

oGovernance. .\frican t"ernnnts need 

make major impro\emcnts in go%ernance-the
 
quality and eenmental
 
practices. Four specific chanye'es arc needed.
 
First, Atrican governments must broaden io.
 
litical participation. The monopol[ of political
 
power by urban groups and elites has directl"
 
contributed to Africa's current plight. It \siilb' 
difficult to make development more equitable 
until ways are found to bring the excluded 
masses into the political process. Ghana's 

L iicutc
leader, Flight nant.rr "Ra\ %nt s, has 

recognized this in his country-, \here he is 
trying to increase the p\ er an'd political voice 

of farmers. The ECA is also stressing participa
tion and decentralizatin. 

Second, African governments need to nar
row the range of their interventions and be
come more effective in prioritY areas. "hes 

should abandon their futile attempts to manae 
naaeveryttdere ftl atmtst

everything. And they should perform their Ic
gitimate public functions more effectively, 
such as providing primary education. preven
ie health care, infrastructure, ioter., ater,
 

and judicial protrection.
 

[hird, African governments must try to
 
curb pervasive corruption and favoritism,
 
which in too many cases reach to the top.
 

Corruption sabotages development by wasting
 
scarce resources and undercutting people's
 
sense of social obligation and shared burden.
 

Fourth, African governments should con
centrate their resources more on development.
 
In the past many African countries haxe spent 

excessive sums on thcir military establish
ments. In the 1990s I, will beome'incrcasintl. 
difficult to iustify thi, spending, which diverts 
money and talent from the central task of d

velopment. .lost governments also need to re
duce the disproportionate share of resources 
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gvoing to urban elites, and shift that money to 
the public functions mentioned above, espe-
cilh 1asic eucation and health* 


The most basic change needed is for 


African governments to take charge 


of restructuring their economies 


f o r_h i g h e rgr o w t h ._w 

l1 these chantis-in basic reform, popula-
tiaa, a~ricuhturC, trade and investment, and 

tiovn, a gc ult r e ,p tS e nvfi t or
cal aiifficultd I cul for .fri-, i 
can jo ernments..k vear ago an observer 

mijght have concluded that there was little 

chance ot real progress aeigmade, at least in 


time t, turn around the continent's fortunes. 


[hat prognosis ma\ still turn out to he true. 

I Io\ ere, in recent months a new dynamic 

has beizun to unfold in Africa that puts the old 

asumptiown in doubt. .\kvave of political
unrest and chalienges to one-party rule has hit 

a numn er 
 of .\frican countries, including the 

Ivory Coast, Kenya, Sor,,alia, Zaire, and Zam-

bia. In addition, several other African govern-

ments have stated their intent, with varying 

degrees of commitment, to move toward multi-


party systems. Ihese countries include Ni-

ueria, Benin, (;abon, and even war-torngola. suwport 


Taken tolether, these cases suggest a newote 
political trend in .\frica. Its future course is
hard to predict. But one cannot rule out the 

possibility o f an African version of Eastern 


i~oesbditio .an tfr~an rsion tough
iuplitical s political transormation, though po-change seen's more likely, to be violentfr 

and protracted in Africa. Some of the signs aresimilar. ProJlonged economic stagnation has 
usilar. Proloeeco istntionern-

caused Frci~pl to lose faith in their govern-
ments. Long-standing resentments at the in-araneme 
equity and corruption of one-party autocratic 
rule are coming to a head. And the example of 
rlstern c nuropehas raised political conscious-
ness. frica's urban riots are not directed 
against the If (as in sose recent Latin Ameri-
can cases) bMF( against one-party rule. These 

factors bear a strong resemblance to th' EastEuropean phenomenon of economic failure 
ng p t eo n E rpea h n o f ec o n o ms 

leading to political change. 
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Although the driving force hchind the cur
rent unrest appears to be economic frustration,

be taken for granted that politicalit cannot 
change, if it comes, will result in more rational 
economic policies in the short run. .\lienation 

and militancy are greatest inthe urban areas. If 
these forces dictate the shape of change, the 

and makesubsidies, government controls,result could be a return zo earlier pdicies of 

o rk jobs for urb an gro u p s . I n N ig cri a th e 
government believes multiparty competition 

Would threaten to produce such an outcome 
and has put controls on the democratization 
process to protect the countr\"s adjustment 

-'fr 
program. But in the longer run market-or
iented reform has a certain inevitabilitv, be
cause nothing else will work. (Conceiabil., that 

political change in Africa could lead to a long
term adjustment process even more far-reach
ing in its consequences than current donor-led 
programslbecause the reforms come from 
within. In any ecnt, that is the hopeful view. 

Ifa number of.\frican governments do make 
significant economic improvements, either as a
 
result of political change or new efforts 1*
 
existing regimes, how should the efnors re

spond A credible donor rspnse would in

lude three elements: increased aid, expanded 

debt forgiveness, and favorable trade arrange
ments. Increased aid \o
new programs inariculture, infrastruc

p r as in a gi
 
ture, and other areas. I)ebt torgivenesswould

be a necessary complement.The case todav for 

more debt forgiveness %vill be even stronger if 
countries undertake an expanded development
 
effort. The donors can then help free reformers
mt eb d nofp s mi ak s yp ov ig 

from the burden of past mistakes by providingadditional resources, Finally, it \011(1ld e ima

portant to increase Africa's export upportuni
ties. The developed countries shoUld conIsider 

nts toginider

special trade arrangements 
African countries favorable access to Western 
markets. On a continentwide basis, .\frican 
agricultural exports could also be helped by a 
broader Western policy of reduced atricuhural 
subsidies (as the United States is advocating in 
the General Agreement on Tariffs and Trade). 
This initiative would reduce competition fromub s i dized p rodu cers i n deve l oped coun tri e s 
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and give African and other Third Wbrld pro
ducers afairer chance to compete.

The development challenge facing Africa is 
tremendous. The continent needs fundamental 
social and economic transformation, which 
may not be possible without political change. 
Current reforms are only a start. To quote
Winston Churchill's famous words of World 
Var II: "This is not the end. It is not even the 

beginning of the end. But it is, perhaps, the 
end of the beginning." Africa's reforms to date 
do not represent the end of needed changes, or 
even the beginning of the end. They may rep
resent the end of the beginning, in the sense 
that they have halted 25 'ears of movement in 
the wrong direction. But most of the positive 
steps that Africa needs for long-term growth 
still lie ahead. 

Nor are the current adjustment recommen
dations of the donors an adequate guide for 
Africa's long-term development. They are 
more acorrective for past mistakes than ablue
print for the future. A vision of Africa's future 
will have to be worked out by Africans them
selves, possibly under different political struc
tures. The measure of Africa's success will be 
economic, but the determinants of that success 
will be political. 
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Executive Summary
 

InstitutionsSO1rTH AFRICA: RelationshiP with Western Financial 

Purpose 	 In 1986, in an effort to change South Africa's policy of racial segrega
tion, the Congress passed the Comprehensive Anti-Apartheid Act that 

prohibited certain transactions and trade in selected items with that 
country. 

At the request of Senator Paul Simon, Chairman, Subcommittee on 
African Affairs, Senate Cormnittee on Foreign Relations, and Senator 
Edward M. Kennedy, GAO analyzed South Africa's financial situation, 
trade credits being provided to that country and the economic impact on 
South Africa of denying such credits, and the implications of excluding 
South Africa from the American Depositary Receipt system. 

Background 	 The Comprehensive Anti-Apartheid Act of 1986 bans new investment 
that includes new loans; however, the ban excludes short-term credits 
associated with trade, which allow importers to pay for goods over a 
period of time. Before recent steps toward negotiation in South Africa, 
some advocates of sanctions had proposed imposing additional mea
sures. Among these were banning all credits associated with trade and 
excluding South Africa from the American Depositary Receipt system. 
An American Depositary Receipt is a negotiable certificate issued by an 
American bank, representing ownership of the stock of a foreign com
pany, that simplifies and aids the purchase of such stock by U.S. 
citizens. 

South Africa faced a financial crisis beginning in 1985, when American 
banks refused to extend existing short-term credit lines because of polit
ical pressure, and other international banks followed suit. Because 
short-term credit then became unavailable, South Africa did not have 
the resources to pay off its debt when it came due. As a result, South 
Africa continued to pay interest on this debt but unilaterally froze 
repayment of much of the principal. Since 1985, South Africa has 
announced, after limited negotiation with its creditors, a series of three 
loan rescheduling arrangements to gradually pay off part of the frozen 
loans. 

Results in Brief 	 Although South Africa has managed to significantly reduce its large
debt repayments that fall due in 1990, its most critical barrier to sus

tained long-term economic growth is still a shortage of capital. This 
shortage is due to capital outflow and the unwillingness of international 
banks to make new, long-term loans. South Africa is able to get credits 
associated with trade to partially compensate for the lack of new bank 
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Executive Summary 

GAO's Analysis 

South Africa's Financial 
Situation 

lending, but the inflow of credits is small compared to the large outflows 
of total debt repayment and capital flight by cautious investors. 

If the Western nations decide that additional economic sanctions are 
needed, a multilateral bal on credits associated with trade would prob
ably have a significant economic effect by compelling the cash-short 
South African economy to pay cash for imports or resort to barter 
trading. South Africa would likely have to further restrict imports and 
increase exports in order to generate hard currency to make up for the 
reduced credits. However, a unilateral U.S. ban would have a limited 
effect, because many U.S. banks have already voluntarily stopped 
giving credits associated with trade. 

Excluding South Africa from the American Depositary Receipt system
would have a small impact on South Africa's economy because under the 
Comprehensive Anti-Apartheid Act, the receipts cannot be used to make 
new U.S. investments in South Africa. Furthermore, U.S. investors could 
still purchase underlying shares of South African companies issued 
before the statute's enactment and might take advantage of new off
shore markets that would give them the same advantages as the Amer
ican Depositary Receipt. But forcing U.S. investors to divest themselves 
of South African American Depositary Receipts might have some nega
tive effect on South Africa's business climate and make it slightly more 
difficult to raise capital. 

South Africa has the resources to pay the interest costs on its interna
tional debt, but because it is virtually frozen out of world capital mar
kets, it is unable to get new medium- and long-term loans to repay the 
principal on existing loans as it comes due. The problem is exacerbated 
by capital flight linked to its unstable political climate. 

South Africa faced particularly large payments due in 1990 but has 
managed to reduce these by "smoothing" its payments and pushing 
them into the future. This smoothing was achieved through a new. 
favorable debt rescheduling arrangement for the largely short-term 
credit fro.zen in 1985 and by extending repayment periods for the 
largely lorger-term loans and bonds not affected by or removed from 
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the arrangement. Yet, even with the improved climate for p 
tiations, most international creditors are still unwilling to m 
medium- and long-term loans because of the uncertain politi 
and because South Africa is a problem debtor. This situatioi 
with the debt repayment and capital flight problem, results 
tial capital outflow for the South African economy. Such an 
slows economic growth and remains South Africa's most cri 
nomic problem. 

Credits Associated With South Africa is able to get some medium- and long-term cre( 

Trade ated with trade to partially make up for international bank. 
to offer new, conventional loans. Thus, a South African cor 
closed off from international lending for general purposes o 
cific development project may buy capital equipment for th 
receive credits associated with the purchase. South Africa's 
to foreign banks declined $2.8 billion from June 1986 to Jur 
while its medium- and long-term credit associated with trad 
by a maximum of $1.1 billion. However, such inflows are sn 
pared to South Africa's overall capital outflow of at least $( 
during that same period. 

A multilateral ban on credit associated with trade to South 
significantly impede South Africa's trade by compelling tha 
pay cash for its imports. To make up for the reduced credit. 
Africa would be required to decrease imports and increase 
alternative to paying cash would be to barter its exports foi 

In contrast to the significant effect of a multilateral ban, ai 
U.S. ban on such credit to South Africa would have a limite, 
indeed, many U.S. banks already are voluntarily refraining 
viding credits to South Africa because of the economic and 

of doing so. The ban would mainly affect American compan 
still selling to South Africa and extending credit of up to 1 N 
sales. Such companies might then be at a competitive disad, 
tive to international competitors who could continue to pro' 
credits. 

Excluding South Africa 
From the American 
Depositary Receipt System 

Most financial, analysts GAointerviewed stated that South P 

panies were more or less indifferent to participation in the. 
Depositary Receipt system and would feel minimal effect if 
South Africa were excluded from the American Depositary 
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system, there would be little effect on South Africa's economy; Ameri
cans cannot currently use the receipts to buy new South African shares. 
American Depositary Receipts can only be used as surrogates for shares 
issued prior to passage of the C(omprehensivp Anti-Aparthpid Act. Thus, 
Americans who hold the receipts cannot provide new capital to South 
Africa. Requiring Americans to divest their South African receipts 
would only result in a transfer of ownership between investors. As 
American investors divest, they may have to sell at reduced prices; thus, 
the price of the underlying shares may fall in the short-term. Divestiture 
also could cause a marginal downturn in the business climate in South 
Africa, thus slightly impairing South Africa's ability to raise capital in 
the future. 

Recommendations GAO is making no recommendations. 

Agency Comments As requested, GAO did not obtain agency comments on the report. 
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Constraints and Prospects for I,.S. Investments inAfr.ca, March 1990
 

Overseas Development
 

EXECUTIVE SUMMARY Council/ IMED Inc,.. 

The purpose of this report is to examine the constraints and prospects for U.S. 
private investment in sub-Saharan Africa (excluding South Africa). The report is not 
encyclopedic but is intended to serve as a resource to raise the level of awareness of U.S. 
businesses and modify perceptions of Africa as an unprofitable region for private 
investments. 

The study acknowledges that development in Africa currently trails most of the rest 
of the world. However the research shows that the overall climate for private sector 
participation in economic development has gradually improved over the past five years. 
This is due in great part to massive economic reforms through structural adjustment 
programs and liberalization of political and marketing systems, all of which improve the 
prospects for carefully planned and targeted U.S. investments. 

The important policy modifications which many governments have made since the 
mid-1980s contributed to Africa's average annual GDP growth rate of 2.1 percent during 
that time. This period also saw 17 countries increase output faster than population growth, 
improved terms of trade for non-oil exporting countries and growth in agricultural export 
production. These improvements are indicative of the realization by African governments 
of the need to create more stable economic environments which encourage foreign 
investors. 

The current major foreign investors in Africa are from those nations with the 
strongest pre-independence ties, i.e. France and the United Kingdom. Other major 
investors include Germany, Italy, the Netherlands and the U.S. The primary focus of 
European investment activities are in the areas of mining, agricultural production 
(including forestry), construction, and management. The Japanese, who initially invested 
in energy, are increasing their general trade activities. 

Current U.S. private investments fall into three general categories where they have 
a comparative advantage: oil and mineral exploration and production, light manufacturing, 
and services. Light manufacturing interests are, for the most part, focused on consumer 
products for domestic consumption and export. Banking, financial, accounting, and 
insurance services are being offered by major U.S. firms. U.S.-based international 
management consulting firms are providing assistance to African governments and 
businesses in areas related to economic planning, human resources and institution building 
projects, many of which stem from international aid efforts aimed at improving economic 
performance and business climates. 

The areas and opportunities for future U.S. investments in Africa are varied but not 
vast. Primary commodities from mining and agriculture represent the traditional sectors 
with the most substantial potential for growth. The wood veneer and furniture industries 
in Europe, North America, and Asia have a special and continuing need for the high quality 
hardwoods found in Africa. While several countries are expanding their tourist facilities 



and infrastructure, African tourism has yet to be fully developed and thus provides
opportunities in management services, facilities development and other related services. 

The modern sector offers non-traditional opportunities. For example, U.S. 
technology for tidal seafood farming and freshwater fish cultivation provides opportunities
for sales in African markets as well as for exports. Several countries have large numbers
of persons highly trained in data processing which offers the prospects of using satellite 
information batching for off shore data processing. Market surveys, commissioned by the 
State of Michigan, identified specific areas of investment opportunities in Nigeria,
Zimbabwe, Ghana and several other countries. Smaller country markets should not be 
overlooked. Of particular note are Botswana, Togo, and Namibia which represent
opportunities in the livestock, minerals, and tourism industries. 

Further, the large volume of Official Development Assistance (ODA) provides U.S.
firms with many opportunities to participate in African development programs. The World 
Bank and the African Development Bank encourage members, such as the U.S., who hold 
equity positions to bid on consulting, engineering, construction, technical assistance and 
procurement contracts. More than half of the twelve billion dollars in ODA currently going
to Africa annually is available for U.S. corporate participation. 

The study identifies current constraints to U.S. investments, both perceived and
real. Responses from personal interviews and a questionnaire sent to 100 U.S. 
corporations, provided substantial information. The most critical constraints identified by 
our survey are the low level of infrastructure and general development, the quality and
quantity of education, the lack of well managed government organizations with consistent 
and predictable regulations and foreign exchange conversion problems. 

Another set of constraints are U.S.-related and range from difficulties in making
contact with the African private sector, lack of specific knowledge about Africa, overly
negative perceptions regarding the small size of the African markets and information gapS
about the U.S. government agencies designated to assist potential investors. These agencies 
were also found to be underfunded and inadequately staffed. 

Over the past ten years, the U.S. government policies for encouraging private sector
growth in developing countries and promoting U.S. investments in this effort have fallen 
short in sub-Saharan Africa. An overview of the government agencies and programs
designed to facilitate the policies revealed a system that is inadequate, resulting in
insufficient outreach by the agencies to inform the U.S. private sector of available 
opportunities. 

In response to questions regarding competing prospects for U.S. investments, most 
companies ranked Africa well below the Pacific Rim countries, citing the availability of 
better trained work forces, greater infrastructure, reasonable size markets and a lower cost 
per unit of investment for equivalent returns. Other companies will not proceed with new
investments or expand current operations in Africa until there is clarification of the 
potential for investing in Eastern European markets. 
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International agencies are more active in dealing with investment constraints in 
Africa, particularly in the area of private sector development. The International Finance 
Corporation, from 1978 to 1988, increased the number of its projects in Africa from 73 to 
229, providing financial aid plus legal and technical advice. 

A review of the objectives and activities of non-governmei-tal agencies and 
organizations indicate substantial special expertise in certain areas which can be used to 
mutual advantage by foreign investors and local employers, especially in agricultural 
production, labor force training, and social outreach. 

A new U.S./Africa Business Council has been in the development stage for the past 
year with very limited progress. Our analysis suggests the Council could provide the 
missing link in the U.S. private institutional network, capable of focusing specifically on 
African and American business interests. Of special note however are the well-targeted 
efforts of several U.S. states to encourage both exports and specific investments by 
companies resident in those states. 

The recommendations for action are organized into two categories: 

The first recommends strategies for engaging the U.S. private sector by providing 
better information and support from strengthened U.S. government agencies and involving 
business associations and business educational institutions in the overall communication 
process. 

The second category of recommendations discusses methods of providing 
encouragement for African business growth as well as new and stronger linkages to U.S. 
investors. They include support for organized groups of African industrialists and 
entrepreneurs, Chambers of Commerce, related organizations and private voluntary groups. 
It is also recommended that multilateral agencies re-examine their programs aimed at 
private sector and foreign investment development in Africa with the view of strengthening 
their roles. 

While economic progress achieved in Africa since the mid-1980s still is at the early 
stage, we believe that the changing economic and political climate will continue to create 
improving opportunities -- albeit modest -- for U.S. private investments in Africa. The key 
factors affecting successful ventures will vary for each potential investor, but will certainly 
include: a careful analysis of specific markets and in-country visits; making full use of the 
technical, financial and informational services available to potential investors; seeking out 
information from companies with successful ventures in Africa; and establishing close 
linkages between U.S. companies, African governments, community-based groups and 
African entrepreneurs. 
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DEVELOPMENT
 

To prod sub-Saharan 

nations to democratize, 
should donor countries 

and institutions tie 
their aid to political aswell as economicreforms? While 

improvements in 
governance are crucial 
to achieving sustained 
economic growth, the 

role of donors needs to 
be carefully thought 

out so as not to hinder 
Africa's budding efforts 

toward political 
pluralism.
 

By CAROL LANCASTER 

hould rich countries and inter-
national institutions providing 
concessional assistance and 

debt relief to sub-Saharan Africa link 
their aid to pclitical, as well as to eco-
nomic, reforms? This is the question 
of the day, raised and debated in the 
media, in policy discussions within 
the U.S. government, in public docu-
ments by international economic 
institutions, by African intellectuals, 
and by development experts. 

This question emerges from two 
rather separate trends in world poli-
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tics: efforts at structural adjustment adjustment. Over 30 African coun
in Africa, begun in the 1980s as a tries now have stabilization and/or 
result of the deepening economic cri- structural adjustment programs with 
sis, the desperate need of African the IMF and World Bank. 
governments for foreign financing, But structural adjustment has yet 
and the increasing tendency of gov- to produce a clear-cut success in sub
ernments, the IMF, and World Bank Saharan Africa. Sustained economic 
to condition their assistance on eco- reform programs in Ghana and else
nomic stabilization and structural where have contributed to healthy 
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growth rates (of 5 percent or above 
in Ghana) over several years. Howev-
er, an examination of the compo-
nents of this growth suggests that it 
is based on an expansion in capacity 
utilization in agriculture and indus-
try, large aid inflows, some invest-
ments in mining-likely to produce 
quick and profitable gains-and in 
the informal sector. Significant new 
investment in manufacturing and 
agriculture have not yet material-
ized. Indeed, in Ghana, domestic say-
ings and investment remain among 
the lowest in the world and disinvest-
ment in industry continues as ineffi-
cient firms collapse in the face of 
import competition. An increase in 
private, productive investment is 
critical element in the success of 
structural adjustment; without it, 
there will be no sustained economic 
growth. The question is why the 
investment has not occurred and 
what can bK (lone to encourage it. 
This is where the problem of gover-
nance arises. 

Investors, African or foreign, put 
their resources at risk to make prof-
its. In many lines of investment, par-
ticularly in manufacturing, investors 
will gain profits only over a period of 
years and so will invest where they 
have reasonable confidence that 
business conditions will not alter dra-
matically. In many of these aspects, 
Africa remains uncompetitive with 
other parts of the world. The logis-
tics of doing business in Africa are 
still difficult, with transport and com-
munications facilities poor and unre-
liable in many countries. Physical 
infrastructure is still inferior to that 
in other parts of the world. African 
labor is becoming cheaper, but in 
many places is still uncompetitive 
with the disciplined, literate, and 
often skilled labor in much of Asia or, 
more recently, Eastern Europe. 

But above all, investors lack confi-
dence in African governments which 
say they want private investment, but 
then act, at times unintentionally, to 
discourage it or which are riddled 
with corruption. Perhaps the most 
important obstacle to private invest-
ment and growth in Africa is that 
everything is open to negotiation. 

Rules and regulations are frequently 
implemented by government offi-
cials in an arbitrary and capricious 
fashion. Above all, investors require 
predictability on the part of their 
host governments. This is not pre-
seat for them in much of Africa and 
so they go elsewiere. 

Without an improvement in gover-
nance, sustained growth will not 

,_sider. 

Is the plu ral ism so 
often thought to be 

necessary for a suc-
cessfully functioning
dwhich 
democracy sufficiently
developed in Africa to 
support democracy? 

occur, for behind problems of eco-
nomic mismaitagement and corrup-
tion are pi oblems of leadership, 
interest group pressures, patronage 
politics, a lack of transparency and 
probity in government decision-mak-
ing, and an absence of public 
accountability. The Economic Coin-
mission for Africa acknowledged the 
problem of governance in its recent 
report, An African Alternative 
Framework to StructuralAdjustment 
Programmes,as did the World Bank 
in its recent long-term study, Sub-
Saharan Africa. From Crisis to Sus-
taiableGrowth. Thus, the problems 
with structural adjustment and 
renewed economic growth in Africa 
raise the question: Should aid be 
linked to political reform? 

The question is also raised as a 
result of the recent changes in East-
ern Europe and the West's response 
to them. Eastern Europeans have 
combined their dramatic moves 
toward economic and political liber-
alization with appeals to the West for 
economic help (less concessional 
assistance than commercial loans, 
debt restructuring, technical assis-
tance, and private investment). The 
Western Europeans and the U.S. 
have responded with some money 
and some promises, and the condi-

tioning of their help on continuing 
political liberalization. The fact that 
democracy could break out in East
ern Europe, where it was least 
expected, suggests that it could hap
pen elsewhere. Why not encourage it 
in Africa by conditioning aid on politi
cal liberalization there? 

In answering this question, there 
are several important issues to con-

First of all, what is the objective 
of tying aid to political reform? Is it to 
promote more open, democratic soci
eties as an end, for the good inherent 
in them? Or is it to promote econom
icdevelopment? 

A corollary to this question is 
reforms are necessary for 

meaningful political liberalization? 
What, in the words of Robert Dahl, 
would it take to ensure that African 
governments are "responsive to tie 
preferences of their citizens"? To 
ensure citizens basic political rights, 
the following conditions are usually 
regarded as necessary: freedom of 
expression (implying media, univer
sities, and public fora free to raise 
and debate political issues and to crit
icize government) and freedom of 
assembly; an independent judiciary 
enforcing the rule of law: and an 
opportunity on the part of the public 
to change the political leadership 
through periodic, free and fair elec
tions. Much of the experience of 
independent Africa suggests that it 
may be difficult to fulfill these condi
tions within the framework of a one
party state. A mu'ti-party state may 
be unavoidable. 

As attractive as the idea of political 
liberalization is for Africa, there are 
some potential problems. First, open 
political competition may center on 
ethnic, regional, or religious clear
ages dangerous to national unity. At 
independence, the fear of ethnically 
based politics (far from groundless) 
was the justification for the one-party 
state. Is there reason to believe that 
the dangers of ethnic politics have '-v 
now declined in importance or that 
ethnic politics would be less disrup
tive of national unity today than at 
independence? Does the answer to 
this question differ from country to 
country? If so, why? The tensions 
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resurfacing in Eastern Europe and 
the USSR suggest that even when 
they have been suppressed for 
decades, ethnic politics do not disap-
pear as potent and often destructive 
political forces. 

Second, is the plura!ism so often 
thought to be necessary for a suc-
cessfully functioning democracy suf-
ficiently developed in Africa to sup-
port democracy? Third, are powerful 
political groups prepared to abide by 
democratic rules rather than resort 
to the use of force to gain or retain 
political power? Where societies lack 
powerful, organized groups with 
diverse and sometimes competing 
interests, a dominant group or coali-
tion ,ifunction as an autocracy, 
even iii democratic camouflage, pro-
moting the interests of its own 
supporters and depriving others of 
economic opportunities as well as 
political rights, 

Are Zaire, Liberia. Sudan, or 
Son:alia sufficiently pluralist soci-
eties in which powerful groups are 
willing to play by democratic rules? 
The answer is clear in these cases. It 
is less so regarding Kenya, Nigeria, 
Senegal, or C6te d'Ivoire-although 
in each of these cases, ethnic or reli-
gious-based politics remain a possi-
bility and a threat. 

Fourth, it is possible that democ-

ratization in African societies can 
harm rather than hurt the success of 
structural adjustment programs, 
generally regarded as critical for 
restoring economic growth in the 
region. Open political debate would 
inevitably include the major issue 
with which so much of the continent 
is now struggling-structural adjust-
ment. Structural adjustment pro-
grams are controversial (not the 
least because of the foreign involve-
ment in them), painful (particularly 
for vocal and influential groups), and 
often emotive and ill-understood by 
the general public. The largest group 
benefitting from them-rural farm-
ers-are typically the least articu-
late, the least well-organized, and 
among the least politically influential 
group nationally. Would they orga-
nize, articulate, and vote their eco-
nomic interests in an election where 
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structural adjustment is an issue? 
It is very possible that where 

structural adjustment programs 
become the subject of open political 
debate or a major issue in political 
campaigns, where articulate, power-
ful groups and individuals are pre-
dominant (whose interests are 
threatened by structural adjust-
ment), these programs will be dis-
carded along with those politicians 
supporting them. President Babangi-
da of Nigeria has acknowledged this 
threat by attempting to exclude it 
from the upcoming national election 
campaign. It very nearly defeated 
President Diouf of Sencgal. There 
may well be a trade-off between polit-
ical liberalization and economic liber-
alization in sub-Saharan Africa. 

A second major issue is how aid 
should be linked to political liberaliza-
tion. Conditioning foreign aid on 
political liberalization would add an 
additional degree of coercion to rela-
tionships between African govern-
ments and foreign powers, which is 
already there in conditioning aid on 
economic reforms. Perhaps, a 
degree of coercion on economic 
reform in exchange for additional 
resources is warranted, but there are 

limits beyond which such condition-
ing becomes counter-productive,
both in terms of short-run relation-

ships between aid donors and recipi
ents, and in terms of the long-run 
interests of Africans who, in the last 
analysis, must be responsible for 
making their own decisions affecting 
their destinies. 

More important, conditi-ning aid 
on political reform puts the initiative 
of deciding which reforms are appro-
priate and workable in the hands of 
foreigners, particularly government 
officials and international civil ser-
vants. There are few who are well 
enough informed to make such deci-
sions about what will work politically 
in Africa's complex and changing 
societies. 

An alternative to conditioning for-
eign aid on political liberalization 
would be for aid donors to deploy a 
portion of their aid in support of the 
many changes useful to promote 
democracy in Africa: training for 

judges, legilators, journalists, trade 
unionists; support for non-govern
mental groups which would be 
important in a pluralist political sys
tern, for example, professional, 
youth, and women's groups; support 
for independnt public policy 
research institutions which could 
develop the alternatives to govern
ment policies necessary for open and 
informed debate. 

These would not be new activities 
for the U.S. government, which has 
funded similar programs for four 
decades in Asia and the Far East 
through the Asia Foundation. It has 
not financed these sorts of activities 
in Africa (except in a small way in 
South Africa). This alternative would 
not be coercive and would leave deci
sion-making in the hands of the 
Africans, but it would probably not 
bring about major political reforms 
quickly. 

A further alternative for support
ing democracy in Africa would be for 
aid donors to provide African govern-
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ments with additional aid after 
moves toward democratization had 
been implemented. This approach 
would contain a degree of coercion, 
but would leavehdecision-makingoA andi t 


initativ inthe andof he fricns.inIf the objective of linking aid to 
political reform is to promote the 
success of structural adjustment, 
more limited reforms may be suffi-
cient and appropriate. These reforms 
could be targeted at economic gover-
nance and would include: transpar-
ent gow',cnment budgeting (no more 
hidden accounts for the discre-
tionary use of a Mobutu, Doe, or 
Ahidjo); well-planned investments 
appropriate to national economic 
needs and priorities (no white ele-
phants dedicated to the everlasting 
memory of a particular leader or for-
eign aid donor): open and competi-
tive bidding for large public invest-
ment projects (no more Turkwell 
dams in Kenya, Inga-Shabas in Zaire 
or Ivorian sugar projects); and the 
consistent and fair implementation of 
regulations governing investment, 

Extending the conditions of for-
eign aid to economic governance 
implies that foreigners would 
assume the role of ensuring public 
accountability by African govern-
ments on issues of economic gover-
nance through close coordination of 
their aid and export policies, 
through monitoring recipient gov-
eminent economic decision-making 
and policy implementation, and 
through reducing or raising their aid 
levels based on the performance of 
African governments in this area. In 
theory, this is what is happening now 
with IMF stabilization and World 
Bank structural adjustment pro-
grams. The conditions of these pro-
grams could be formally extended to 
include economic governance. 

An approach linking additional 
foreign aid to economic governance 
is not without problems. The most 
difficult prob!em may be getting for-
eign governments to cooperate in 
their policies vis-i-vis the Africans. 
There is a considerable degree of 
informal cooperation now, but many 
of the failures of implementation of 
economic reform programs in Africa 

Developed countries 

have their economic 
and political interests 

ining 
often willing to put 
them ahead of their 

interests in economic 
reforms. 

can be traced to the support of devel-
oped countries of their African 
clients' desires to avoid reforms. 
President Mobutu of Zaire has 
demonstrated the most skill in 
manipulating his three patrons to 
avoid serious reforms. But he is not 
alone. Presidents Houphout-Boigny 
of Cte d'Ivoire and Traore of Mali 
have sought (and obtained) French 
intervention to avoid painful policy 
reforms. 

Developed countries have their 
economic and political interesto in 
Africa and are still often willing to put 
them ahead of their interests in eco-
nomic reforms. It remains to be seen 
whether the economic decline in the 
region and the decrease in East-West 
tensions will so erode foreign eco-
nomic and political interests there 
that they will be willing to center 
their economic support for African 
governments largely on progress 
toward reforms. 

Another problem with adding eco-
nomic governance to the list of aid 
reforms required by foreign govern-
ments and international institutions 
is operationalizing the concept. What 
are the policies that should be 
reformed? How can we tell when 
they are Lhanged? Should aid be con-
ditioned on a sliding scale of reforms 
or on attaining an absolute level of 
reform? These are difficult, but not 
impossible questions to answer. 

The final and most critical ques-
tion is whether reforms in economic 
governance would be effective in 
promoting investment and growth in 
Africa. There are obstacles to 
increased investment in Africa, other 
than problems of economic gover-

nance. The question of whether 
extending structural adjustment 
lending to include economic gover
nance would be effective in stimulat
invetme. can othe actors 

investment can only be answered 
practice. Where other factors(infrastructure, labor costs and pro

ductivity, potential profitability of an 
investment) are favorable, improved 
economic governance could be help
ful and perhaps decisive in encourag
ing investors. And it may only take 
one or two large and profitable 
investments in Africa to re-ignite 
investor confidence in the region. 

In any case, improved economic 
governance is unlikely to worsen 
economic conditions in Africa or 
hurt broader prospects for invest
ment and growth. At a very mini
mum, it would ensure a more effi
cient use of existing resources. And 
something needs urgently to be done 
to make structural adjustment suc
cessful-if initially only in one place. 
The alternative is fur!hcr decline. 

The linking of concessional 
resources t,economic reforms has 
been with us for most of the decade 
of the 1980s. It now appears that gov
ernments are beginning to think 
about linking any additional aid 
resources to political reforms. This is 
an attrartive notion to Western gov
ernments and to many Africans and 
one strongly suggested by the expe
rience of Eastern Europe. There may 
be some useful and workable 
reforms to be achieved through this 
approach, particularly in the area of 
economic governance. 

But linking economic support to 
broader political liberalization can be 
a dangerous and destructive 
approach to forcing desirable 
changes in African societies because, 
thus far, it is so poorly thought out on 
both sides; because foreign officials 
are not well-positioned to advise 
Africans on effective political 
changes; and because Africans, in 
their desperation to obtain additional 
concessional resources, may agree 
to changes which in reality they can
not or will not implement or which 
implemented, will prove unsustain
able and generate further political 
and economic instability. 
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If "Afropessimism" is not to take hold, African 
nations still mired in autocracy, bureaucracy, and 

corruption must begin to democratize their politi-
cal systems. Democracy alone, however, is not the 
answer-it must be accompanied by greater open-
ness and accountability in the economic arena, 
Then, the continent will be in a stronger position 
to seek support from the West. 

By RICHARD JOSEPH 

he numerous challenges con-
fronting African countries have 
now become cumulative, while 

the capacity of governments and 
societies to cope with them is 
increasingly strained. A widening 
fear that matters will become signifi-
cantly worse rather than better in 
coming years has been given the 
label "Afropessimism." However, 
while realistically confronting the 
dilemmas of the continent, we must 
resist defeatist attitudes. 

Using any set of available statis-
tics-Africa's declining share of 
world trade, the comparatively small 
size of its economies, or the increas-
ing proportion of debt to GDP-it is 
evident that the continent's econom-
ic contraction is likely to worsen dur-
ing the coming decade unless cur-
rent trends are reversed. Few statis-
tics are more telling than the fact 
that Africa, which now holds an esti-
mated 16 percent of the world's poor, 
can expect to see that proportion 
doubled by the end of the century. 
The warning by General Olusegun 
Obasanjo that Africa is becoming 
"t-he Third World's Third World" can-
not be dismissed as merely alarmist. 
If there is an alarnm, it should be one 
that arouses us to action, 

..............
 
RichardJoseph isa professor of politicalscience 
at Emory University and fellow for African
siudies oftheCarter Center 

The economic decline that sub-
Saharan Africa experienced during 
the 1980s provoked asometimes ran-
corous debate about what should be 
done. Most of the arguments 
advanced in that debate are now well-
known and have been fully aired in 
publications of the World Bank and 
the Economic Commission for 
Africa. However, before real evi-
dence of economic recovery could 
be identified in countries undergoing 
stabilization and adjustment reforms, 
the continent was swept by a wave of 
demands for more pluralistic political 
systems. Single-party rule in particu-
lar has come under sustained attack 
in the streets of many African cities 
and in the boardrooms of the major 
bilateral and multilateral donors. 

Will democratization help, hinder, 
or confuse the process of economic 
transformation and development in 
Africa? It can be stated quite categor-
ically that democracy, in and of itself, 
is not a panacea for Africa. There are, 
of course, African countries in which 
vigorous democratic systems are 
associated with dynamic economies, 
such as Botswana and Mauritius. Yet, 
there are also others in whi h demo-
cratic openings were accompanied 
by an acceleration of economic 
decline: Ghana (1979-81), Nigeria
(1979-83), and Sudan (1985-89). A 
more nuanced analysis is therefore 

needed if we are to arrive at a satis
factory understanding of the relevant 
issues and considerations. 

As a general principle, drawing on 
world-wide experiences, it is clear 
that the absence of democracy does 
r ot mean that economic growth will
be stymied. There are nations like 
South Korea and Taiwan that experi
enced decades of sustained econom
ic expansion under highly authoritar
ian systems, and even Japan's "liber
al democracy" still retains oligarchic 
features. Another country now regu
larly cited in this vein is Indonesia, 
which has enjoyed a prolonged eco
nomic upswing under an autocratic 
military regime. 

However, this pattern of reason
ing is not fully satisfactory. Some 
scholars, like Claude Ake, distin
guish economic growth from devel
opment, the latter which he feels 
necessitates human-centered quali
ties that are suppressed in "develop
mental dictatorships." Equally impor
tant is the fact that this issue does 
not have to be considered abstractly 
since we now have a good under
standing of the dynamics of post
colonial Africa on which any analysis 
and prognosis should be based. 

Virtually all countries in Africa 
today are hurting economically, 
including those that adopted socialist 
strategies of an authoritarian nature. 
such as Benin, as well as those that 
used more conciliar approaches, 
such as Tanzania. They also include 
countries that have been capitalist in 
orientation, such as Cameroon. C6te 
d'Ivoire, and Kenya; those that are 
led by military as well as by single
party regimes; and even those. that -. 

are quasi-democratic like Senegal. In 
brief, a global crisis afflicts most of 
sub-Saharan Africa and its elements 
include the weakening of commodity 
prices, pronounced difficulties in 
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achieving export diversification, the 
absence of adequate domestic mar-
kets and limited access to external 
ones, and recourse to increasing 
indebtedness followed by a failure to 
generate earnings sufficient to ser-
vice that debt. 

A general cycle of impoverish, 
ment has therefore taken shape into 
which the majority of African coun-
tries have been gradually drawn. 
With an average of nearly 50 percent 
of external earnings being con-
sumed by debt-servicing, and with 
commercial investments drying up, 
African countries have been ren-
dered increasingly dependent on 
concessional aid and loans. In the 
short term, one of !ih- ,rjor effects 
of structural adjustment programs is 
to compel African governments to 
acknowledge their countries' impov-
erished status by making sharp 
reductions in social spending-pub-
lic employment, education, health, 
transport, and welfare services, 

To adequately address the ques-
tion of democracy and development 
in Africa, it is necessary to consider 
an additional dimension, namely gov-
ernance. Those countries on the 
Pacific Rim cited earlier may be 
undemocratic, or partially democrat-
ic. but they have also developed 
appropriate systems of governance, 
especially concerning the use of 
available resources in both the pub-
lic and private sectors. 

Carol Lancaster has advanced the 

term "economic governance" t- refer 

to practices of d-,;-;,mn-making and 

implementation in the economic 
realm (Africa Report, July-August 
1990). Concerned as this perspective 
is with matters that directly affect 
public investrpents and expendi-
tures, her categorization is meant to 
exclude issues of a more strictly 
political nature such as the number 
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of political parties, the nature of the 
electoral system, the structure of the 
government, and general constitu-
tional provisions. 

While there is some overlap 
between Lancaster's analysis and the 
one advanced here, one important 
difference is that I do not believe it is 
possible in contemporary Africa to 
achieve the separation she postulates 
between the economic and the more 
political dimensions of governance. 

In the case of the newly industrial-
ized countries, they succeeded for a 
few decades in making this separa-
tion until their people rejected the 
suppression of civil liberties and the 
artificial compression of incomes 
and living standards. One important 
reason for the success of these coun-
tries in expanding their economies 
under authoritarian political systems 
is because an investment climate was 
fostered characterized by predictabil-
ity, stability, and productivity. This 
climate contrasts with the typical 
African one where, according to Lan
caster, "everything is open to negoti
ation." 

The reason why an African econo
my such as Kenya's began losing its 
attractiveness to investors, according 
to human rights lawyer Gibson 
Kamau Kuria, is because everything 
became open to negotiation or, put 
more bluntly, to bribery and political 
influence: Debts were no longer 
speedily repaid, official decisions 
were not based on the relevant legis-
lation and regulations, and judg-
ments of the courts did not reflect a 
transparent application of the laws. 

Consultations that have been con-
ducted by the African Governance 
Program of the Carter Center of 
Emory University have identified the 
ways in which the increasingly 
undemocratic nature of African gov-
ernments was part of a more general 

failure to generate appropriate 
modes of governance. In this regard, 
the African crisis shares many simi
larities with that of the Soviet bloc. 

Most African countries have 
become characterized by increasing 
centralization of government opera
tions, by the entreichment of politi
cal monopolies by single parties or 
military regimes, by the consolida
tion of what Thomas Callaghy in his 
writings on Zaire has called political 
aristocracies, by the relentless 
increase in presidential and military 
expenditures, by the bureaucratiza
tion and declining efficiency of the 
state sector, and by the closing-off of 
democratic routes to the procure
ment of state-controlled resources 
and the encouragement of nepotistic 
networks. 

DEVELOPMENT 
, 

The pervasiveness of what we
 
have termed prebendalism, as state
 
offices are privatized and used to
 
generate income for office-holders
 
and their sectionally defined clients,
 
has often culminated in extensive
 
corruption at the summit of the polit
ical order and its replication in subor
dinate echelons. Students of Africa 
who many years ago decried 
Stanislav Andreski's characterization 
of African urban societies as "klepto
cratic" are now forced to acknowl
edge the contemporary popular 
adage that "to eat magendo you have 
to earn magendo" (magendo refer
ring to illicitly obtained goods and 
income). 
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In short, the general crisis in gov-
ernance and the increasingly 
undemocratic nature of most African 
political systems have become inter-
twined. It is no longer possible to 
tackle one without the other, 
whether in the USSR and Poland, as 
is now generally accepted, or in 
Gabon and Zaire. 

Nevertheless, we must avoid the 
seductive notion that democracy or 
"multipartyism" will rescue Africa 

from its distress. Democracy, while a 
prerequisite for Africa's economic 
revival, will not by itself guarantee 
such an outcome. Nor is the authori-
tarian route to economic recovery a 
viable option any longer because 
there is a need in Africa not just for 
an economically enabling environ-
ment, as is frequently asserted, but a 
politically enahling one. 

Most African countries no longer 
have the luxury of trying to restruc-
ture their economies in isolation 
from the unfavorable political 
dynamics outlined above. This obser-
vation applies as much to Benin and 
Zambia, whose economies have hit 
rock-bottom, as to Cameroon and 
Kenya, which still possess some 
resilience. It is no longer possible to 
separate, on the one hand, disregard 
for the rule of law, the weakening of 
institutional checks on governmental 
power, and the monopolization of 
power by ruling cliques and auto-
crats, from the stifling of economic 
initiatives, the difficulty of sustaining 
economic reforms, and the preva-
lence of dishonest practices in busi-
ness operations on the other. 

Efforts to pursue a series of cir-
cumscribed reforms in economic 
and financial management, as was 
attempted in Zaire under IMF aus-
pices, and in Liberia under U.S. AID, 
must now be recognized as impracti-
cal. President Gorbachev has 
learned with diificulty that the Soviet 
economy and political system must 
be simultaneously transformed. The 
Chinese gerontocracy pulled back 
sharply at the point when its version 
of perestroika without glasnost was 
firmly challenged. African countries, 
with their fragile economies and plu-
ral composition, cannot afford either 

a prolonged re-learning period for 
their leaders or violent, Ceausescu-
like defenses of the decaying order. 

It is evident that virtually all 
African countries must devise appro-
priate ways of facilitating greater 
openness, transparency, and 
accountability in their economic and 
political life. Attempts to create an 
economic marketplace without a cor-
responding political one are no 
longer credible. It must also be rec-
ognized, however, that Africa's 
predicament does not stop at its 
shoreline: Increased economic and 
political pluralism, even if appropri-
ately combined, will not in them-
selves guarantee economic recovery, 
What is undertaken domestically will 
not automatically change the ways in 
which Africa is marginalized by the 
operations of the world economy. 

In exploring new pathways to 
Africa's resumed development, the 
political dimension looms large 
wherever we look. Within African 
nation-states, unrepresentative and 
unaccountable governments must 
give way to ones that enjoy demo
cratic legitimacy. At the regional 
level, long-frustrated attempts to pro
mote integration and the gradual dis
solution of national boundaries must 
be revived and accelerated in order 
to create larger markets and the 
freer flow of capital, labor, and 
entrepreneurial capacity. 

Internationally, a peace dividend 
must be procured for Africa. A conti
nent which has given so much to the 
world in the physical force of its 
enslaved and colonized peoples, in 
its cultural productivity, and in the 
material exports that largely served 
external needs, could rightly 
demand that new and determined 
efforts be matched by generous 
external assistance and special 
instruments to reconnect its 
economies to the growth points of 
the world economy. 

The issue of externally imposed 
conditionalities is a secondary one. 
More important is the reverse con
sideration, namely, whether African 
countries will once again be in a posi
tion to demand supportive actions 
from the world community and espe

cially from the richer nations and 
major development agencies. That 
was the premise of the 1986 Special 
Session of the UN General Assembly 
on the African crisis. Many promises 
made during that session by the 
industrialized nations have not been 
kept. However, it must also be 
acknowledged that much of Africa, in 
light of the internal shortcomings 
discussed earlier, may not have 
deserved the keeping of some of 
those promises. 

A new Africa, with governments 
truly of, by, and for the people, could 
rightfully demand a "New Deal" for 
the continent. The promotion of 
progress in democracy and develop
ment in Africa requires the formula
tion in a coordinated manner of new 
domestic and external initiatives. It is 
only if these combined initiatives can 
be implemented in a spirit of partner
ship rather than patronship that hope 
will revive that Africa might elude 
the grim future being forecast by 
economists. D 
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DEVELOPMENT
 

Western donors' attention on Eastern Europe's aid 

needs and their introduction of democratization as 

a condition for further support are troubling to 

Africa's leaders, who fear a disengagement from 

the continent just when nations are adopting politi

cally risky policy reforms.
 

t i'-getting harder and harder for 
\\t-stern donors to convince 
African leaders that the flow of 

interna:i,nal resources toward East-
ern Europe will not be at the 
expen, of assistance for the world's 
needit.-.t and most crisis-ridden 
region. Doubts about this assurance 
were hirdened further in July when 
the lW'u'ern economic summit's aid 
delibLTrations focused not on Africa, 
but on tht- Soviet Union. 

Since 1986, when the United 
Nation- recognized the imperiled 
state of African economies, each of 
these stmnmits had regularly adopted
special mn(asures to foster economic 
recover on the continent. Before 

'last vea,. summit in Paris, President 
Bush h., announced the first-ever 
U.S. deh: write-off for agroup of sub-
Saharan countries, 

But in recent months, Africans 
have betri startled by a sudden shift 
inthis support. Senior aid officials as 
Salim Lon, a Kenyan, iseditor-in-chief of the 
Uited ,a: ,ns PublicationAfrica Recovery. 

By SALIM LONE 

well as the media have been regular-
ly focusing on African policies and a 
lack of democratization as the exclu-
sive causes of the continent's crisis, 
without acknowledging its severely 
disadvantaged position in the global 
economy. International policy-mak-
ers have therefore been meeting at 
the United Nations and at other spe-
cially convened international gather-
ings, most recently in London and in 
Maastricht, the Netherlands, to 
devise strategies to ensure that 
Africa does not become completely 
margiinalized. 

International marginalization is 
not the only challenge Eastern 
Europe is posing for African govern-
ments, who were already under 
severe pressure from restive popula-
tions bridling at years of unfulfilling 
austerity. The popular repudiation of 
single-party rule in the Eastern-bloc 
countries has also set off a wave of 
demands for similar pluralism across 
the continent, even in countries for-
merly thought stable. Adding to the 

pressure in this area is the newly
articulated demand by senior U.S. 
and Western officials that the level of 
democratization within Africa will 
soon condition the amount of assis
tance allocated to it. 

Everywhere on the continent, 
there is intense concern about these 
developments, and widespread skep
ticism about the motivation behind 
the sudden introduction of the condi
tionality of democratization. Africans 
note that donors are not saying that 
political pluralism will lead to more 
aid, only that those not deniocratiz
ing will receive less. 

Most Africans also know that the 
continent cannot possibly compete 
with Eastern Europe as amagnet for 
Western investment-indeed, this 
had trickled to a virtual hall even in 
once-favored countries such as Nige
ria, C6te d'Ivoire, and Kenya well 
before new opportunities opened up 
in Eastern Euope. 

Africans also recognize that the 
broad public support that existed in



ternationally for a continent in dis-
tress in the mid-1980s has been 
largely dissipated by the persistent 
nature of its criss and its repeated 
appeals for increosed international 
a-ssistance. 

So they suspect on the whole that 
the toughened donor attitudes her-
aId a cutback on aid and a disengage-
ment from a region whose problem-
atic economies and poor future 
prospects seem less and less rele- 
vant to the growth of the richer coun-
tries, 

Naturally, there is bitterness in 
many quarters about these new atti-
tudes, as there is about the speed 
and volume of assistance being orga-
nized for developed Eastern Euro-
pean economies when compared to 
the slow pace of desperately needed 
debt relief and resource inflows for 
the world's most impoverished conti-
nent. There is particular bitterness 
over the fact that the seeming disen-
gagement from the continent comes 
while the vast majority of African 
countries are pursuing politically 
risky economic policy reforms which 
had been urged on them by the 

donors as prerequisites for increased 
assistance and investment. 

Socialist Tanzania, for example, 
has adopted foreign exchange regu-
lations which are infinitely more lib-
eral than neighboring market-orient-
ed Kenya's, and has just passed into 
liw a state-of-the-art national invest- 
ment code to attract foreign capital. 
Togo is rushing to establish an 
export processing zone which gives 
foreign investors a virtually free 
hand. But are these countries really 
going to see an influx of foreign capi-
tal when the economic and political 
returns are infinitely greater in East-
ern Europe? 


Donors have a right to play a role 
in determining how their aid is used, 
and to encourage greater political 
pluralism and respect for human 
rights where it is needed. 

But crude conditionality-which 
bases assistance on how strictly a 
country follows policies chosen by 
the donors-is at best counter-pro-
ductive. It might elicit compliance 
from resource-starved states, but it 
also breeds deep resentment. In any 
event, no reforms will work unless 

they are, and are seen to be, national
ly inspired. Nor can the diversity of 
African situations be addressed 
through the application of standard 
formulas that many donors advocate 
for all African countries. 

Donors need to look carefully at 
how each country is proceeding in 
its own context. Most African coun
tries have broken radically with their 
past orientations, and have initiated 
actions which call for enormous sac
rifices from their people and which 
carry real risks for incumbent gov
ernments. Politically, many are mov
ing to adjust to new domestic pres
sures for pluralism. 

To succeed, such countries need 
less, not more, conditionality, and 
much more assistance. Their eco
nomic reforms will never succeed 
without such support, nor can the 
democratization donors are pushng 
for take place in a climate of extreme 
deprivation. The one bright spot in 
this long and uphill struggle is that 
Africa's needs for external assistance 
are minuscule when compared to the 
resources required for Eastern 
Europe.
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Sudan Needs a Donors' Cartel
 
T as an ormnou, daN for the people 
I ws an in dan f th8 ep 

ofSdann of. june 1989 whenlalurabi leader of the fuda-
Hentabst Islaic Front (NIF.National 

atona Islarprocaimea jihad wr"o nNF.
proclamed a hiad (ihols war') to Islan 
a A The NIF-sponsored coupthecountr. 
a fe eeks later dres the attie lines ft 
the role, of non- uslims, and non-fundt) 

menrlis Muslims are determined a 

Sudan was to be the bndge betwseen 
.Afnca and the Middle East; the breadbas-
ket of its Arab neighbors to thre North, the 
ocetaker of the Nile aiid a moderat hirte 
on the southern cast o the led Sea val 
this potential has been tinsumed \ ",ar, 

The human cost of tie conflict is 
escalating Former President Jinim% 
Carter recentl pointed out that "more 
people penshed as a resul of the conflict 
mSudan than all other wars in the orld 

conbtined (over the last sear and a halo." 
nearlse500000 Almost 400,000 southern 
Sudanese refugees are i Ethiopia. Kensa, 
and Lganda Possibls 3 million are inter-
nails displaced and rels on emergenc 
food and medicine. 

EconortK acti its, is also being dis. 
rupted. infrastructure is destrosed. farm. 
ers are dnen ofT their land. deselopment 
protects are halted. budget deficits sks. 
rocket from defense expenditures; famih' 
tes and cultural traditions are detenora, 
ing in squalid refugee (amps, the slase 
trade is floirishing. and a generation of 
children has largel, been lost education-
als 

The Sudan is rich in natural resources, 
and those contiollitg its explomtition have 
always been able io increase their personal 
fortunes The rcent ailnic of lil' 
NIF has heightented th role ol leli)1t iIll 
the pmer pla%. and allows politi(al nsals 
to be seen as defenders of religious free-
do tr ma%and de rats 

The irae-ds deniatids constlant ii-
pounitgs of entr gencr aid from ihte rest of 
the sorld Though not airays in suficieni 
quantiiies, tha kind of aid Aill (oniinue. 
albeit usualI in resao nse to pittures of 
star".'nig chidrei 

A fresh. plo-actie appra(f It\ donors 
is needed Aid. irad. arid diplomacs must 
be seen with a linger-term focus The in-
ternational donor communitm can potett 
people from ,epercussiuns ar.tle of 
abrraj people from oppressive leaders, 
and translonm economi( and political sys-
terns tu be mot e responsive to the needs of 
Sudan's population. 

Dy John Prondargaut 

'rvoat= 
The victims in southern Sudan have 

mimnlnlHassan killed b, hungerbeen civilians 
During the fighting, food has been sstem-
aticalls denied, and nearl% 3 million infer-
nails displaced civilians have been held 
hostage to the militan' strategies of the 
SP_- and the government.

Opportunities abound for agncultural 
self-sufficienc- in man% non-contested 
areas ot the south. i ne cornerstone ot tap-
eration Lifeline II (OLS !1) the 'N-spun-
sored relief eflon in Sudan. should be pro-
grams that help Sudanese save themselves. 

These strategies might be pursued: 
I. Mans areas are firml, controlled b% 

the SI'LA which the government cannot 
contest Domor agencies should deliver 
seeds, uxils. and other materials directly to 
these ateas, as is being done now under 
OS If 

2. L NICEF was su(cessful in 1989 in 
opening up "safe passage corridors" for 
the mosement of relief supplies il war 
zones In 1990 and 1991, donors should 
press for "safe planting zones," areas to 
which people could no e frees and farm 

3. In mans areas, agriculture is further 
inhibited b droughts arid fl(odS Provid-
ing small water pumps. in conjunction 
with fixxl-for-%oirk programs for digging
irrigation canals and constructing main-
tainable dams, would help minimize the 
damag. 

4. Although marts children hase al-
read, lost up to six sears of schooling as a 
result of the war, an educationallk lost gen-
eration of bos and girls is still asoidable. 
International donor organizations must 
work with iidigeiius local organizations
such as the Sudan Relief and Rehabilita. 
ion Association (SR-'sL, Sudanaid, Sudan 

Red Crescent, and the Sudan Council of 
Churd ies to help develop a literac cam-
paign for displaced peoples. 

Establihing closer ties with indigenous 
nongo%ernmertal organizaiions in carr
ing out drelopment prograrm must be'a 
lop pricrit of private voluntars organiia-
t[ons. Creaiise pa tnerships betseen iit'n. 
national and hoal organizattit, (an ex-
paid opportuitins lii irinarx health 
care, credit, education. and oten meeting 
esen more basic needs in a tinte of shrink. 
ing goernment services 

Congressional colleagues of he late 
Rep Mijcke% Leland (l) ol lexas. who 
died in a plante crash on his was to visil Sit. 
danese refugees, should honer his 
memon by increasing the resource:, of the
US Office of Foreign Disaster Assistance. 

1). 

This office needs to respond flexibls and 
with a longer-term commitment to civil. 

ans territor ssuhrsiin rebel-heldee-edlrioNsrlsuth as soth
ern Sudan and neighbo ing Entrea and 
Ethiopia 

Uboratlion 
An international Donors Cartel for 

Peace in Sudan must be formed b%the US, 
Ep,p. Saudi Arabia, the European Eco
numjc Coniniunit%. and oilier benefactors. 

The US has provided the most miliian 
and economic aid to Sudan oser the last 
decade. Consequentl% the LS bears a re
sponsibiluis for the discriminaton policies 
of successive Sudane.e governments Ahiich 
perpetuate Aar But the Bush administra. 
ion must not compound past polics errors 

b% releasing further assistance to the Is
lamic military regime As Bona Mal%al, ed. 
itor of the banned Sudan Times pape", 
said. "it is dead wrong io think thi, ,iew 
mones will influence this gosernment for 
positive poics change.-

Donors must end all trade and nonemergenc aid until peace agreements 
are impleemetted. The present poer 
structure guarantees the continuation of 
conflict, so our resourct-s and trade fa
cilities should be withheld until substantial 
changes are made. 

This sic-p includes sotg against all 
"it ld Bank and International Monetars 
Fund loa agreements with Sudan. and 
urging our European and Middle Eastern 
allies io do the same 

The pritciples which ofler the quickest 
path to peace are those that are being pur. 
stied b the National Democratic Alliance 
inside fthe Sudan. Their platform sould 
create a broad-based governmen and con.
 
vene a constitutional conference repi-.
 
senied bs all segments of Sudanese soxoel.
 
The SPL- agrees in principle with this ap.

proach, leasrtg the National Islatit Front
 
as the onl\ fat tion opposed
 

Trcmatoetoua 
A pact must be developed beteen in

iernatiunal donors and a future Sudanes
gmernment willing 10 funttion on behall 
of. rather than at the expense of, its 
people 

This entails a mixed bag of re-onented 
assistance and economic aid (onditions: 

A. Development Aid. A Reconstructiun 
Fund should be created to disburse seed 
grants for food securit) at the Ickal lesel, 

Continued on Pg. 13 



environmental protection and restoratmn. 
and increased ac(ess to ser%.tes b%P''. 
vi(oush. marginalized segments of the pop.ulAtion. This would goc exclusneqh to non-gltirnmehal organizatiocs.velstnirn. 

hood associatios. (hurch networks, and 
displtrd Lams 

B. Deconcentration or" Power. Lcal-
lese-l lradership titdcslefpmen planning 
and imiplementation should be instituti n. 
alh,d, and Iht drision-making appara:c 

tihr national lesel should be much mote 
ieflusc otl the etlinit. religious, andhla 
dlsersttin ihe ounir People's rights f 
a.cess to resourtes to determine their on 

lh
prteed. 

and ihr pieujuh unetfitier~ d dtli~iltr,ol 

speulating mpihart. 1w regtil.ltt 
in thr dealings srntial gotd%tit 


C. Democrntizntion. "'hisaid (ondii.i, 
imphe% a racdlial resitrtititing of th hihei 
of ptolelr it partiupame fullk in and shape 
the pollinal and e(it:fnhc future of the 
Sudanese state Village a .tiatifls and 
N(;()s ought i be able to nmtdil, for so-
cial changi feat of reprisal and 

it 	 ht that Ih ae trulswnhidnt-'nfe priaa part 
wt ofdnetetii- i rl at 
of the pr-(wss of naton-huilding

D. Debt Reduction. Lnlrs,a substantial 
proporion of the S15 billion debt burdn 
is written iofr. allfutuir Sudanese gu-crn-
nients will be handcuffed b%extraurdian 

13 

t€lt-.,,enice cunoimtmni in, tahihi: and 
rbi-)umic dcoriraziun hould b. an
moiild wI btahle. 

lir inte"rtatitialtonnunits can helpTeiiiitoa omn a el 
bring p'are moSudan bi cutting off thr Na-
I,onal Islamr Irontfm all external sup. 
ic. and supporting the popular moe 

mnts, and suraprtin dthelpmn dl rts 
ihai %ill ts.lead to inr restru(tninng (its 

.- orduig loan old Nothern Sudhin.s 
prorrb, "\ientiihuuillah creatrd the Sudan. 
Acra laugheed' 
Ml age 

Allah didn't cry There is hope. 

o humPfnCakts% tursu'tdilW , Center 
, 	 (At, and ,ov,, (.oalchtcn Jin 

inurt tiheHum o1.4/tva 
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ABROAD AT HOME IAnthony Lewis 

L'Etat, C'Est Moi
 
D unng the cold war the United 

States often cupported un-
democratic 'overnments in 

the third world on the ground that 
they were pro-Western Now that the 
cold war is over, and wort.what 
should this country do when a third-
world government we have favored 
turnsnasty) 

The question is raised in mtriguing 
form by what is happening these days 
in Kenya. President Daniel arap Moi 
is cracking down hard on all who 
cnucize his on-party state. Lawyers,
journalists and politicians have been 
detained for speaking in favor of mul-
tinarty democracy - or defendin 
the ngn,, ofthoe who do. 

Kenya has !or decades been a, per.
haps the, Washington favorite among 
African countries While others tried 
various forms of Socialism, Kenya 
had a capitalist economy. Itwas also 
seen as a Western bulwark when the 
Soviet Union intere'sied itself nearby 
in the Horn of Africa 

Kenya is the largest recipient of 
U.S. aid in sub-Spharan Africa "'h 
Bush Administration has it down for 
53 million in the next fiscal year

President Moi has always been an 
authoritarian figure, but he has be. 
come increasingly intolerant of oppo
$ltion. He reacted angrly this winter 
to public criticism over the unex-
plated death of the Foreign Minister, 
Robert Ouko, whose charred body 
was found in the countryside 

Early this month prominent Gov. 
ernment ci'tics were taken into in-
definite detention without charge. 
Among them were two former Cabi-
netministers, Kenneth Matiba and 
Oarles Rubia, who have called for 
multiparty democracy. Mr. Matiba's 
home was attacked last month by 15 
men armed with clubs and machetes; 
hiswte's skull was fractured. 

Another detainee is the editor of 
The Nairobi Law Monthly. Gitobu 
imanyara. Mr. imanyara vsited the 
United States not tong tgo and spoke 
with human rights groups about the 
situation in Kenya. In the three years 
of hismagazine's existence, it h2s be-
come the leading voice for free 
s4jeech and due process of law. But it 
has now been effectively silenced, be.-
cause anyone selling It is arrested 

The police have also cracked down 
on what they cal; "subversive 
music." They have arrested dozens of 
people for selling or hstening to audio 
tapes with messages In favor of 
democracy. One of the tapes, refer. 
ring to the murdered Foreign Minis-
ter, was called "Who Killed Dr. 
Ouko?" 

Few Amencans will know the peo-
pie detainte or brutalt.-d in Kenya. 
But the pattern of tyranny is familiar. 
As in so many other places, a leader 

has begun to lae public confidence 
bcaus-e of economic and other fail
ures - symbolized by the massive 
dhntytowns near richneighborhoods 
of Nairobi He has met gnevances by 
brutal measures to hold onto power.

What should the United States do in 
(haze clrcumstances? The U.S. Am
bassador to Kenya, Smith Hemp 
atone. has given an uncommonly 
forthright answer to the question He 
has spoken out against one-party rule 
and said the United States will favor 
Afncan countries that move toward 
multiparty democracy. For that, Mr 
Hempstone was denounced by a 
newspaper iii an editorial headed, 
"Shut Up, Mr. Ambassador " 

Last week a prominent Kenyan
human rights lawyer. Gibson Kamau 
Kuna, sought refuge from the police 
in the U.S. Embassy. Mr.Hempstone 

T 
cr ckdo crac wn
 
and U.S.aid. 

took him in and succeeded in arrng. 
ng for him to go to London 

What remains to be seen ts whether 
Washmgton will support its Ambas. 
stdor. On July 5. the day after the 
political arrests in Kenya. the De. 
fense Department signed an aid 
iatr'eement foe5 million in arms to 
Kenya. If the Bush Administration is 
srnous about backing up Mr. Hemp

mtone,It will gurely stop that agree. 
menL 

The developments in Kenya show 
that there should be no ideological 
diiion in this country now on issues 
of human nghts. Ambassador Hemp 
stone, a former newspaper columnist. 
Lsa conservative. I think liberals will 
agree with him that Amertca's voice 
should be heard when governments 
we have supported act tyrannically.

The Kenya case also makes a point 
about the universality of human 
rights tmindards. Amercans who 
have been engaged in the effort to 
bMng democracy to South Africa 
should take the same view in Kenya
The campaign against apartheid is 
also a campaign for a free political 
system, justice, no detention without 
trmal 

U.S. aid now no's to many brutal 
regimes, from Guatemala to Zaire 
Why should it, when the cold war rea. 
tons are gone? Human rights must 
play a larger pan in our decisions on 
whom to help, and Kenya (sa good
place to start defintng the terms. ) 
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Africa's Tottering Despots
 
A look at Liberia's Doe, Kenya's Moi, and Zambia's Kaunda 

.... 

By flis t L !letbatru 

D ESPOTIC or merely au-
thontArtan. re'gpmes lose 
thetr legiunrs AJmot 

0,erught The pdlage of Libersa 
and the ung tosces of protest in 
Kenya and Zambia illustrate thaz 
leson. Increasingly. especally in 
the iake of cata;hWsi changes 
in Eastern Europe. kftcn de-

sand a say 
President Samud K Doe, an 

unlettered sergeant ,hen he 
oserthrew .kneco-Lbersan ot-
garchic rleitn 1980. has gov-
erned capriaously and wiLhout 
attenion to the Ile, of mos of4i' 
ho Coutn's 2 5 mlion people 
Hs personal and family enrich. 
ment became gtarngly obvous,as 
ordinary Libensu began to 
expenence shoruge,, the failure 
ofgo~ernmeni scrvices,L-thric b
vonusm, and officially condoned 
brutaiy. 

When Charles Ta~lor invaded 
northeastern NSimbaprovince
Februar with 150 men. Doe'sco-
terse hardly took the prospect of 
avilar nouslv But the people 
had long santedtheir complainu.,. 
and views to be heard. 

The potent cry of Mr, Taylor 
and other rebels has been "Why 
die for Due." Vid the army 
promptly melted away. There was 
some desultory fighung in 
Nimba. and nearer the coasi.but 
undermousated fot solt"diemsaw 
no compellhng reason to go all out 

for a despot that had delivered 
lilu to them and, if they thought 
about it, for their country. 

Mr. Taylor is on the verge of 
tnumpb Neither libenans, ex
cept for Preident Doe's ethnic 
compatsa. nor Western Lackers 
and donors. could seeany point 
in t'ving to savethe Doe govern-
menL The Lnted Statescould 
have iterened, but wsely choe 
to abltain, 

President Daned arap Moi's 
regine in Kenya has provided 
much more naterally for its peo-
ple than could President Doe in 
Libera, But ever since Mr. Moi 

Kenvatta was the Kakuyu sta.n-
dard-bear . 

Now Kenyans in three-piece 

suits are being arrested for trying 
to hold prtx-"s meetings. Moi has 
promised to hunt down potucal 
plutalitv "like ras. 

President Moo refuses to per. 
rmt discujson to parliament, in 
the press. or in the utrers about 
the virucs of ungi-eparty verum 
muluparry rule to K.nya or Af-
rica. The recent jadii of a 
dozen prominent opponenL. and 
the pleadings of thetir wives tdi 
the men not be tortured or killed 
(asosuupoketn Kenyans have bects 
in the pan). plus the taking to the 
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streers of university itudent, ae 
but public indications that Prcm-
dent's Moi's nancal legiotacy i 
over. When the soldier turn thcr 
bcs onth.im asthey did on Pret-
ident Doe in Liberia. Kenyas
and the West will search for a 
more open-minded suceutor. 

President Kenneth D. Kiunda 
is personally much more open-
minded. He hAsruled Zan=h, a 
country of 8 million, since in&-

county upon the death ofJomo 
Kenvaua to 1978, he has grown 
steadily more authortianan and 
corrupt. 

The present cnis, leading 
bly to an army-led coup. has 
comjng for tome ume. Moi 

hasnever tolerated the demo-
crac striving of his Wesern-ori-
ented. weU-educated, and highly 
urban country of 19 million peu-
pie. Nor hat he moderated the 

uranglhold on economic and 
poiutcal power of ruinorty tribes-
people from ho own Kalenpn 
group Kenya isabout 40 percent 
Kikuyu and 25 percent Luo. Mr. 

tokrant deriocrai. he copied 
Tanzania and turned Zambia into 
a crypto-Afro-sccsait state in the 
1970s. Hi pro-urban commodity 
prsang policies destroyed thie 
counury'. agncultural producEi-
iry and s, eled the sizes of his 
aes. Then the net returns on 
copper. Zamlia's oely important 
export fell dramaucally and the 
country became saddled wth ma-
jor and contnuing debt obliga-
tionm.now totaling taus$8 bd-
oa. 

In the 1980s and this year. 
Zambca has asked for financial 
help from the Internaional Moo-

etary Fund (IMF) and many na
uonal donoms But the IMF has 
long demanded conchions, par

tcuLuty tN -wm.ina-tmt of sub
dies i urban co,.umen and the 
privatizaton of bloated zLte-rum 
entrprsis 

Rece lty President Kaunda 
drasucaUv reduced subsida on 

mnuje meA and cooking oil. basic 
staples. Conatinsen naturally re
aced with bsoility. with serious 
noung in the ca:ital and with re

r
newed fo polit cal 
change. = w's an abortive 
coup, too. 

But Zakhs's criss aLbo mir
roe that in Kerny. As Presdent 

. 

' 1 

f 

/ 

K.suoda's Legts.y the 
founding father of is country 
has faded, tLe damor foe mult. 
party rather the sine pa 
rulc has grown. The leading 
trAdr union wa s moe d
mocrzy. So do moi Western-ed
ot Zambian and unermsity 
students. Premident Kauada has 
hisitaed to authorize a refer. 
endum o Octoer on whethser 
other p.nes will be ned 
His vac milahha'the fuav 
eled discoatet 

By king the people decide 
whether oe not the nile of one 
parr is right for Zambia. Press
dent Kaunds may reign for a 
while longer. Bui if he coinues 
to fear the kinds ofd cr 
exceus thet several paries 
might engender, and limi d
baeorcurtailbthereferendum, a 
people ready for changes of A 
kinds mgU decide to oust its 
founder. 

ORa&rt I. Razk.q, tiensrq" 
La/ayrw CLg. sa "a.tto Pa.. 
un frusst4 m Afri=e Psi*a. 
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CHRISTOPHER MAUFiEWS
T he time ishere for Amecan A Tliberals to revise strategy to flOjl
 

ward South Africa. Fi 0'e 
A t Rast, dn T
*threa lity

years ago, I toured a country
 
burned up with anger at a white gov. --.....

ernment that would not change. . U" . " ': .
"'"' 
Now i has Just as Soviet Pres- .i/ 4 ,
 

ident Mikhail Gorbachev has -.
 
changed the direction of the Soviet -'."," ''r
 

Union, another middle-aged lawyer f ; '
 

named Frederik de Kle-k has
 
changed ihe direction of South Af ..
 

South Africa, though, is not yet
 
either a democracy oi a free society.
 
Just like the Soviet Union, the out
sider can condemn what remains of J
 
the old order and question the steps '
 

taken to date What cannot be denied
 
is the course of the changes In.
 
credible as it may havte seemed five
 
or 10 years ago, the Afrikaner is at T -

last dealing with the demographic
 
reality of a country of which the en 'IT!
 
tire white omnIty comprises * i 
only a sixth of the 28 million pop 
ulation. 

The first big break came four -- _ 
year. ago, when the ruling National 
ist Party of South Africa abdicated ;r:its right to white domination, drop 
ping its national doctrine of 'sep
arate development" and accepting 
that of "power-shanng." 

This February, the speed of r 
change accelerated With one 
stroke, Mr de Klerk released Nelson 
Mandela from prison, legalized the .,-
African National Congress and 
agreed to talks on a new, democrtic 
constitution 

In Washington this week, Mr de 
Kierk admitted the deep-felt conces
sion that underlies these plitical'
steps. 

"We've come to accept that ours 
is not the privilege of the French or 
the Germans or the Dutch to nu
merically outweigh all the others But tust as the United States 
sharing the same soil with us That shiuld not have been passive about 
is not the privilege of the Afrikaner the evils ut racial repression, it i 

people are but a small, vulnerable end its isolation of South Afnca is 
minority political 

We Amencans can respond in two Some enemies of apartheid sup
ways: reject them as "too little, too ported economic sanctions as an 5. 

late," as some have done, or accept ideological tool - a means of do-
Mr.de Klerk's heroic changes as the straying the society 
basis of a new and positive relation- I believe sanctions achieved a far FW. do Klork 
ship between our two countries different objective not destroying 

I support the latter for the same South Africa hut sh cking its lead 
reasons I supported a tough policy of ers nio change Only it thunderclap , " 
economic sanctions prior to Mr de oh economic decline could convince 
Klerk's dramatic changes Pretoria that it had no choice but to way, the West accelerated the politi- sidelines waitIng for events to take 

The first is moral The United trade a sick tsl:.ical-economic sys- cal change that is the only hope for their course in South Africa, Mr 
States should and could not have pat tent for a healthy one The release of South Africa's future Bush should put prebsure on all par.
ticipaled economically, socially or Mr Mandcla and other positive steps The United States needs to main- ties, including Mr de Klerk. to end 
politically in a system that repressed this year produced exactly the re- tain the pace of change We need to the violence and get to the taik' 
six out of seven South Africgns on suit, many of us had hoped for 'The end sanctions on the same timetable The United States cannot alord 
the basis of race sanctions did their job, morally as President Bush has aniounced The to let the hands off "ciisi ructi % ci

well as econotnically minute Scuth Africa meets the two gagelnent" olic oit tie early, lPiJus 
By raising the economic cost of remaining conditions of the Coim be replaced by it 1990. pollc Of be-

Christopher Matthews, Washing atlilhid cOUitiries such as the prehensive Anti-Apartheid Act of nign neglect iur pre..identl ite'd. Io 
Ion bureau chief for the San Fran. United States imade even conserva 198t - freeing political prisoners display in South Africa a lit Ot the 
cisco Examiner, Is a nationally synt- tie Milc S otith Africans see the and lifting the state of emergency world-class, hatds on diploinacy
dicoted columnist. ecoitoni, dead end ahead In this However, rather than stand on the he's shown ii the Persian Gull 

1),.
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li addition Ri-rioL, Puhi,.n. r.Mail. mruding th,rclen kidiiapping 
and assault ,haes against Mrs,
7randela. Political oPPOS¢on b%n'lttwing whites and itter-Irtul kill-

William Rasp nv
Aler

A Matter
Of Time 

mIg by bilacks.Particalarv in NatalSome of te killing t&the result of 
lon"Stndluirg ini.o)+ betIwernButheltezis kJtha and ron.ZuljUinthe relpon. ad sore has been attrib.tat,o.,whahi CT,oecale"anUster third rces_- umably a 

mbetween racist ek.menu of the se-uityfor. Q h,,o~ 
SUil 'shard not to believ de 

In South
InthSo 

Africa 
While South Airian PresidenoFoW. de Nlerk was insde the WnatoHouse. hoping to persuade Presiden 

Bush that ma)or change is underwa 1in his CO .Uwir..150 pro teste rs werc
outside, hoing to makr Ihepointthat. for South African bitck5. vet) 

little has chang ..d 
Both were rightIn terms of the prospects for racialpeace  idpohgcaljustice. South A-

nhas dCmade a quantumeoap. As 

recently as a year ago. only die-hard 
optVust, thoughtthere wab an,
chance of Avoiding ful;-scalc racial war. Today. everyone believes that. 
with a fes, tamel) concetsion and alittle luck. South Aric.'n '.n finally
dispo of apartheid and move tosome negotiated arraigrmnerit lotpo-
litical power sharingThe dference inoutlook 1 large.atnbutable to two men Nelson MmI-
dela. who spent more thor, a quarter
of a century as the world1 mo%,t
celebrated poltical prisoner, and deKlerk. who released hun earlyIh, 
yer-. wh es aly ieryear. 

Mandela has shown both the cha-
rna and (surprisingly) the slammanecessary to unite the foe., of apart-
heJd, wIth the maior exception of Zulu 
Chief Gatsha Buthelen. with whom hehas icheduled ameeting De Kierk. in 
defiance 3f his5country's Powerfulrtight wimg, has made essentially allthe concessions demanded by biacks 
asa nece.sary condition to negotia-

*bons. 
Mandela nd other mawr politicalprisoners have been released. the At.NrtcaNlCongress and 32 other

tidtlawed organizations have been un-banned The official -stile of erer. 
genc3" rern n an obstacle, butinot
An msur-mountabte one Racial accom 
modation really doe, seem a reaon,able prospect. 

But for ordinary black, in South
Africa. little has changed They r-mui powerless. largel) propertle:, 

and voteless Thei srhi.,I.ng and
health care remair .a-- "nabr. aid 
their oppression b il,,,ihne-rup v.eunty fofrs conulu, unabatedThe), alone, among Su:h Africa's 
racial groups. remair, v.itnout reprr.
entation inthe goriiii-:ii 

Kler when he insiststhatthechang.es u~derwilY Jr "'revermbi.

8 bbu._ rnee here Isthafu'isby a South ,A.rcan Presidet 
snce 'e1946 -wmo J. Smuts, toldapbresikfistmeetig of joumtLW3that 

" 'agog OUrUtzrent byaAforic numberes -ndmgfigures info spheres to a ne lation processfronwhchmust flo, peaefuj olu. 
broad consertru with regard

to a new cons iutonand fun partb't.pation thin that n constitution.-For the flrst tlme. he implied his 
il rng emnsa t a , foer.hte . 
ole hoUngenn. ata stforthelower hous. ofa bicarnm leisg'" . ture.though fidlattrav tnwSt,on 

Political Potections for the white mi.nortt..He listed as the trauor Mnlaung
problems (aside from the country's 
shatteredeconomy)theneed formi.)rWe need to build one new aver. 
rge sc1ool eho ate 
agre- fi peru ooedyay). thecontinuingLterectie fightig be
tween blacks in Natal and the debate 
ove tha ormof the ovenuit t ntdtheshiapeoftheechonocrc dbte.
He trid thatbe has no doubt 

thattheseproblems can be resolved 
t.eare. it Tnil be because of theexraorda. char erof de VCierk 

a Mandela. ao.the extraornry
them

Even while recently cntwting der tbetng less than cardid withlmrer~fnztra p oham t isMterno POStm
fo rear y of t &ens 
forces, Mandela said h al regardsthik he fels the same many-about 

eteehav v - -- Ypabou
te'We h ea doe en s 
restakpet franklyOth n clhe am'atanU&t ry.I canzhim out of b t any tineto cangethim o+,Ofbed orhaetli Ind of peonal relation. 
hv h'kn fProa eain 

T P'w 
de iGerk also descr-i.,d to bournalists
thiS Wee., F imabe Lie key to SouthAfhics racinilemm 

The naweralem a 
The tKnsweraik questn.t o uiwheth de Ktlso knowlha twor. stwether this odd coup. hastheto Work thrin tout. 
AS de Klerk recently odthe ero 

Pean vbetor,het has nf hac Yhip ars 
before he has in face hls party (andlttle lke h: j that he would be re
eict l. and Mandela 72 year old
id ailig. rny not have muc.h lYoer 
a lnthat to m hveHis poiPUI conclusion: ther' not.ne for the teoporusingratd gam 

"',TIyu-tht ha .rm gdam pineKitties hatoh mark dpreOgv re.mnesif South AftIe=is o gve tief. 
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De Klerk Is No Hero to Me
 
in some cass their conduct ha been

By Randall Robinon violent and cruel." Another report, 
issued in Pretona In August by the 

WAJIINGON Government-appotnLed Goldstone 
S Prealdont Bu.h welcomed Commission, has lent further cre

&Mr' Africa's Preol- dznce to reports of police collusion 
.. W. de Klerk, to with InkaLha. The commisstin found 

.e White House yee- that police sometimes failed to stop 
terday, I hope I wasn't attacks that they had advance knowl
the only one asking edge of,and that they often failed to 

"What,'s wrong with this picture?" disarm Inkatha members. 
In extending a friendly handshake The latest revelations of a "hidden 

to Mr. de Klerk, Mr. Bush aet an im- hand" or "third force" Implicate se
portant precedent: lie became the curity forces as well Numerous af. 
first U.S. President to meet the high- fidavit. from journalists and South 
estrepreientative of a society organ
ised on theprinciplez of segregation
 
and brutal racial eXploltation0
 

Mr. de K~erk's public relations
 
team has worked hard to portray him He has done 
as a crusader for reasonable mid 
moderate chane Apatient and well- little for 
Intentioned man. And the Bush Ad
mnistraltion has A: times appeared blacks and 
eager to accept exaggerated claims 
o progress he tolerates 

The reality is that Util has
 

changed under the do 10erk Govethe
 
menl. In some respoct. thttng mAyO the violence. 
gotten much wore. 

While Mr. d Klek tours Wn.thin. •" 
tor, hianation [agripped in a rpasm
of violence. Over the lut stxweehs, Afriran citizens detail attacls lp 
more than 800 black South Africans which white men wearna hoods, or 
have been killed In what the U.S. with faces blackenod with too(, hive 
press usually describes as "faction- participated in the fighting. Whites 
al" or "tribal" violence, have been seen shomoing from mini-

In fact, this violence is directly but" and direct!y participating -in 
rooted in the apartheid system Mr.de the hacking deaths of nr,ocent by
Klerk's Government still maintalnc. standers. Whites have been spotted 
There is also convmcing and disturb- assisting Inkatha vigilantes in at-
Ing evidence that security forces tacks on townships, in brutal mamsa
under Mr. de Kierk's control have cres on a moving train and in the rai
permitted, And even participated in, Ingof a squatter Cettlemen. 
mot of this "factiona" strife. In response, Mr. de Klerk has Inlt-

Some of the fighting is an out. Ated "Operation Iron Fist,"a rd
growth of a political rivalry between aponse that calls to mind those of his 
elements ofthe African National Con- predecessors: blacks' civil liberties 
grest and supportera of lnkaths, the are suspended, troops are sent to 
Zulu organization headed by Chief black residential areas, townships
Mangosuthu Gatsha ButheLezi But are enveloped in razor wire. 
Chief Buthelezi and Inkatha have These gad and bloody scenes are 
themselves beeni permitted to amas the proper backdrop for the image or 
power, often by Intimidation, with the F. W. de Klerk inLhe White House. A* 
direct collusion of Mr. de Klerk's hope that PnsIdeni Bush clearly ex-
Government. Indeed, the last six presses to Mr de Klerk our nation's 
weeks of escalating violence coincide disgust at apartheid, and our insist

lmoet to the day with Chief Buthel- enceonftsdismantlement. 
zel'sannounced intention to exp3rd Americans believe in Nelson Mar: 
his power beyond his Natal base. dela's message of "sanctions until 

Eyewitness accounts of police par- democracy" and in the fundamental 
tlicipation or acquiescence in Inkatha sense of justice and fsir play so mani. 
violence are far too numerous to dis- festly offended by the de Klerk Gos.. 
credit. In Natal, the police openly side emient These beliefs should not be 
with Inkatha, usually intervening swayed by the South African's much
well after Chief Buthelezl's thugs coveLed phoe opportunity with Presi. 
have attacked tind retreated dent Bush 

A recent report by the Geneva- Mr de Klerk must seek an end to 
based International of HeCommission the violence sweeping his country 
Jurists concluded that "the police are must make genuire and irreversilble 
seen as b,th player and referee, and progress toward dismnnthng aparne

-
. . . . . . . . hid And iemust pursue these ob)ec 
Randall Robinson is executive direc. lives through concrete steps at home 
tr of TransAfricoa, a foreign.policy not through smile and handshakes in 
lobbying group foreign capitals [j 



Support for Tictrenterprises: Lessons for Sub-Sal'aran Africa
 

BRy Iary~e Tessing
 

ABSTRACT
 
World Bank Technical Paper #122 
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Microenterprises play an important role in Sub-Saharan Africa; they account for a
 
sizeable part of the economic, in providing employment and means of livelihood for much
 
of the nonagricultural population. Concerns about reversing the economic decline call for
 
new and creative ways for making best use of this resource for building a strong economic
 
base and achieving social integration. However, it is difficult to devise effective strategies
 
for developing microenterprises because of their small size, dispersed location, and infor
mality.
 

Two main strategies are conceivable for supporting microenterprises: they can be
 
loosely characterized as a top-down/indirect approach and a bottom-up/direct approach.
 
The first strategy, the top-down approach, seeks to improve the business environment by
 
operating on macroeconomic variables such as prices, government regulations and policies,
 
and by building up the physical infrastructure. Microenterprises have specific needs in this
 
respect which should be taken into consideration more fully. The second strategy, the
 
bottom-up approach, aims at supporting microenterprises directly by mobilizing indigenous
 
resources and with the active participation of beneficiaries. The real challenge is to strike a
 
proper balance between these two approaches which complement and enhance each other.
 

This paper is the result of a survey of the literature and extensive discussions with 
practitioners and its primary focus is the direct approach in support to microenterprises. 
One model that has proven extremely successful combines the so called minimalist and 
process approaches, and involves gradually broadening the scope of the assistance 
program on the basis of self-assessment of needs by participants in order to remove one 
bottleneck at a time. The effectiveness of this model is enhanced where there exists a 
tradition of family business and cottage industry. 

Perhaps the simplest objective to pursue is access to credit, particularly in more 
commercial and industrial environments and for established entrepreneurs, but success in 
this area can nonetheless be exceedingly difficult to achieve. The main lesson from ex
perimentation in this field is that the poor are bankable and can be served relatively 
inexpensively, provided nontraditional lending methods are utilized such as group-lending 
where clients join in groups and assume responsibility for selection and credit repayment. 
Important components of financial assistance programs are savings mobilization, and the 
linking of formal financial agencies with informal financial institutions which offer quick and 
flexible unsecured lending to serve a multitude of purposes. 

Technical assistance and support services can be provided to help first-time 
entrepreneurs set up their own business, to assist microenterprises in their daily business, 
or to help them graduate to a larger size. The latter type of intervention is the most 
common. However, its scope is limited by the fact that most microenterprises will never 
graduate, largely because horizontal diversification is an important risk-spreading strategy. 
The main challenge is to provide relevant technical assistance and support services. Self
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identification of assistance needs by participants helps enhance the relevance of the 
services provided, and reduces the cost of such projects. 

Entrepreneurship and self-employment development programs aim at translating a
business idea into a viable venture. The tendency of existing programs is to focus on the
creation of small modern businesses, on the basis of the somewhat arbitrary distinction 
between self-employment and entrepreneurship. Also, they tend to focus on individual 
enterprises and their vertical expansion, rather than on the business community upon which 
these enterprises depend. Thriving business communities are, and have historically been, a
major factor in enabling some enterprises to successfully reach the next scale of operation 
or to venture in new trades. The discuss;on on entrepreneurship and self-employment
development restricts itself to conceptual aspects of such programs and does not delve into 
technical questions of training materials and courses. 

The task of reaching microenterprises requires small, flexible, and responsive

organizations, with sufficient autonomy to make ad hoc decisions, yet with adequate

coordination at the national level. Therefore, 
a main device for reaching microenterprises is 
to institute a two-tier arrangement with specialized resource institutions. Different types of 
organizations can be used imaginatively as intermediaries in such a scheme, on the basis 
of their respective characteristics and the (multiple) purposes they serve. Such organiza
tions include PVOs, NGOs, cooperatives, banks, business associations, churches, and
women's groups. In this respect, cooperation with NGOs could be greatly facilitated 
through longer term commitments by donors, clearly defined appraisal criteria, and early
reconciliation of the social objectives of NGOs and of the assistance program's require
ments for economic efficiency. 

Capacity building of the intermediary should be incorporated as an explicit objective
of microenterprise support programs and be budgeted for. The objective is to establish 
viable support institutions, in order to enhance the effectiveness of tier arrangements and 
the quality of the services provided. Shifting the focus of assistance from beneficiaries to 
support institutions can be a very effective way of reaching the most marginal groups,
particularly for large international donor agencies such as the World Bank. 
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EXECUTIVE SUMM.ARY 

Trrigation in Suab-Saharan Africa: The Development of "ublic and Private Systems 

Ty SThawki Barghouti and (uy Le Moignc 

The seven papers which are Included In this publication have been prepared In an 
attempt to provide background Information and guidance to those who are designing 
agricultural strategies and Irrigation Invostmont projects for Sub-Saharan African (SSA) 
countries. Specifically, It seeks to clarify the role which Irrigated agriculture might play In 
these strategies and how that role can be effectively realized. It reviews problems which 
have arisen In past attempts to expand Irrigated agriculture In SSA as well as examples of 
succsssul Irrigation development, and proposes considerations for future design and 
Implementation based on the lessons of the past. 

The Phytical Potential for Irrlqatlon Development 

Several of the papers stress the potential Importance of Irrigated agriculture In a 
continent where rainfall Is frequently marginal and erratic, or confined to a limited portion of 
each year. The total physical potential for expanding Irrigation In SSA Is examined In Chapters 
2, 3 and 4 with the conclusion that the 5 million hectares presently under Irrigation, equal to 
2 percent of the presently cropped area In SSA, could eventually be expanded to about 20
25 million hec'tares. While this potential Is less per capita than In Asia or Latin America, It 
nevertheless r,)presents a substantial potential Increase In agricultural output since yields on 
Irrigated land av~traae three and one half times those from ralnfed farming. The countries 
with the largest physical potential for expansion are Angola, Zaire, Sudan, Mozambique, 
Tanzania, Nigeria, the Central African Republic and Chad, according to a 1985 FAO study, 
although Irrigation could play an Important subsidiary role In many other SSA countries. 

Past Problems In irrigation 

A number of the papers describe the problems encountered in past Irrigation 
strategies and projects. While about 75 percent of all SSA Irrigation projects reviewed In a 
recent Bank study achieved or exceeded the expected rate of economic return, some major 
projects failed. 

Cost Overruns are a fairly frequent cause of reduced rates of economic return. The 
commonly held view that Irrigation Installation costs per hectare are higher In SSA than In 
other areas of the world Is 3xamined In several of the papers; the conclusion k; that with 
adequate planning and careful design, costs should be no higher In Africa than elsewhere. 

Institutional factors are cited as the basis for deteriorating maintenance and declining 
output from large scale public irrigated schemes. The widespread decline In the effectiveness 
of public Instittions In Africa has had Its effect on these systems as well. 

The policy environment for Irrigation Is cited in Chapters 3 and 7 as an Important 
determinant of the success or failure of Individual projects, Including the availability of Inputs, 
adequate budgetary resources, accessible markets, reasonable producer prices, and an 
adequate physical Infrastructure. These conditions frequently are not met In SSA, although 
conditions may be Improving In countries undertaking structural adjustment reforms. 



- Viii -

Technical design Issues can also lead to failures If improper choices of location or
 
design are made.
 

Cultural factors are cited In several of the studies as an Important determinant of
project success or failure, although several Instances of successful transitions from pastoral
communities to Irrigated farming are rientoned. 

Environmental problems resulting from expanded Irrigation described In Chapter 4.are 
These Include the Increased Incidence of disease, especially schistosomiasis and malaria, and 
the reduction In size of floodplains and swamps with Its Impact on fishing, wildlife and 
cultivation at the edges of these areas. 

Past Successes n Irrigation 

A pervasive theme which emerges from a number of the papers Is the relatively
successful record of small scale private Irrigation systems In contrast to the spotty record 
of large scale public schemes. Chapters 1 and 3 elaborate on the reasons for this
difference, and Chapter 8 presents Interesting examples of successful small scale Irrigation

strategies In three SSA countries.
 

Several of the papers point out that small scale Irrigation has certain design and
 
Institutional limitations and may not always be the correct solution In every case. But the
 
evidence Is clear that where applicable, the chances of successful Irrigation development are 
greatly enhanced when small scale private systems be used.can 

Suggestions for How to Proceed 

Chapter 1 outlines twelve general factors to take Into account In the design of
private sector Irrigation projects, Including choice of technology, defining the role of
 
government and the possible need for regulation, Institutional arrangements, land tenure, and
 
the general macro-economic setting.
 

Chapter 3 provides Information regarding the basis of choice for selecting alternate 
systems for water supply, conveyance, and field application, concluding that privately owned 
pumps and small scale tank Irrigation systems are usually the most appropriate for SSA 
conditions. Chapter 3 also suggests a "growth centers" strategy where Irrigated areas with

high potential and reasonable Infrastructure could be linked to other more backward areas In
 
an expanding network.
 

Chapters 4, 5, 6 and 7 make recommendations regarding the measures that need to be
taken when expanding Investment in Irrigation In order to Improve the prospects for success. 
Chapter 4 stresses the need to Improve the data base, rehabilitate existing systems, conduct
research and carry out pilot projects to test new technologies, Improve cultivation practices, 
put more emphasis on planning and monitoring water studies, and take Into account 
environmental and social factors. Chapter 5 stresses the need for a carefully formulated 
Irrigation subsector strategy and the need to develop Institutional capacity for analyzing,
formulating and managing the subsector programs. 

Chapter 6 stresses that Irrigation schemes should not be too large for the
development env~ronrnent, the Importance of an Integrated approach, keeping capital costs at 
a reasonable level, cost recovery policies conceived and agreed In advance, and technology 
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apprcpriate for the African scene. Chapter 7 stresses the need to assure both a favorable 
policy environment and careful project preparation and management. 

Summary 

Taken together, the papers make a strong case for the Important role which Irrigated 
agriculture can and should play in SSA's future development. The actual possibilities will vary 
considerably by country, and careful project choices and designs will be needed to avoid the 
mistakes of the past. But oach country agricultural strategy should consider what role 
Irrigated agriculture can play in a given situation, with special emphasis on the prospects for 
small scale private Irrigation systems where the best results have been achieved In the past. 
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Reconstruction in Afghaistan,
 
Indochina, Central America, Southern Africa,
 

and the Horn of Africa
 

Anthony Like and codributors 
After a decade or more of fighting and destruction in various regions of the world, 
new policies in Washington and Moscow as well as fatigue on the ground are produc
ing openings, at least, for peace. Negotiations are at different stages regarding Af
ghanistan, Indochina, Central America, Southern Africa, and the Horn of Africa-but 
all share new possibilities for peace. 

This volume analyzes the prospects for postwar reconstruction and development in
these regions, tackling the difficult quandaries they face individually and collective
ly: Among realistic potential alternatives, what kinds of new political structures can
best manage postwar reconstruction and development? Which economic policies would 
be most effective in maintaining peace and political coalitions? Should the focus be 
on the reconstruction of prewar economic life or on creating new patterns of develop
ment? What are the prospects for democracy and human rights?

The authors thus consider the relationship of economic planning and likely political
realities. For example, might diplomats seeking to stitch together a fragile coalition 
in order to end the fighting also be creating a government that cannot make the hard
economic choices necessary for sustained peace? Might economists calling for post
war economic programs which are theoretically sound but politically unsustainable 
threaten a tenuous peace? 

(Contents on reverse) 

Overseas Development CouncilWasingonDCD003 PAYMENT BY CHECK, MADE OUT TO ODC.CtEK 


N / 77Massachusetts Aye, NW, #501 PUBLICATIONS MUST ACCOMPANY ALL ORDERS. 
202-23_4-8701Name
 Nam: 

0 Please send. copy(ies) of Alter the Wars: Organization
Reconstruction in Afghanistan, Indochina, Central
America, Southern Africa, and the Hlorn of Africa at Street

$15.95 (paper) or $24.95 (cloth). Add $1.00/copy for 
postage and handling. Discount 20% on orders of ten City
 
or more copies.
 

0 Please send me more information about the ODC's State 
 Zip
U.S.-Third World Policy Perspectives series and other Country 
publications. 

OJOVEWMBER 1990 PUBLICATION 



Contents: 
Anthony Lake-Overview: After the Wars 
Selig S. Harrison-Afghanistan 
Nayan Chanda-Indochina 
Benjamin L. Crosby-Central America: Conflict, Politics, and Economic 

Reconstruction in Nicaragua and El Salvador 

Mark C. Chona and Jeffrey I. Herbst-Southern Africa: Beginning the 
Reconstruction of Angola, Mozambique, and Namibia 

Carol J. Lancaster-The Horn of Africa 

U.S.-Third World Policy Perspectives, No. 16 ISBN: 0-88738-880-9 (paper) $15.95 
1990, 240 pp. ISBN: 0-88738-392-0 (cloth) $24.95 

Anthony Lake is Five College Professor of International Relations at Mount Holyoke 
College. From 1977 to 1981, he was Director of Policy Planning at the U.S. Depart
ment of State, and before that, a member of the National Security Council staff. He 
has also been director of the International Voluntary Services and of projects at the 
Carnegie Endowment for International Peace and the Council on Foreign Relations. 
Between 1963 and 1965, he served on the U.S. embassy staff in Hue and Saigon, Viet
nam. His most recent book is Somoza Falling. 



3 20523 000859
 

Overseas Development Council 
7 1717 1%1xvdtsLcts Ave., NW. Washington, D.C. 20(136 

U.S.-Third World Policy Perspectives Books 
Economic Rctorm in Three Giants 
U.S. Foreign Polic, and the USSR, China, and India S15.95 
bv Rirha'dL'. Frnbro-, john I'-1rhrv'ri-(;', Jricdcnanu Alillcr aid wroihnttors 
"fascinatintq readingfin"anyone interested in "a z'eii timdyet assessment ol thc socialist 
the historic del'elopmentstunder 111Y ill thsec ccoMic rjrintsq'our time " 
countries and their impact on the global )I(,1 1 lidt 
econonly'"Su'r. iI I .',rliiC 

66'.i1
.h
t) 

. 
"at once i lnnoiati'vc, comprecensic, and wise"l 1;dbt (o pd O -I IIjnv 1I,djnlal 

"71hr11mrokitlu In'11tt1ton 

Emironment and the Poor 
Development Strategies fbr a Common Agenda $15.95 
biy H. ]t J'tiy'l.,onardand rontribnto's 

"oJikrs iuscfid steps br polieviakers concerned "cleavdemonstrates the tqcnl oiysohinq,
with the critical cballenges ojfnltqratinq the problems qf povert* ifwe are to stop present 
environent and dcvelopmnct concerns" abuses 0/the naturalworld and bqin to 

ill, t 
I1"hll,, , i r, Imtntiittc -- hut MticNcjll 

In titlitl Ipri wan' on 'blic P'oli) 

Ic L mN1.i h1%c achieve sustainable dev'elopment" 

Pulling Together 
The International Monetary Fund in a Multipolar World $15.95 
bv (?athr'ine (;win, RiChardL'. tcidwbrm, amn cantribmu's 
"a tholhtfid and thorough assssment'. a 'iid snapshot of the wold's econonic challenges"

I " MI c -\ 81.i11.11d --Jim IC.1clIt,m,,k , "I i: ( ",,l'tnt I S,. -t in 4o.,IfR /c. ' nutriles 

Fragile Coalitions 
The Politics of Economic Adjustment S15.95 
by' loln A!. etlsoll t1?1contrihbtt-o' 

"Ibclscs on n oft'hefi'ontier topics in the political ccololy oY'
 
developmtnt: The politicsof econontli." rijbrn"
 

- I cri t 11 B.itsc 

Henry 11.vI1 10116.fj; ,1 7. 

,1:?;
 



WAS HI NGTON 

ECONOMIC 

W AT C 1-1 

I)evi ,tl(ft 

I'ol~i) 'IInformationDJi-rt "f 

:1 i';v cil 1 



P.S. Please Note:
 

Articles reprinted herein are copyrighted by their respective
 
publishers and are reprinted with their permission. The origina
 
publishers retain their copyright to these articles and the
 
articles may not be reproduced without the permission of the
 
copyright holders.
 



ASIA
 

Baker, James A. III. Speech on "APEC Partnership For Education,"
 
Singapore, July 31, 1990.
 

Yeutter, Clayton. "GATT to Resolve Multilateral Trade," speech to
 
American Chamber of Commerce, Hong Kong, August 17, 1990.
 

Armitage, Richard. Statement on Philippines Bases Agreement,
 
Manila, Philippines, September 18, 1990.
 

Economic Assistance: Integration of Japese Aid and trade
 
Policies. GAO Report to Congress, May, 1990.
 

"Protecting the South Pacific Area," Weekly Bulletin,
 
Environmental and Energy Study Group, July 16, 1990.
 

Okita, Saburo. "The Dazzle of the Asian Economics," The
 
International Economy, August/September, 1990.
 

Kyongsoo Lho and Sergei Goncharov. "Opening to New East Asian
 
World," Los Angeles Times, September 25, 1990.
 

Chapman, Dan. "Can Democracy Survive in the Phillipines?"

Congressional Quarterly, Editorial Research Reports, August
 
10, 1990.
 

Mahler, Walter. The Taxation of the windfall from
 
Internationalization of the Korean Capital Market.
 
Washington: International Monetary Fund, 1990. (abstract)
 

Eberstadt, Nicholas. "The Coming Collapse of North Korea," On
 
The Issues, American Enterprise Institiute for Public Policy
 
Research, June 26, 1990.
 

Bulman, Robin. "Korean Failure on Farm Trade," Journal of
 
Commerce, September 19, 1990.
 

Doherty, Carroll J. "Bush team Rethinking Aid as Hill Wariness
 
Grows," Congressional Quarterly, July 14, 1990, pp. 2232-3.
 

Becker, Elizabeth. "Cambodia: A Peace Plan With a High Price,"
 
The Washington Post, September 21, 1990.
 

Gray, Charles D. "China: Most Favored Prison,"
 
The Washington Post, July 15, 1990.
 

"China's Economic Outlook," excerpt from report by the Central
 
Intelligence Committee, Journal of Commerce, July 13, 1990.
 

Knoll, Michael. "Putting Pressure on Beijing," Journal of
 
Commerce, July 30, 1990.
 



U.S. DEPARTMENT OF STATE
 

Office of the Assi5tant Secretary/Spokesman
 

For Release Upon Delivery July 31, 1990
 
(Expected At 10:30 AM Local Time)

AS PREPARED FOR DELIVERY
 

STATEMENT BY
 
SECRETARY OF STATE JAMES A. BAKER, III
 

AT THE
 
ASIA-PACIFIC ECONOMIC COOPERATION MEETING
 

C R RSH FOR EDUCATION 

Tucoday, July 31, 1990
 
Singapora
 

Today, I would like to announco an Amorican initiative that will
 
expand our ties and bonds across the Pacific. The initiative is in
 
the area of human resourcos devolopmont -- specifically,

education. As Prooident Bush hao made cloar, education is a
 
critical building block for a morc tolerant, democratic society -
domestically and globally. We beliove that investing in education
 
is invosting in tho future. Education io vital to the continued
 
growth and prospority of the APEC region.
 

As many of you know, tho Unitod Statoo has in fact a comparative

advantago in higher oducation. Wo have been an education magnet.
Far more fooreign students are onrolled in universities in America 
than in any othor country. Some 350,000 foreign studonts ware 
enrollbd in U.S. univorsities in 1986 and over half of thoso 
students woo from East Asia and the Pacific. 

We have learnod throughout our history that e~foctivo education
 
roquiroo a partnorship of both tho public and privato sectors. The
 
private sector ia oopocially important bocauoo it offors rosources
 
and providos a "roal lifo" classroom for training tho buciness
 
loaders of tomorrow.
 

To enhance oducational links across the Pacific, X an pleasod to
 
announce today the "APEC Partnership for Education." This
 
Partnorship will includo the U.S. and other interestod APEC
 
govornmants, oducational institutions throughout the rogion, and
 
privato entorprioe,
 

This program will hav three odlt,compononts: support for
 
oducational partnorshipo between American and other APEC
 
institutions in scionco, enginooring, bucinos, and management;
 
s , widening of private octor intornohipc and other outreach
 
programs for APEC otudonto studying in tho U.S.: and ZIr,
 
expansion of U.S. Governmont-oponsorod private sector training
 
programs in the U.S. and in APEC member countries.
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Our overall objective is to help train the trans-Pacific leaders of
 
the next century through expanded educational opportunities. Over
 
the next five years, we aim through the Partnership to:
 

o 	Establish 10-15 partnarohipa betwoon loading U.S. oducational
 
institutiona and thoir APEC counterparts;
 

o 	Involve a minimum of 20,000 Asia-Pacific students studying in 
the United States diroctly in on-campua activities sponsored 
by the Partnership -- ouch ac apocialized caurseo and 
seminars focuod on the particular needa of the region; 

o 	Enroll 5,000 of those studento in private sector intornships

and cooperative education programar
 

o 	Train 2,500 Aoian privto ocector employees in their countries
 
and, from thin number, soeect 500 for additional ohort-term
 
courses in,Amorica; and
 

o 	Reach more than half of the almoot 200,000 Ania-Pacific
 
atudonto in the Unitod Statec through nowsletters and other
 
outreach channelo that will kacp then curront on
 
Partnornhip-oponcorod activitioo and avonts.
 

The APEC Parnerohip gor Education will emphacize tho various
 
programs of the Agency for International Development and the United
 
Staten Information Agency. Doth are very activo across the region
 
in solidifying nooiety-to-oocioty ties. Theoc agoncioo fund a
 
variety of ocholarship activitioc, including the Fulbright program,
 
and support univeroity linkages, international visitor and youth
 
exchanges, and other programo.
 

Combined private and public ooctor rcourco should reach $30 
million over the nc3ct five yoaro. Wo hav already had proliminary 
contacto with U.S. academic inotitutions which have reacted with 
groat interast. Other APEC membera may want to join uc with 
parallel programo. 

We 	look forjard to diocusninq with you our idcas for an APEC
 
Partnership for Education at the noxt cosion of the Human
 
Resources Working Group.
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REMARKS PREPARED FOR DELIVERY BY 
CLAYTON YEUTIER 

SECRETARY OF AGRICULTURE 
TO THE 

AMERICAN CHAMBER OF COMMERCE 

Hong Kong 
August 17, 1990 

It is a pleasure for me to visit this vital Pacific Rim market that 
serves as a beacon for all of us who believe in the benefits of free trade. I 
also welcome this opportunity to discuss the goals of our U.S. agricultural 
trade policies. Put simply, those goals are to resolve multilateral trade 
issues by working through the General Agreement on Tariffs and Trade 
(GATI') to create freer and fairer trade for everyone -- exporters and 
importers alike. In short, to have an open, world trading system as 
exemplified here in Hong Kong. 

Hong Kong never fails to amaze visitors, whether it is their first 
visit or an oft-repeated one. It is indicative of this city-state's importance 
as a trading partner that, though halfway around the world from the U.S., 
and with only 5.8 million people, Hong Kong is our 15th largest individual 
market for American agricultural exports. 

Although U.S. farmers and food processors may be a great distance 
away, the United States stands as the second largest supplier, after Chiia, 
of agricultural products to Hong Kong. 

U.S. agricultural products have done very well here in the past 
decade. Our market share of Hong Kong's food purchases has increased 
from 13 percent in the early 1980's to nearly 20 percent this year. It is 
particularly noteworthy that the already significant U.S. agricultural trade 
to Hong Kong jumped 26 percent in 1989 -- to $615 million. 

This, more than anything else, tells us that we havc It nio a 
valued and reliable agricultural supplier to this marketplace. It is a trust we 
hope to build on in the years ahead -- well beyond 1997. 

0914 1069-90 ( 
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While we are proud of our farms -- and farmers -- back home, 
much of the overall success of our export efforts stems from the untiring 
work here in Hong Kong by the many United States Department of 
Agriculture market development cooperators active in this market. In 1990 
alone, about 30 market development cooperators and allied organizations 
will carry out nearly 300 activities in this local market, to strengthen the 
daily ties between Amercan agricultural producers and Hong Kong 
consumers. 

If we pause to ask ourselves why these people are so willing to put 
so much effort into this market, the answer is readily apparent. There are 
few nations in the world that come as close to embodying the principles of 
free trade as does Hong Kong. Indeed Hong Kong is virtually a model of 
the open economy that so many others profess to be working toward. 
People wanting to sell American food products come here because they 
can get results; they are unhampered by trade-distortive government import 
policies. 

Hong Kong is not only a model of free trade, it is a living 
testimony for it. Hong Kong's real gross national product has increased 
tremendously over the last two decades. It has brought its people the 
second highest per capita gross domestic product in Asia. This growth has 
been unmistakably driven by trade. 

Some of our trading partners in the GATT who want to retain 
trade-restrictive agricultural policies ought to come here and take a closer 
look at the economic potential they are precluding by not moving to 
promote freer trade. 

On a related matter, the U.S. recognizes that Hong Kong's trade 
future depends heavily on China, a close neighbor. As you know, President 
Bush has recommended that the United States' MFN treaty with China be 
extended for another year. We at USDA have supported that 
recommendation because we realize how essential that status is to current 
business relations involving Hong Kong, China, and the United States. 
China is also the largest export market for U.S. wheat. 

Because of the importance of trade to countries around the world, 
the time has come for the United States, Hong Kong, and others to resolve 
fundamental trade problems. That is why we in the U.S. have intensified 
our efforts in the Uruguay Round of the GATI to bring about trade 
reform in agricultural products. 
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Agriculture is an especially difficult challenge in the GAIT 
negotiations. The world agricultural trading system is currently 
characterized by constant bickering, protectionist pressures, and pervasive 
trade distortions. It's time to move beyond all that. 

Achieving a world trading system in which farmers around the 
world can compete freely and fairly is one of the United States' top trade 
policy priorities. And the quickest way to achieve this goal is through the 
Uruguay Round -- which is rapidly drawing to a close. It's scheduled to be 
completed by mid-December of this year, and there's recently been some 
progress that we hope will move the agricultural talks off dead center. 

Last month the Chairman of the Negotiatinf; Group on Agriculture
presented the GAIT member nations with a draft framework agreeme.at 
on agricultural trade reform. Four areas -- market access, export subsidies,
internal farm support programs, and sanitary and phytosanitary standards -
were covered. In that last area -- sanitary and phytosanitary regulations 
and barriers -- an actual draft agreement has been developed. 

The Chairman's proposal has now been adopted as the means for 
intensifying negotiations for fundamental reform in agriculture. GATT 
nations have agreed that such reform holds the key to successful conclusion 
of the Uruguay Round negotiations. 

Such an agreement would provide room in the world market for 
agricultural exports from efficient producers to increase dramatically.
Major food importers, such as Hong Kong, would gain from increased 
stability in world markets and security of supply. 

Gains in the GATT multilateral negotiations also would give added 
meaning to the Bush Administration's policy of continuing support for the 
long-term trade relationship between Hong Kong and the United States. 

But if the Uruguay Round is to move ahead, we must use the 
profile agreement put forward by the Agricultural Negotiating Group 
Chairman in Geneva as a basis for defining solutions. While the U.S. 
negotiators have reservations about some areas of the de Zeeuw paper, we 
also feel there is much in it that all GATT nations can embrace -- solutions 
that give no one an unfair advantage. 

The world's nations cannot afford to ignore the necessity of quickly
reaching an agricultural trade resolution in the GAT. Unless we achieve 
multilateral agreement to reform agricultural trade -- soon -- we will face a 
very real danger of escalating trade disputes. 

http:agreeme.at
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Regardless of what happens in the Uruguay Round, agricultural 
production and trade policies will change -- in the United States and in 
other countries. The question is whether collectively we will choose to 
guide that change in a constructive way, or whether we will simply let it 
occur capriciously, responding only through crisis management and tit-for
tat measures that often do more harm than good. 

We welcome Hong Kong's continued support for expanded trade 
liberalization through the GATT talks. The United States appreciates the 
fact that Hong Kong has been such an active and constructive participant 
in the Uruguay Round. At the same time, Hong Kong deserves special 
recognition for demonstrating that truly open markets can bring continued 
growth and prosperity for all its citizens. 
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T" ECRETARY iANGLAPUZ, 

SBNGZON, DISTItjGIJISHID tftlEt AS OF ThE PHIt'PPINE 


16. E[QIN TEXT A T[ _ ip $E¢RV RY 

ODELCATION, 
COL.LtAQU(S ANO1FRIEaDSi CITIZENS 
OF THE PHILIPPINI"):
 

17. ON 8EtHALr OF THE fIrIRcAr DfLfCAtlOI THANF YOU FOR THE
 
WARMT8 Of YOUR V1ELCOmIE, IT IS IIIr)O A P(EASURE TO RESUIE OUP
 
O(ILIBERATIONS WiTH FILIPINO CO,.EG'J[S WHOSE PATRIOTIS9,
 
PROFESSIONALISH AND OOODWItL LEND A GREAT SENSE OF DIGNITY AND 
,
 
SOUND SERIOUSNE5S OF V1URPOE TO THESE PROCCEOIS. 
A3
 
REPRESO)N ATIV[f' OF THE DEtiOCRATIC OV(R(?N[NT OF fiRSIDENT l,O.,
 
YOU RpPstet' THC FILIPINO PEOPLE. AND, NEEDLESS TO SAY, THIS
 
DEMO(RATIC oQR IN1 fIJOYS THE fULL SUPPORT OF THE UNITED STATES.
 

19. I HAVE BEEN INSTRUCTED BY THE PRESIDENT OF THE UNIWED STATES
 
TO SEEK A NEW ACREFIENT WITH THE REPU6L IC Or THE PHILIPPINES
 
CONCCRNING U.S. FACILITIES ON PNILIPPINIE tIITARY BASES. flY 
CHARTER fROii THE PRESIDENT HAS, OUITE NATURALLY, CAUSED iETO 
CONCENTRATE HY ATTENTION ON THE DEFENSE ASPECT OF OUR B(LATERA, 
REtATIONSHIP. I UISH TO ACHNOWLEDGE, HOWEVER, BOTH TIlE TRUTH AND
 
PERTINENCE OF THE POSITION ADOPTED, BY PRESIDENT AOUINO AND HER VERY
 
ABLE FO!R ICH SECRETARY: THAT THE RELATIOISHIP BETWEEN OUR 
COUNTRIES AND PEOPLES CANROT, SHOULO NOT AND WIt NOT CE 
ARTICULATf.0 SOQLC.Y OR /If4 PREDOMINAITLY IN ItIt1I OF MIlLITARY BASES 
Ab MUTUAL OEFENSE. WE ARE PROUD, FOR INSTANCE, TO BE YOUR LARGEST
 
1'KADING PARTNER AND INVESTOR. WE ARE [AGER TO .$EE THE PHILIPPINES 
TAR"E OFF (COI1OrICALLY. 14 ARE GRATtfUL fOR COIN!RIGUlIONS FILiPIOS 
HAVE MIAO[ 10 OUP OWN DOIlOCRACY AND Vt HOPE THAT DEtOCRATIC 
INSIITu1IONS COIIIlNUE 10 MA1TURE HERE. 
 IN SHOFT, IT ISNOT
 
APPROPRIATE, PERMISSIBLE OR EVEN FEASIBLE FOR AIERICANS TO REGARD
 
THE PHILIPPINES MERELY IN TERMS OF 
MILITARY GtOuRAPHY. 10 IHE
 
tXlt41N THE PHILiPPIiE SIDE 61LI(VES IT IS USEFUL TO TRY TO 
INTEGRATE OTHER ASP'ECTS OF OUR RELATIONSHIP, INADDITION TO ITS
 

'OCCIENS OIMCIS ION, INTO A ERO-O3 AGCREEIMLIJI, WC 'WIlL DO OUR LEVEL 
BEST TO ACHIEVE iHIS WITH YOU.
 
19. HUCH HAS BEEN SAID AND WRITTEN AFOVT TH HARD CHOICES FACED BY
 
THE PHILIPPINES CONCERNlING THE FUIURC OF U.S, PACILITI.S Off 
PHILIPPrNE MILITARY ASES. MY Owi READING OF hISTORY, P;RTICUkARLY 
THE COrIPLEX HISTORY OF PHIILPPftfE-cAfERICAN RELATIONS, REINFORCrS IN 
MY OWN MIND TIC DIFFICKLTIEs FACO BY FILIPINOS AS THEY iRY TO SORT 
THlit OUT AND 00 WHAT is RICAI FOR THEIR COUNTRY. I BELIEVE THAT 
MOST FILIPINOS, NOTWIThSTAJI',G THE UPS A14D DOWN! OF OUP 92*Y[R 
RELATIONSHIP, tIAE AtICRICAI; AND RESPECT THE U4ITtO STAtES. Y -T:E 
SAIE TOKEN4 AhF-RICAN FRIEcI{SHIP AND RESPECT rOR THE PHILuPPINES 1R01 

EP. 14 rHaPE A,OEtfOcATic HERiTac-E, AND AhERICA'S SUPPORT FOR 
OEIOCRATIC GOvZ."U-ENT IN THE PHIL I4PI.ES NOT YET1fE{.WAIV[P. 
tHOSE SENTI t S1r 1407 NECSSAILY ANSER OR REtO.'Et THE OUESTIO00 

,.,4L
 



20, It IS OBVIOUS THAT 1HI QU[40TION Witt NOT AND CANNOT BE 
OECIDED BY THE U.5 SPECIAL NEGOTIATOR. ALL I CAN DO IS 
ACKNOWLEDf, OUT Or RESPECT FOP THE COMPLEX HISTORY THAT 9INDS OUR
 

TWO PEOPLES, THAT THE OUFSTICVN Ic INDEED A FAIR ONE. I CAN ONLY 

SUGGEST THAT THE AN-S ER W1Il. IN TH 0140, St OITATEO JN 1HE MA;N4 

BY THE ISSUE OF SOVE .fCII y 00 HOT 'EtvIEE ANY CITIZEN OF THIS 
COUNTRY COULD ACCEPT A PPILIPPINE-US. tILITARY RELATIONZHIP 

INCONSISTENT WITH THE SOVEREIGNTY OF THE PHILrIPPINES. 

21. SOVEREIGNTY, IN flY VIUW, IS As MIUClH AN ATtrTUD[, A StATC Or 
hIND, AS IT IS AN 01PIRICAj rACT. ALTHOUGH Or OICTIONARY DErINES 
THE W1ORO AS "ENJOYIN6 AUTOHOhlY, INDEPENOEW, SELF-GOVERNING," NO 
NATION IS LIIERA~tY SOVEREIGN IN THE S0f4SE? THAT IT CAN ACT, eVEIq 
VITHIN ITS Oiru BORDERS, WITHOUT ANY REFERENiCE OR REGARD WHATSOEVER 
TO OTHER NATIONS, INTERNATIONAL LINKAGES OF COMUNICATION3 AND 
COHflRCE flAKE NATIONAL 8OU11oARIE$ tfS$ IhPCNETRAULE THAN THEY hiHT 
IAVE B101 A CEiTuRv AGO. IN THIS CENTURY, AMERICA'S RELATIVE 

ISOLATION FROI THE OUTSIDE WORLD HA Ut[N TRANSF'ORIIED TO AN 
INUNDATION OF IDEASj GO0ODS SERVICES AND SOCIAL QZVtI,OPMCNT$ T'AT 
WE AtiMRICAN- HARDLY EVEN THINK O LA8CL AS 'ORtnIGN. YET THESE TIES 
THAT BINO THE UlliTED STATES ACROSS THE SEAS, TIES WE WOULD LOOCEN 
ONLY AT OUR PERIL# IN NO WAY UNDEPMINE OUR BEDROCH UELIEF THAT WC 
ARE lASTERS IN OUR OVN HOuSe. 

22. FOR ALL COUNTRIES THE PRINCIPLE IS EXACTiY THE SAME. TO THE
 
EXTENT THAT FILIPINOS DO NOT BELIEVE THEWICLVES TO BE HASTERS IN 
THEIR OWN HOUSE, AND TO THE EXTENT A U.S. MILITARY PRESENCE 
ACCOUNTS FOR THAT IELIEF, IT WOULD SEEM 10 eE INCUt{DENT ON TNE 
LCADtRS oP THiK COUNIRY 10 00 SOrIEIHING ABOUT IT. I XNOV THIS IS A
 

hATTER Of SERIOUS D.ATI WITHIN THE PHILIPPItrES, AND I WILL NOT 
PRESUME TO SUGGEST HOW IT $hOULD BE RESOLVEO. WHAT ISCRYSTAL 
CLEAR TO HE IS iHAT IF WC AG PC uPOi A RELATIONSHIP PROVIOING FOR 
SUiE EiASJE Or U.S. MILITARY PRESENC{ Ol PHILIPPINE BASES, TT' NEW 
RELATIONSHIP WILL, FY DEFINITION, EXPLICITLY ACKNOWLEDGE THE 
FILIPItIOS AS MASTERS IN THEIR OWN HOUSE, A LESSER 11ESULT IS NOT 
EVEN OPEN FOR OISUUCTU, flE VIRY FACT IHAT YOUR DCMOCRATICA(LY 
ELECTED GOVERNt1(T WILL CHOOSE WHETHER OR NOI U.S, FORCES WILL 
REmIAIN IS, IN Alit OF I TSELF, A CELEBRAT.,ION Of INDEPEN[4CE AND 
SOVERE IGNTY. THE VERY FACT THAT YOU CAN CHOO [ WHETH[R OR NOT TO 
REMAIN AN ALLY OF THE UNITED STATES AtI9 AN EO(JAL PARTNER Ill 
hAINTAINI G REGI10tAL PEA4CE ND $ECURITYSHOULD CE{VIDE1NCE ENOIGfl 
OF AUTOIOM', IND0PENDEI4CF AI4 SFI'F-GOVFANtIffi THAT VHICH IS 
CHOSEN Iv OUT A IElAIL -- ALBEIT All IMPORIAN ONE -- Of FOREIGN 
POLICY. 



23. REGARDLESS OF HOW THESE OISCUS2Or. TURt 
OUT4 TOGETHER WE
 
SHOULD HOROR A1D REAFt IRN THiO; 
 ASP CIS Or OLR SHARED tISToR'V IN
 
WHICH WSE CAI BOTH TAtKE 
PRIDE, ANO J011iSON IHOSE ELEtIENTS Or OUR
 
COti014 LEGACY THAT ONLY PROMIOTE ILL-WILL AND '1ISUNDERSYANOING.
 
IFRIFIloSHip 6LI41LN THE PHILIPPIIIES AND THE U;I'TED STATES IS WHAT
 
MUST LAST. AND FRIENDS1IP CAl4 ONLY EXIST it; 1N[ COITY.T OF
 
EQUAL(TITY, MUTUAL RE*lPECT, 
AND AOVE ALL, SELF-RESPECT,
 

24. IN ITS DEALINGS WITH THE UNITED STATES IN THE TWENTIETH
 
CENTURY, THE PHILIPPINES HAS CHOSEN A COURSEOF EVOLUTION IN$TEAD
 
OF FEVOLUTION, THIS EVOLUTIONARY PROCES$ CON(TINU[S TOOA0. YOUR
 
PATIENCE, STEADFASTNESS ANO, ABOVF 
ALL, YOuA rRIEINDSHIP AiD LOYALTY
 
IiPOSE UPON THE UNITED STATES THE 
DUTY TO !LP INSYIRE THAT
 
FILIPINOS IN THE ITWNTY-FIRST CENTUAY FEEL 
PROUD OF THE COURSC
 
CHARTED BY THEIR COUuIifRVr IN T11S C0T4TUAY. 
 WE HAVE NO OPTION BUT
 
TO TAKE THIS DUTY SCRIOUSY. fOR VHAT IS AT STAKH 
 Is NOTHING LF$S
 
THAN THE FUT'JE Of OUR RELAn1ONSHIP AS NATIONS AND PEOPLES.
 

2M_ IT IS CLEAR .JO iEtHAT THE DAYS OF LARGEA VERY PRCSENCE Or 
V.S. SAILORS AND AIRIIEN IN THE PIIILIPPINES ARE COMIiG TO AN END. 
WHAT 
9CMAtNS FOR US TO DETERMINE 
IS ITH RATE AT HICH THIS PCESttfCE
 
WILL BE REDUCED ANO THE WRTURI 
OF THE SECURITY RELATIONSHIP OUR TWO
 
GOVERNMIINT5 VISN TO PURSUE OURING 
A4ND AFTFR THIS TRANSITIONAL
 
PERIOD.
 

26. 1 SCLIEV THAT EvEN THE tiO$T AkDONT OPPONCNTS OF THE U.S.
 
PRESENCE ON YOUR BASES WILL AGREE, 
IF ONLY PRIVATELY, TRAT A SUDDEN
 
LIQUIDATION OF THAT PRESENCE CAN ONLY BE 
DEISTRUCTIVE. IN THE
 
HERE-AND-NOW OF PEOPLE TRYING TO EARN A LIVING AND COUNTRIES TRYING
 
TO ADJUST 70 A CHANGING WORLD, THE QIFFCRENCE TETUtCN, SAY, TWELVE
 
MONTHS AND TWELVE YEARS ARE MONUMEIITAL. THE PgIlItPPIIJES AND THE
 
U.S. HAVC VUT ONE OPPORTUNITY TO IIA'C., VOLUNTARILY, SUCH A 
FUNDAMENITAL RESTRUCTURING OF THIS V'TAL RELATIONSHIP. LET US TAKE
 
TI E TO 00 IT RiGHT. 
 LET US BE YOUR PARTNIERS IN hANAGINIG THE
 
CHANCES.
 

27. LET HS 4IVF THP FILIIPNO EPIOY.FFS AT THESE FACILITIPS
 
ADEOUATE TIME TO ADJUST TO NEV CIRCUhISTANCFS HUL Al THE -ANE 
Tll TAKINJC INTO ACCOUNT US, REGIONAL REFONIBIJITIES, tt US 
GIVE THE ARIED FORCES OF THE PHILIPFINES ADECUATE TIME TO DEAL WITH 
THE INSJRCENCY AND TAKE ON GPEATER RE SPCHG'J ILITIES FOR THE-
TERRITORIAL OEFEHSE or THIS REPUBLIC AS VELL AS A GREATER VOICE IN 
THE SECUPI1Y Or THIS REGIO OF TH WORLO. 



2. E06ALLY, LET US GIVE THt U.S. MILITARY .PPROPRIATt TIME TO 

RESTRUCTURE, ANO GIVE THE F1LIFItiO BUINE-$ COMftIHITY ADEOUATE TtME 

TO REPL ICATE IHE MANrAGEMENT Of SOrst OP THC VITAL SERVICEc P RFQRIIED 

BY TiESE FACILITIES. OUT 0O SO 1N A VAY WHICH DOES NOT PENALIZE 

YOUR AMERICAN ALLIES, LET US GIVE OUR FRIEHD" INTHIS REGION 

AWQQUATE. TIME 10 AIDJUST TO A W014Ot IN WH.tCH .sUFRPQW[R RIVALPY I 

BEING REPLACED, IT $EEIIM1, Y THE PROLiFtRATIOU OF R[GIONIAL POWERS 

gtKIi DOMINATION OF THEIR Ric4PVCTIVE NEI[IIBORHOODS. 

2. WHEN THE TRANSITION IS COMPLETE, AND T81 N*UW rILIPINO-AMERICAN 

PARTNERSHIP EA$ QRADUAItO tROM TIHE NEGOTIATIN TABLE TO A FULLY 
OEVWtOED REALITY, LET US BEOUEATH ONE FINAL BLESSING OH THE 
OENCRATION OF CITIZENS INBOTH COUNTRIES WHO WILL INHERIT THE 
FRUITS Or OUR LABOR, FOR BETTER OR VORSE. LET THE ELECTORATE OF 

TAES 2ST CENTURY DECIiE I)HETHER OR 1101 THEY BELIEVE A CONTINUED 

U.$, PR NCE WILL BE HELPFUL. 

39. WE AMERICAN S HAVE DRAWN FROM THE VEILL OF PHILIPPINE FRIENDSHIP
 

IANY TIMES IN THE FAST, WE ARE BACK AGAIN, HOPCFUL THAT ,f ARE 
SEEN IN TIlS COUIITRY AS A PEOPLE CAPABLL ALSO OF GIVING -- tIVING 

OF RESFECT, FRIENDSHIP AND LOYALTY. REGARZbLE'S OF HOW VE ARE
 

VIEWED, HOWCVtR, Wt RNOV OUR FILIPINO COUNIYErPPRTS WILL BE GUIDED 
NOT BY $1t0tIMENT BUT 6V THE REOUIREMINIS OF THEIR COUNTRY ANID ITS 

CITIZEN S. IBELIEVE THAT IETv'CEN TIES R[OUIRfI.NTS AND THE 

DESIRES OF Thl UIITED STATES THERE ARE 110 t(UfDltI Adi.OI'FE sEUCS. 
IF I AM WROING AeO{IT THIS, THEN I All .OIIG AE(COT MUCH tjORf THAI{ 
BA1[S. EY THC SaME TOKEN, IF I AM RIC T ABOL' THIS, THEN I AM 

RIGHT A1CuL1 flUCh MORE IHAN BASES. ALL IN ALL, I'D RATHER EE RIGHT. 

3t. THANKa YOU, MR. FOREIGN SECRETARY. THIS CONCLUDES IlY 
STATEMEIT. E14D TEXT. SCHRAGER 



Economic Assistance: Integyation of Japanese Aid and Trade Dolicies, IAay 1990
 

United States 
General Accounting OfficeWashington. D.C. 20548 

National Security and 
International Affairs Division 

B-239036 

May 24. 1990) 

The Honorable David R. Obey 
Chairman. Subcommittee on Economic 

Resources and Competitiveness 
.Joint Economic Committee 
Congress of the United States 

Dear Mr. Chairman: 

This report responds to your request that we review .Japanese foreign 
economic assistance and trade policies and determine the extent to 
which Japan integrates these policies. You expressed concern that L'.S. 
foreign assistance programs are not integrated with U.S. international 
trade policies. Therefore, we also present information on U'.S. programs 
and policies. 

We limited our review to economic assistance programs. and thus 
excluded military assistance and Export-lmport. Bank lending. 

Historically. promoting trade interests has been an important motivating 
factor behind -Japanese assistance, producing a program that provides 
comparatively great commercial benefits due to its sectoral and geo
graphic concentration. -Japanese economic assistance is heavily oriented 
toward infrastructure projects. Such projects can provide significant 
commercial benefits, as they tend to require procurement of high value 
added goods with subsequent need for maintenance and repair. and can 
open new markets for donor country firms. Also. .Iapanese assistance is 
provided primarily to Asian countries, where it reinforces existing .Japa
nese trade relationships. Japan requires recipients to procure significant 
portions of assistance-financed goods and services in lapan. Certain 
other aspects of the .Japanese system also help to ensure that commer
cial benefits will accrue to .Japan. primarily through a relatively high 
degree of private sector involvement in development assistance project 
planning and administration. 

-Japanese economic assistance funding has greatly expanded in recent 
years, largely as a means for Japan to mare a contribution to responsi
bility sharing among leading western industrialized countries, commen
surate with its status as an economic power. .Japan has taken a series of 
actions to liberalize procurement requirements and to expand the pro
gram's geographic and sectoral focus. Nonetheless, the program largely 
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retains its traditional focus and so continues to be more commercially 
oriented than U.S. assistance. 

The United States also requires recipients to utilize a significant portion 
of assistance funds to procure goods and services from U.S. firms. How
ever, U.S. economic assistance has a different focus, which results in 
less of a direct commercial orientation. Trade promotion has not beer. a 
prominent consideration in U.S. assistance efforts. U.S. assistance is 
intended to advance several goals, including support for basic human 
needs and economic restructuring. The United States concentrates its 
economic assistance in countries of particular security and political 
interest with which the United States does not necessarily conduct a 
great volume of trade. The United States provides comparatively little 
support for projects in areas, such as transportation, construction, and 
telecommunications, that can provide substantial commercial opportuni
ties. U.S. emphasis on economic restructuring may provide trade and 
investment benefits in the long term, as recipient economies improve 
and open up to foreign private investment. 

Thc United States could increase the commercial orientation of its for
eign assistance programs by emphasizing projects that provide greater 
trade opportunities and by assigning greater weight to U.S. foreign trade 
patterns in allocating funds among recipient countries. However, such 
changes would clearly require difficult choices among the numerous 
competing demands on the U.S. program, especially in light of federal 
spending limitations. U.S. assistance could also be more closely tied to 
procurement in the United States. However, this would have a limited 
trade impact without a corresponding shift in the sectoral focus of V.S. 
assistance. Also, reducing linkages between foreign assistance and trade 
promotion for all donor countries has been a long-standing U.S. policy 
objective. 

Further information on the results of our review are in appendix I. 
Appendix II presents details on the tying of U.S. assistance to procure
ment in the United States. Appendix III provides additional information 
on disbursement of U.S. assistance funds to U.S. and non-U.S. sources. 
Our scope and methodology are in appendix IV. 

We did not obtain written agency comments on this report. However, we 
discussed it with officials of the Department of State and the Agency for 
International Development, and their comments have been incorporated 
in the report where appropriate. 
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As arranged with your office, unless you publicly announce its contents 
earlier, no further distribution of this report will be made until 30 days 
from -ts issue date. At that time, copies of this report will be sent to the 
appropriate congressional committees; the Administrator of the Agency 
for International Development; the Secretary of State; and other inter
ested parties. 

This report was prepared under the direction of Harold J. Johnson, 
Director, Foreign Economic Assistance Issues, who may be reached on 
(202) 275-5790 if you or your staff have any questions. Other majo; 
contributors are listed in appendix V. 

Sincerely yours, 

Frank C. Conahan 
Assistant Comptroller General 
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Environmental and Energy Study Croup
 
Weekly Rulletin: July 16, 1990
 

Global en vironment 

Protecting the
 
South Pacific area
 

Two House Foreign Affairs panels 
will jointly mark up on Wednesday a 
resolution (H. Res. 398) calling for the 
United States to ratify an international 
convention designed to protect the envi-
•Onment of the South Pacific region. 

The Convention for the Protection of 
the Natural Resources and Environment 
of the South Pacific Region was opened 
for signature Nov. 24, 1986, and has been 
adopted by eight of the 10 countries re-
quired for the treaty to enter into force; 
however, it has not been sent to the Senate 
for ratification. 

The resolution, introduced May 22 
by Rep. Robert J. Lagomarsino (R-
Calif.),callsuponthepresidenttosendthe 
convention to the Senate and urges the 
Senate to "without delay consider and 
give its advice and consent" to the treaty. 

The resolution also says the United 

WEEKLY BULLETIN, JULY 16, 1990 

States should provide funds necessary to 
support the convention and the work pro
gram of the South Pacific Regional Envi
rnmental Program. The work program 
addresses marine pollution, pesticide
control, climate change, sea level rise and 
other concerns. 

The Bush administration supports 
the resolution, a human rights subcom
mittee aide said. 

When: The human rights and pacific
affairs panels will mark up the resolution 
at ajoint hearing on human rights in South 
Asia. The hearing is scheduled for 
Wednesday, July 18. at 2 p.m. in 2172 
Rayburn. 

House Foreign Affairs contacts: 
Kerry Bolognese, majority (human 
rights), x67825; Nelle Temple, minority 
(human rights), x50004; Stan Roth, ma
jority (pacific affairs), x67801; James 
McCormick, minority (pacific affairs), 
x67801. - DR 



SABURO OKITA:
 
The Dazzle of the Asian
 

Econonmies
 
Japan'sformer ForeignMinisterdescribesthe flying geese' 

pattern of development in Asia--and arguesthat dynamic 
growth has onlyjust begun 

he Asia-Pacific region achieved a high rate of 
growth in the 1980s following the flying-geese 
pattern of development. The gross GNP of the 
region-including Japan, Australia, New 
Zealand. the ASEAN countries, Asian newly 
industrialized economies (NIEs) and China, but 
not including North America-grew from 
16.8% of world GNP in 1975 to 23.5% in 1988, 

and this region has steadily become a more important part 
of the world economy. 

Growth rates were particularly high in the Asian NIEs 
(Korea, Taiwan. Hong Kong and Singapore) where the 
average real growth rate in 1980 to 1988 was 8% and easily 
outdistanced the average real growth of 3% for the world 
economy during the same period. The Asian NIEs grew 
12% in 1987 and 9.8% in 1988. The accelerating economic 
growth of the ASEAN countries (Indonesia. Malaysia. the 
Philippines and Thailand) is reflected in their average real 
1987 and 1988 growth rates of 5.3% and 7.4% respectively, 
It should be noted that the ASEAN countries are rapidly 
closing the growth gap with the Asian NIEs and that the 
ASEAN countries are expected to have a higher 1989 
growth rate. An especially impressive growth of 13c was 
achieved for Thailand, topping 1988's I1%. 

Economic development in the Asia-Pacific region, cen-
tering on East and Southeast Asia, has occurred in succes-
sive and overlapping waves, with Japan taking off in the 
1960s, the Asian NIEs in the 1970s and the ASEAN coun-
tries and China in the 1980s. This type of regional econom-
ic development is best characterized as the flying-geese 
pattern of development: the inverted-V pattern of develop-
ment in which one country after another lifts off toward 
industrialization. It provides a snapshot of the dynamics of 
the relationship among countries as they shift from vertical 
to horizontal integration, and the less developed countries 
catching up with the front-runners. Countries which take 
off late benefit from the access to the other's capital and 
technology which enables them to bypass some historical 
steps and to grow very quickly, enabling them to catch up 
and gradually establish horizontal relationships. 

There are many factors that have made this pattern (f 
development possible. First is the success of export-orient
ed industrial development strategies. Expanding export, 
have given this region a larger share of world trade. 
Accounting for 14.3% of world exports in 1980. total 
exports from Japan, the Asian NIEs. the ASEAN countric 
and China were up to 21.5% by 1987. Likewise, these 
countries' imports increased from 14.7% of the world total 
in 1980 to 16.9% in 1987. 

The regional spread of export-oriented industrial devel
opment strategies has accelerated East and Southwet 
Asian economic development. Thus it is misleading to 
claim that cxpoii promotion policies only increase export, 
Instead, the enhanced purchasing power and greater eco. 
nomic interdependence that result also increase imports. In 
Thailand and Malaysia. for example, while exports grek 
28.7%7 and 16.5% respectively in 1989. imports grey, eveni 
faster-29% and 32.7%. At the same time. these countries' 
export structures are also changing. In Thailand manufac. 
tured goods' share of exports was 23.8% in 1975 but had 
increased to 57.5% in 1988. As a result. Thailand has a 
more stable economy than it did when it had to rely upon 
primary commodity exports. 

The second factor that has made this flying-geese pattern 
of development possible is the overall expansionary trend 
in the world economy, which has proved hospitable to 
export-oriented industrial development strategies. World 
trade volume expanded 35% in 1980 to 1988, far ahead of 
the 23% growth in world production for the same period. 
Among the reasons for this is the progress made in trade 
liberalization during the 1964 to 1967 Kennedy Round and 
the 1973 to 1979 Tokyo Round of multilateral trade talks: 
the dollar's exchange strength and the booming U.S. econ
omy in the first half of the 1980s. and, the yen's exchange 
strength and strong Japanese domestic demand in the sec
ond half of the decade. 

Mr. Okita, formerlv the Japanese Foreign Minister is 
Chairman of the Institute for Domestic and International 
Policy Studies in Tokyo. 
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MI of these factors have meant sharply expanded trade 
and investment for the region. This economic vitality had 
in turn generated greater intra-regional trade as seen in the 
fact that intra-regional exports by the 15 member countries 
nf the Pacific Economic Cooperation Conference 
(PECC)--comprising the ASEAN countries, Asian NIEs, 
Australia. Canada, China, Japan, New Zealand and the 
U.S.-increased from 54.4c,[ of their total exports in 1970 
to 65.8% in 1988. Extra-regional trade also thrived. The 
Asiati NIEs' expx)rts to the EC grew an average of 37.8% 
per yezu in 1985 to 1988. outperforming Japan's 34.6% and 
the U.S.* 20.8('. 

It is clear that expanding world trade and the existence of 
an international free-trade system that makes such expan-
sion posible is crucial not only for intra-regional but also 
for extra-regional trade. Accordingly, the Asia-Pacific 
countries have a vital interest in rebuffing protectionism 
and ensuring that the GA'J'r Uruguay Round is a success. 

East and Southeast Asia are still excessively dependent 
upon the U.S. market, and a recession sparked by economic 
adjustments there would have a major deflationary impact 
ott this region. This export dependence, however, has been 
gradually diminishing over the last few years. Japan's 
dependence has shrunk from 38% in 1986 to 37% in 1987 
and 34% in 1988; the Asian NIEs' shrunk from 40% in 
1986 to 37% in 1987 and 31% in 1988. These numbers are 
expected to be even lower in 1989. 

As the Asian NIEs and the ASEAN countries expand their 
exports of manufactured goods, it is imperative that Japan 
become better able to absorb more imports from them by 
expanding domestic demand and making its markets more 
accessible. This will lower the countries' dependence upon 
the U.S. market and maintain the region's economic vitali-
ty. Japan's ratio of manufactured goods to total imports has 
risen from 31% in 1985 to over 52.3% by April 1990. Fur-
thermore, as of July 1990, Japan entered the 44th month of 
a long-term economic expansion marked by real economic 
growth of 5.7% in 1987 and 4.9% in 1989. Japan is also a 
major supplier of capital goods to the other countries in the 
region, and access to the latest capital goods can have basi-
cally the same favorable impact on local productivity that 
technology transfer and independent development do. 

The third factor making this flying-geese pattern possible 
is that the less developed countries have adopted catch-up 
industrial and trade policies drawing upon the comparative 
advantage provided by their large pools of inexpensive 
labor. These policies rely on the government's skill in mix-
ing market mechanisms and government planning, and are 
particularly attractive when the private sector is still in the 
infant stage. Such policy thinking is central not only in the 
Asian NIEs and the ASEAN countries, but also in socialist 
China. The East European countries and the Soviet Union 
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have also expressed interest in the "Japanese model." 
More than import substitution strategies, export-oriented 

industrial development strategies heighten cost conscious
ness and encourage the efficient use of management and 
productive resources. This makes the entire economy mart. 
ef-icient. Accordingly, cost considerations have to bc 
included even in central economic planning. and there is i 
need to develop plans that reflect effective market forces. 

Benefiting from economic reform and openness. the Chi
nese economy recorded impressive average per annun, 
growth of 10.8% from 1985 to 1988. Hov,e'er, this ".a, 
also accompanied by considerable inflation. Even though 
China moved to tighter money in the second half of 19X. 
1988's overall inflation rate was 18.5% and 1989's "a, 
17.8%. With the Tiananmen incident in June 1989. real 
growth dropped to 3.9(7 for that year. Political stability i, 
obviously a primary consideration in economic develop
ment, both for policy continuity and for implementing: 
adjustments. 

The Asian NIEs are entering a new stage of develop
ment. This is exemplified by Korea where-stung by thc 
won's exchange strength and wage increases which haL 
eroded international competitiveness since 1987. and by th, 
suspension of preferential tariff treatment for the Asiar 
NIEs by the U.S. since January 1989--export growth "a 
only 2.8% over the previous year in 1989. a plunge froii 
1988's 28.4%. As a result, Korean real economic grov, 
fell from 12.4% in 1988 to 6.7% in 1989. 

Taiwan faces similar conditions, but strong domesti, 
demand has enabled it to maintain 7.2% growth in 198t. 
the same as in 1988. As a result of these changes. the Asiai, 
NIEs are faced with the new need to find fiscal and monc 

tary policies that will enable them to stimulate domesti, 
demand while still containing inflation. This v ill have to b 
accompanied by measures for enhancing liberalization an, 
democratizing their economies. 

The fourth factor facilitating this flying-geL- pattern i
that the countries of East and Southeast Asia ha'.e. even in 
the initial stages, received aid that encouraged bootstrap 
efforts. Japanese aid has long been criticized for its sma!l 
grant element. However, Asia's impressive development 1, 
arguably an eloquent vindication of aid policies firml\ 
anchored in the idea of economic efficiency. Attracted I,, 
high rates of return on capital because of the comparatinc\ 
low production costs, the relaxation of regulations on dirct 
investment and the adoption of preferential treatment for 
investment, foreign capital infusions to the ASEA.N couii
tries have recently shifted from loans to direct investment. 

Japan's overseas direct investment flow has gro% n 
sharply since the appreciation of the yen after the 19:,5 
Plaza Agreement. The bulk of this money went to the 
Asian NIEs in fiscal 1986 and the first half of fiscal 197. 
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In th. latter half of fiscal 1987. however, the flow to the 
.%SEAN: countries picked up. and in fiscal 1988 investment 
vAa, :3.6 billion in the ASEAN countries compared to $7.7 
billh, in the Asian NIEs. Japanese overseas direct invest-
menit ,! fiscal 1989 was S67.54 billion, up 43.6% from the 
prex -us year, with 12.2% spent in the Asian region. 
An ier interesting development for the region is the 
incrk ,,e in direct investment by the Asian NIEs in the 
x.SE. \"countries, 

T! .-,e trends are part of a bigger trend in which the 
PEC member countries account for almost 80% of the 
dire, rnestment in the Asia-Pacific region. The conflu-
ence f the x,.orld, ide savings shomage. the bloating of the 
U.S ',et foreign debt to S663.7 billion in 1989 and the flow 
of c ital to Eastern Europe has fueled fears that the devel-
opin. countnes of Asia may 
no I, iLer have access to the 
capi t1they need. In turn. 
this ts made it all the more 
imp rative that the OECD 
cou! ries maintain or raise 
the, loniestic savings rates. 
In F "3icular. the U.S. must 
rat, its domestic saving, 
rate ein in its massive bud-
eet eficit. reduce its trade 
delii by improving its 
exp, t competitieness and 
onc.. again become a capital 
exp. ter. 

T. e Asia-Pacific region 

economic cooperation provides a sensible model for realis
tic international economic policy coordination. Despite the 
fact that the real growth rate tor PECC member countries 
slowed, it was still better than the comparable figures for 
the world economy and indicates that the Asia-Pacific 
region will continue to be a center of world grovth and 
dynamism. 

If China continues to pursue open economic policies and 
to promote industrialization and development, it is very 
possible that these coastal areas could develop along the 
same lines as South Korea. Taiwan and Hong Kong. The 
addition of coastal China ,would make the East and South
east Asian region roughly equivalent to North America or 
the EC in both GNP and population by the year 2000. 

Latin American countries are expressing interest in 

EastandSoutheastAsia 
are still excessively dependent 

upon the U.S. market,and a recession 

sparkedby economic adjustiments there 
would have a 

major deflationay impact 
,. 

0n this 

coni ins a diverse mix of elements in an intricate weave of 
con )etition. The difference between the European eco-
non : integration scheduled for i992 and Asian-Pacific 
ecoi ,mic cooperation is the difference between integration 
am(, ,i relatively homogeneous political and economic sys-
ternt and the gradual creation of a cooperative relationship 
prer sed upon diversity among countries. Organizations 
proi oting this cooperation, such as the PECC and Asia 
Paci,. Economic Cooperation IAPEC) formed in 1989, are 
v.et! .w~are of the need to maintain the dynamism of this 
reg. i " hile reconciling the someimes conflicting interests 
of t- '.arious countries. Both groups are discussing strate-
gie,'o prevent protectionist policies and to support the 
glol. I free-trade system. while respecting the potential of 
the r.'gion's developing countries. Economic cooperation 
grou Ided in liberalization is a prerequisite to sustaining 
re tital activity in a region with the kind of multifaceted 
charcier that makes the flying-geese pattern of develop-
ment possible. This regional cooperation is nondiscrimina-
to, toward countries outside of the area and is an effective 
meat,, of promoting global free trade. In this sense, Pacific 

Pacific economic coopera
tion. and they can be expect
ed to join the flying-geese 
pattern of development as 
international cooperation to 
alleviate their massive debts 
progresses. Momentum is 
building for peace in Indo
china, including the June 
1990 Tokyo Meeting on 
Cambodia. The attainment 
of political stability there, as 
wiell as concerted efforts for 
economic development in 
Vietnam. Laos and Burma 
could result in the emer

gence of a new economic region of the Indo-Chinese 
Peninsula. 

In July 1986. Gorbache% unveiled the Soviet Union's 
new Asia-Pacific-oriented policy, and the Sino-So%iet sum
mit meeting in May 1989 agreed to normalize govemmen
tal and party relations betxxeen these two countries after a 
30-year hiatus. Against the background of reduced East-
West tensions. Gorbache held an historic first meeting 
with South Korean President Roh Tae Woo in June 11)). 
and this has in turn greatlN increased the posibilit\ that the 
leaders of South and North Korea may soon hold their first 
summit meeting since the di, iion of the Korean Peninsula. 

Another sign of stability for Asia is the restoration of 
diplomatic relations between China and Indonesia. relations 
that have been severed since 1967.These developments rep
resent the political realities facing this region. With the end 
of the East-West Cold War. a new regional securt, frame
work is needed in the Asia-Pacific region. This structure 
will not be limited to economic considerations but will also 
gradually encourage the formation of cooperative relation
ships for peace and stability. 
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PACIFIC PERSPECTIVE
 

Opening to New East Asian World
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DEMOCRACY 
SURVVE IN 
THE PHfLIPPINES? 
by Dan Chapman 

Four years after the Philippines' 

democratic revolution, the country is still
plagued with poverty, corruption and 
$27 billion in foreign debt. Although
President Corazon C. Aquino is still 
personally popular, she is accused of 
being indecisive and unable to deal 
effectively not just with the moribund 

economy, but also with rebellious 
factions in the military and Communist
rebels. Many experts say the
 
Philippines now must chart a course
 
independent of the United States 
- a 
move that could affect the outcome of the 
current negotiations over the future of 
the U.S. military bases there. 

By the time Philippine President Corazon C. 
Aquino visited Washington in September 1986, the 
United States had been consumed by the same 
euphoria that had swept her homeland seven months 

America's closest Asian ally - and former 
colony - had cast off years of despotic and corrupt ruleby ousting Ferdinand E. Marcos. And Americans, via 
the wonders of instantaneous, worldwide communica

had watched as the diminutive, former house
dressed in yellow rallied her countrymen during 

the dramatic final days of the Marcos regime. 

Dan Chapman is a free-lance writer who lives inWinston-Salem, N.C. He spent two months in the 

Philippinesearlierthis year. 
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Aquino quickly became America's darling, as was contend that the problems Aquino inherited were over
evident the morning of Sept. 18 when Aquino addressed whelming and that they couldn't be solved in just 
a packed, joint session of Congress. Members of four years. Instead, they argue, Aquino should be cred-
Congress, diplomats, Cabinet members and even jour- ited for returning democracy to the Philippines by 
nalists were wearing suits, dresses, ties and handker- instituting free and fair elections and a new constitu
chiefs bearing Aquino's trademark yellow. House Ma- tion, limiting executive powers and restoring all civil 
jority Leader Jim Wright, D-Texas, ordered that 200 liberties. 
yellow roses line the approach to the dais where the "We are trying our damndest to implement the 
Philippine president would speak. empowerment of the people," says Tomas "Buddy" 

Aquino's carefully crafted speech didn't disappoint Gomez III, Aquino's press secretary. "A populist 
her audience. "To all Americans, as the leader of a democracy is the most difficult way to govern, but it's 
proud and free people, I address this question: Has the only way to govern. In the long run ... the 
there been a greater test of national commitment to the country will be sturdier and stronger." 
ideals you hold dear than what my people have gone Whether the myriad problems besetting the Phil
through'?" Aquino asked. "You have spent many lives ippines are the result of Aquino's leadership style or 
and much treasure to bring freedom to many lands whether they are endemic and long-entrenched in 
that were reluctant to receive it. And here you have a Philippine politics, there is near-unanimity on one 
people who won it by themselves and need only the point: Aquino wasted a golden opport-inity at the 
help to preserve it. Today, I say, join us, America, as we beginning of her presidency to effectively seize control 
build a new home for democracy, another haven for of a troubled nation and set it on the path to 
the oppressed, so it may stand as a shining testament of political, economic and social renewal. 
our two nations' commitment to freedom." Stanley Karnow, who won the Pulitzer Prize this 

Thunderous applause followed. Normally subdued year for his book, In Our Image: America's Empire in 
congressmen rushed to shake her hand. Promises of aid the Philippines,says that Aquino "was reluctant to 
gushed forth. Aquino could do no wrong. 0e so it take advantage of her immense popularity to impose 
seemed. her leadership, preferring instead to rule by moral 

Four years after taking Washington by storm - example. She gradually began to assert herself . . . but 
and receiving pledges of billions of dollars in aid - she squandered her initial momentum, thereby losing 
Aquino has discovered that high political drama does a unique opportunity to introduce reforms. Into the 
not translate into concrete solutions to a moribund vacuum poured a multiplicity of undisciplined, self
economy or political instability. The factionalized ish, querulous factions eager to advance their own 
military has tried six times to oust Aquino, and most ambitions." ' 
Filipinos expect another coup attempt. Although the But Karnow acknowledges that Aquino's leader-
Communist rebels now have fewer comrades under ship style is not the only factor hampering the political 
arms, they are still a real threat in both Manila and evolution of the Philippines. He also points to the 
the countryside. pervasive influence of the United States on Philippine 

"The economic crisis is unprecedented in modern society. "Few countries ... have been more heavily 
Philippine history," states a recent report by the Con- shackled by the past than the Philippines," he writes. 
gressional Research Service.' The Philippines owes "And, after one of the longest continuous periods of 
$27 billion to foreign creditors. Per capita income is Western imperial rule in world history, Filipinos are 
only $727 a year. The World Bank estimates that 52 still freighted with what they lament as their 'colo
percent of the population lives in poverty.' And many of nial mentality.' " 

Aquino's economic objectives, particularly land re- During the United States' almost 50-year rule of 
form, remain unfulfilled. the Philippines, from 1898 to 1946, its style of democ

"I think the Aquino administration has been a racy prevailed not only in the government, but also in 
failure," says Renato Constantino, a newspaper colum- the business, cultural, educational and military sectors 
nist and professor at the University of the Philip- of Philippine society. A number of experts on U.S.
pines near Manila. "If you go out into the streets and Philippine relations say the attempt to impose A:neri
board the buses and the jeepneys [elongated four- can-style democracy placed the Philippines at a 
wheel drive vehicies that transport as many as 20 disadvantage because it didn't allow the fledgling, 
people], you hear a lot of people cursing the high Third World country a chance at self-styled nation
prices, the lack of social services, the brownouts and the building. 
traffic lights that don't work. And with the deteriora- "I think that our American style of democracy is 
tion of conditions and an unaccountable military ... it sui generis, unique, to the United States," says Paul K. 
could motivate another [coup] attempt. The condi- Kreisberg, a senior associate at the Carnegie Endow
tions are so depressing." ment for International Peace in Washington. "The way 

Not everybody believes that Aquino has failed or it works [here] makes it inevitable that it will not 
that she is to blame for the tremendous difficulties that work in ... Asia. Democracy requires strong institu
bedevil this Southeast Asian nation. Her supporters Continued on p. 419 
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Continted from p. .147 ets and ensure their security. Others charged thattions, and if you don't have that, ... the stability of Marcos had allowed his business cronies, who alreadythe democratic system is probably going to be uncer- controlled most of the arable land, to monopolize thetain." But others argue that it's still too early to write nation's budding industries.off the Philippines' attempt at Western-style democ- The U.S. government largely ignored Marcos'racy. "It's not fair to compare the standards of your authoritarian rule, preferring to focus on the possibilitycountry with the Philippines today," Gomez says. that without Marcos the Communists could topple"America has been a democracy for 200 years. Here, the government. But after exiled opposition leaderit's only been around for four years." Benigno S. Aquino was murdered upon his return toFilipino and American experts agree that because the Philippines in 1983, the U.S. government could noof the Philippines' dependence on the United States longer ignore the situation. The killing was thethroughout the 20th century, many Filipinos lack a proverbial match that lit the powder keg of discontent.sense of identity. But, they say, rising nationalist senti- Massive demonstrations in Manila were joined byment in the country is a positive step toward the 
Filipinos' gaining a sense of who they are and what they
want their country to be. But that could prove
detrimental to American intere3ts, especially in light of 
the ongoing negotiations concerning the fate of the
U.S. military installations in the Philippines. "It's not fair to compare

Subic Bay Naval Base and Clark Air Base are among the largest and most strategic of U.S. overseas the standards of your
bases. Despite a lessening of U.S.-Soviet tensions and
 
budgetary realities at home, the Pentagon insists the country with the Philip
bases are crucial for global security. Many U.S.
 
government officials, citing regional security and the pines today. America hashigh cost of transferring the U.S. military presenceelsewhere, want the United States to maintain the bases been a democracy for 200at least for the short-term. years. Here, it's only beenBut a growing body of policy-makers in bothManila and Washington says the bases should go. (See aroundfor four years,"

"At Issue," p. -157.) For many Filipinos, the bases
 
serve as an unwanted reminder of American colonial- says Tomas "Buddy"

ism. They argue that the only way the Philippine

experiment in Western-style democracy can succeed is Gomez III, Aquino's press

if the Philippines goes it alone and finally develops

its own identity. "Many feel that now is the best time to secretary.

ask the Americans to leave the country," says Dr.
 
Jose V. Abueva, the president of the University of the
 
Philippines. "What we Filipinos need is to break our
 
dependency on the United States and 
to assert our
 
independence."
 

increasingly loud, yet still unofficial, calls from Wash
ington that Marcos step down. Marcos replied that 
he had no intention of resigning and, instead, called'People Power Revolution' "snap elections." In December 1985, Benigno

brings Aquino to power Aquino's widow, Corazon, agreed to run for president
after she was presented with 1.2 million signatures
urging her to challenge Marcos.By the time Aquino assumed the presidency, the The Feb. 7, 1986, election was like many others inPhilippines was ready to revolt. Twenty years of Marcos the Philippines with one big exception: The Unitedmisrule was responsible for grinding the 7,000-island States was watching. Election Day violence resultedarchipelago almost to a halt - economically as well as in 30 deaths, and there were widespread reports of votepolitically. Ten years of martial law had emasculated fraud. Although Marcos claimed victory, the U.S.the courts, the press, the military and most of the government called for an honest vote count. Then, onpolitical opposition. Marcos and his corrupt and Feb. 22, Philippine military leaders seized an armybrutal military added thousands to the rolls of the installation in Manila and declared their loyalty toCommunist New People's Army. At the same time, Aquino. As thousands of civilians surrounded theMarcos and his wife, Imelda, were accused of stealing base to protect it from Marcos loyalists, the U.S.billions from the country's coffers to line their pock- government sent private and public messages urging 

.tk 
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the beleaguered president to step down. On Feb. 26, carrot-and-stick approach has resulted in a diminution 
Marcos and his family were whisked out of Manila in the overall number of armed guerrillas - accord
and granted exile in Hawaii. ing to one report, the number of armed insurgents had 

Seven months later, Aquino told the U.S. Congress dropped to about 19,000 in early 1990 - and experts 
that her success was a victory for democracy. "Today, say the CPP top leadership is disorganized.' 
we face the aspirations of a people who had known so But even though the overall number of Communist 
much poverty and massive unemployment for the past rebels has decreased, they still pose a serious threat to 
14 years and yet offered their lives for the abstraction the Aquino government. In the last few months, 
of democracy," Aquino said. "Wherever I went in the during preliminary negotiations over the future of the 
campaign, slum area or impoverished village, they U.S. bases (see p. 455), the NPA has targeted U.S. 
came to me with one cry: Democracy!" But Aquino soldiers and civilians, hoping to convince an already 
would soon discover that the restoration of civil and skeptical American public that the cost of retaining a 
polit.icai liberties would be a lot easier to achieve than military presence in the Philippines is too high. Ten 
would economic and political stability. Americans have been murdered by the NPA in the 

Aquino moved swiftly to erase all reminders of last three years. 
Marcos' misrule. On March 25, she revoked the Marcos- With more killings expected as the base talks 
dictated constitution of 1973 and shut down the continue, Americans are taking no chances. Many U.S. 
legi.lature. A new constitution was approved over- Embassy officials and businessmen are trying as 
whelmingly by national plebiscite in February 1987. much as possible to avoid the congested Manila streets 
It called for a single, six-year term for the president and and drive only in steel-plated cars. U.S. military 
vice president; a bicameral legislature; automatic dependents are offered free one-way tickets home. And 
financing of Philippine courts to ensure the indepen- on June 27, the U.S. government ordered that all 
dence of the judiciary; restrictions on the president's Peace Corps volunteers in the Philippines .e evacuated 
power to impose martial law by requiring legislative and to the United States for their own safety.* 
judicial approval; and more autonomy for local gov
ernments. In May 1987, pro-Aquino candidates won 
comfortable majorities in both houses of Congress, 
giving the president the opportunity to further her Large foreign debt 
political and economic agenda. hampers economic recovery' 

Early in her administration, Aquino began peace 
negotiations with the Communist insurgents. The num
ber of armed guerrillas and their sympathizers had The Communist insurgency is only one of many 
risen dramatically during the Marcos era. By the time problems facing Aquino. Four years after the "People 
Aquino took office, there were at least 23,000 Coin- Power Revolution," there is widespread disappoint
munist-led insurgents operating in almost all of the ment and disillusionment with the president's economic 
Philippines' 73 provinces. The Communist Party of program. Aquino has made progress in some areas -
the Philippines (CPP), the political arm of the NPA, notably the dismantling of monopolies, increasing for
was active in 20 percent of the 41,000 barangays, or eign and domestic investment and reforming the tax 
local governmental units." system - but the overall economy is still in a shambles. 

In December 1986, at Aquino's request, a cease-fire "The euphoria was over a year after Edsa," says 
went into effect, and the CPP began discussions with newspaper columnist Renato Constantino, referring to 
the Aquino government. The Communists insisted the highway where Aquino and thousands of her 
that they be part of a coalition government, that all key countrymen stood their ground against Marcos' tanks 
industries be nationalized and that the U.S. military during the climatic final days of the former regime. 
be kicked out, among other demands. Aquino refused, "In 1986, when I was saying ...that nothing new would 
and the cease-fire ended. happen, that it would just be a change in face. and 

After extending the olive branch, Aquino used a leaders at the top, I was severely ostracized. Four years 
two-pronged approach to weaken the insurgency. On later, the people who were cursing me then are now 
the one hand, she promised that rebels who came more vehement in their protestations than I have ever 
down from the hills and turned in their weapons would been." 
not be punished. Instead, they would be given land or Aquino's supporters, however, say the disillusion
jobs and easy access to loans to help them reintegrate ment, both in the Philippines and abroad, is unwar
into society. But she also promised to get tough. She ranted, considering the daunting problems she inher
outlined this aspect of her policy in her speech to the ited. "Let's be realistic," says Gomez, the press 
U.S. Congress. "I will not stand by and allow an secretary. "What other historic and euphoric event 
insurgent leadership to spurn our offer of peace and kill 
our young soldiers and threaten our new freedom,' ' Nichlas Plati, the U.S ambassador to the Philippines, nnoucd Ai: 
she said. "I will do whatever it takes to defend the that the United States plans to bring back its Peace Corps vlonteers "a -.,1 

z integrity and freedom of my country." Aquino's as it isconsidered safe and agreeable to Ithe Philippinel governrwot." 
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carried on for two years? None. Cory Aquino at Edsa is tions pledged $3.5 billion, with part of the money set 
a hard act to follow. It's not hopeless. But there is aside for debt reduction. Altogether, the United States 
anger." gives about $500 million annually to the Philippines.

That "anger" is tangible throughout Manila. Fam- But the Aquino government hasn't been totally
ilies of squatters still live in cardboard and tin hovels successful in utilizing the massive aid donations. An
 
along the polluted Pasig River. The slums of Tondo unwieldy bureaucracy, unclear objectives and similar
 
are home to thousands of malnourished children. In problems have led to a $3 billion backlog in aid dis
nearby "Smoky Mountain," Manila's largest garbage bursement, fueling criticism at all levels that
 
dump, hundreds of people scour the trash heaps daily Aouino's government is incompetent.

looking for recyclable metal or plastic. "Things were better under Marcos," says Roger


Overpopulation is one reason why more than half Santiago, a cabdriver. "He 
 built homes for the squat
of the Philippines' 61 million people live in poverty. The ters. There was always enough food. Now the poor
World Bank reported in 1989 that the population in people can't afford a kilogram of chicken. It costs 42 
this mostly Roman Catholic country was growing at a pesos [about $21. And for somebody making 50 pesos
rate of 2.4 percent per year. Another factor contrib- a day, they can't afford that." But Rodrigo de los Reyes,
uting to the moribund economy is the $26.7 billion president of the Philippine American Life Insurance 
foreign debt, making the Philippines one of the Co. and an ardent Aquino supporter, disagrees. "It has 
world's most indebted countries and fueling a host of gotten better. No question about that," he says. "We 
other economic problems. Forty percent of the na- haven't eradicated poverty. It's still there. But more 
tional budget goes for debt repayment. people are enjoying more things than in the past. It is 

Although the economy grew at a respectable rate of reflected in our sales."
 
6 percent the last two years, the gross national product

(GNP) growth rate is expected to dip below 5 percent
 
this year, according to an official with the Manila-based
 
Asian Development Bank (ADB) who asked that he Unrest in the military nea.is
 
not be identified. The official blamed the drop on the another coup attempt is likely

political instability; foreign investors, on whom
 
Aquino is relying to prop up the sagging economy, are
 
wary of putting their money into a country that Many of the serious economic proL'i.ois facing the
 
might experience a violent change in government any Aquino government can be traced to the rule of her 
day. predecessor. The foreign debt, for example, more 

"I'm definitely not bullish on the Philippines," the than doubled during the last six years of Marcos' 
ADB official says. "Foreign investors from Taiwan, presidency. Another problem predating Aquino is the 
Hong Kong, Singapore and ,Japan were starting to widespread disaffection in the 250,000-man military. 
come in in a big way [until this year]. The feeling now is Marcos, under the guise of combating the Commu
that existirg companies with expansion plans are nist insurgency, more than doubled the size of the 
going ahead whereas potential foreign investors are military. Critics charge that Marcos and his cronies,
sitting on the fence." including Juan Ponce Enrile, his defense minister, and 

The ADB's parent bank, the World Bank, isn't as Gen. Fabian Ver, the armed forces chief of staff and 
pessimistic, at least not publicly. "The Philippines is Marcos' cousin, used the military to line their pockets,
going through a major period of economic restructur- award patronage and provide protection for them
ing and reorientation," says its 1989 report. The World selves. 
Bank credits the Aquino administration for "struc- When Aquino became president, the highly politi
tural reforms" to the economy, including trade liberal- cized military was unwilling to bow to civilian rule,
ization, public investment and privatization of the especially when the commander in chief was a woman 
financial institutions. "A substantial economic recovery without military experience. Some factions within the 
has taken place based on a more efficient allocation military also are said to be dissatisfied with Aquino's
of resources than in the past," the report states. "Never- peace overtures to the Communists. One faction, the 
theless, substantial problems remain to be faced." Reform the Armed Forces Movement, or RAM, has 

Since Aquino's election, the United States has been the main force behind the six attempts to oust 
tried repeatcdly to help the Philippine ecoromy. In Aquino. Poor pay and a lack of even the most 
November 1987, Sens. Richard G. Lugar, R-Ind., and minimal of resources, including medicine and boots,
Alan Cranston, D-Calif., and Reps. Stephen J. Solarz, have fueled dissatisfaction at the lowest levels of the 
D-N.Y., and .Jack F. Kemp, R-N.Y., proposed a $10 military.
billion, Marshall Plan-type aid package for the Philip- Last December, 3,000 of the military's most elite 
pines with international banks and foreign govern- troops seized downtown Manila's Makati business dis
ments chipping in. The proposal, known as the Philip- trict and demanded that Aquino step down. The 
pine Assistance Program, went into effect in ,July Young Officers' Union, or YOU, was the leading force 
1989. Fifteen countries and three multilateral institu- behind the Makati siege and is now perhaps the 
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The Strategic Philippines 
South 

Subic Bay Naval Base and Clark Air Base are among China 
the largest and most str-tegic of U.S. overseas bases. Sea THE 
Despite a lessening of U.S.-Soviot tensions, the LUZON PHILIPPINES 
Pentagon insists the bases are crucial for keeping the ZHI N 
sea lanes from India to Japan open. Relocating the Clark MILES 
forces stationed at Clark Air Base would be relatively Air Base 0 2040 60 120 
easy, but finding a new home for the Navy would be a 
difficult. Subic Bay is the beat deep-water port in the Subic 0 Philippine 
region. Bay- Sea 
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most-feared rebel military faction. In an interview last popular with the Philippine people, a fact substantiated 
March, one of YOU's leaders explained why Aquino by the 58 percent approval rating that Manilans gave 
must go. "The bottom lin, is that we just want a more her last March.9 

responsive government," said the officer, a lieutenant But others say that Aquino hasn't done enough to 
who asked that he not be identified. "Strong national- pacify her critics and that the result will be another 
ism is the common denominator that keeps us to- coup attempt. They cite, for example, the less-than
ffether." The lieutenant promised - and just about severe punishment Aquino handed down after a coup
everybody else in Manila and Washington agrees - attempt in 1987: Officers responsible for plotting the 
that there will be another coup attempt. "It's more a coup were jailed briefly and ordered to do pushups. Her 
question of when than if," he said. critics also say that Aquino has failed to eradicate 

Aquino's supporters point out that YOU and RAM corruption in the military. 
do not speak for the average Filipino. Instead, they Aquino's supporters say she has learned a lot in the 
insist, the renegade soldiers just want to impose a past few years. They point out that after last l)ecern
military dictatorship not unlike the Marcos regime. ber's coup attempt, Aquino got tough and ordered 
"The coups are a refusal of a sector of the country to loyal troopb to hunt down the coup plotters. Many were 
give up their gral, for power," says Gomez. "The failed arrested and await trial. Enrile and others also were 

7. 	 coups were finan':ed and executed by the very people charged with plotting to overthrow the government, a 
whose dreams for power were frustrated by Edsa." charge that Enrile, who is now a senator and a 

Gomez adds that Aquino has taken steps to quell candidate for president in 1992, denies. 
the dissatisfaction in the Armed Forces of the Philip- The July 16 earthquake that devastated parts of 
pines (AFP) by increasing soldiers' pay, promoting central and northern Luzon may have bought time for 
capable officers and retiring many Marcos-appointed Aquino. Natural disasters tend to unify a country as 
officers. He also points out that Aquino is still other serious problems are set aside. But while Filipinos 

:i; 
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generally have been supportive of Aquino since the dent's push for land reform has faltered. "Her commit
earthquake, there have been grumblings that her ad- ment to land reform is embodied in the law," Gomez
ministration's response to the disaster has been slow says, "although there is some delay." Some possible

and inefficient. "I think she has 
come under more reasons for the delay were spelled out in the May
criticism than praise," says the Carnegie Endowment 1990 study by the Congressional Research Service.
 
for International Peace's Paul Kreisberg. "People 
 are Among the "major obstacles" to land reform the

asking 'Why do we have to go to outsiders for help? report cited were "the likely high cost of a 
program,

Why do we have to rely on the Americans [to dig us resistance from politically powerful landowners,

outi? Why was there not more appropriate heavy 	 loopholes in the law, and bureaucratic limitations that
equipmernt?' It just hits her again in the areas of why could effect implementation." "
 
her government isn't working better." 
 Aquino is also coming under attack for the energy 

crisis now affecting Manila and its environs. For years,
daily brownouts affected the Philippines. But the 
situation became so bad in April that the governmentQuestions about Aquino's decided that about 350 business and government 

commitment to land reform 	 buildings would be shut down one day a week for five

weeks to help conserve energy. Since then, the
 
Aquino government has randomly shut off power to
Aquino's leadership in pushing her coveted land businesses and government buildings. Brownouts


reform program has also come under attack. Aquino's continue to affect the entire city, hitting without warn
goal was to raise living standards for poor farmers ing.

nationwide and, consequently, fuel an economic revival Critics say that Aquino knew 
as early as 1986 thatin the countryside. Aquino also reasoned that if the an energy crisis was imminent, but did nothing to head 
peasants had land and money, they would be less likely it off. In an effort to get rid of all vestiges of the
to join the Communist New P.)ple's Army. Marcos regime, Aquino scrapped the Energy Ministry,

in 1987, the Philippine Congress passed a land which the World Bank had lauded as one of the few
reform law, keenly sought by Aquino, that would allow success stories of the Marcos era. A severe drought,

farmers the opportunity to buy small plots of land antiquated power-generating equipment and the

from landowners. And in March 1989, Ambassador Alan mothballing of a nuclear power plant added to the

Woods, the administrator of the Agency 
 for interna- energy crisis. "Human incompetence and Mother
tional Development, told a U.S. House of Represen- Nature have conspired to turn out the lights," John
tatives subcommittee that land reform was working. 	 McBeth wrote in the authoritative Far Eastern Eco
"The government has made an impressive start in nomic Review. He estimated that economic growth
implementing the agrarian reform program," he tes-	 could be reduced by as much as 1.1 percent this year

tified. "By September 1988, the government had 
 because of the blackouts and brownouts.' 2 

slightly exceeded its total annual target, distributing 
about 100,000 acres. . . to over 106,000 beneficiaries." 10 

But according to newspaper columnist Renato 
Constantino, much of that land was already set aside by Authoritarianism vs. 
Marcos for redistribution. He also points to two cases 
where Aquino had the opportunity to show her commit
ment to land reform, but in his view failed to do so.
The first case involves Hacienda Luisita, the Aquino Even some of her supporters concede that Aquino's
family sugar estate in central L'izon. Many Filipinos leadership style exacerbates many of her country's
expected the president to turn over the 15,250-acre problems. Aquino rules by consensus, turning to 
estate to the farmers who work the land. Instead, the Cabinet members, family, Catholic Cardinal Jaime Sin
farmers were issued stock certificates that entitle them and even the Filipino people before coming to a
to future ownership of the sugar fields. Critics like decision. "We are a democracy, of course, and each side
Constantino call the stock issuance a "sham," arguing has got to be heard from," says businessman de los
that the farmers will never be able to control the Reyes, "but I always believed in strong leadership,
enterprise, and thus get the land rights they are entitled decisive leadership, and that you have to exude 
to. confidence. The way I see it, decisions ought to be

More recently, Aquino's nominee for agriculture forthcoming more quickly."
secretary - her fourth in as many years - failed to Rigoberto Tiglao, a reporter with The Far Eastern
receive Senate confirmation. Constantino, who notes Economic Review, was less charitable: "Big business can
that Aquino's political party holds a majority in the plan to deal with coups and dictatorships - but no
Senate, says that the president wasn't committed to company can hedge against incompetence. The crux is
the nominee and -allowed the nomination to falter. Aquino's inability to spot problems before they de

Aquino's press secretary denies that the presi- velop into crises, and to achieve even the most rudimen
tW
 



454 

tary governmental coordination to prevent them in there is no question she has not been a strong leader 
the first place. [That] is why her administration is and there were things that could have been done that 
becoming tarnished by systematic incompetence." she didn't do. [But] it's just so easy to be cynical and 

But Aquino's supporters say that democracy re- pessimistic. I just think that running a country is hard 
quires a consensual approach and that she purposefully work." 
avoids the heavy-handed style of her predecessor. Many observers say that the Philippines was, and 
"'The only way to overcome that [policy by consensus] is remains, unsuited for the free-wheeling, y.t systemati
to go back to authoritarianism," says Gomez. "We are cally sound democracy that the United States intro
trying to implement the empowerment of the people. c' .ced at the turn of the century. Fisher of the Heritage 
It's the most difficult way to govern, but it's the only Foundation says the" the odds were against Ameri
way to govern. They say she is slow. I say she is can-style democracy fr, n Day One. "When the Ameri
deliberate." cans took over the Philippines iii 1898, they inherited 

There is another criticism leveled against Aquino: essentially a feudal society with a very strong, politically 
that because, at the beginning of her administration, active Catholic Church," he says. "The American 
she failed to capitalize on her incredible popularity colonial period was characterized by an attempt to 
and prestige to corral the military, gut the Communist create a Philippine version of' an American democ
insurgency, right the economy and enrich the peas- racy. To a large degree, it failed. Even today, it is 
ants in the countryside, she lacks the political capital questionable as to how deep democracy is in the 
she needs to make a positive impact before the 1992 Philippines." 
presidential election. "She still has one and a-half years Fisher says the United States' ill-fated efforts in 
left," says Richard 1). Fisher, a policy analyst with another Southeast Asian nation offer a clue as to why 
the Heritage Foundation, a conservative think tank in democracy is in trouble in the Philippines. "The 
Washington, "but instead of building upon reforms lessons of Vietnam are crystal clear," he says. "If 
that should have been undertaken by now, Corazon democracy cannot be fostered and developed by an 
Aquino is, very unfortunately, in a fortress, self- indigenous population, then it sure as heck cannot he 
defense mode. We will not be seeing any bold initiatives imposed from abroad." 
on the economic front or towards political stabiliza- Aquino's supporters say that the mere fact that 
tion." political and civil liberties can survive in such a turbu-

W. Scott Thompson, a professor at the Fletcher lent atmosphere shows that. democracy is working in 
School of Law and Diplomacy at Tufts University, the Philippines. "The critical factor is less the quality of 
agrees. "She's paralyzed because she doesn't believe how democracy works per se in any one particular 
that there is anything that she can do," he says. "She year than in the fact that it survives," says U.S. Sen. 
thinks things are unsolvable except by direction from Richard G. Lugar, a strong Aquino supporter who 
God. But there was a Cod-given situation for a creative was instrumental in forcing Marcos out. "It's like the 
leader to start from scratch and govern strongly and metaphor of a tree: The roots of democracy grow and 
purposefully. Instead, she allowed the vested interests grow and grow." 
to come back and dominate the country. When she But Philippine businessman Rodrigo de los Reves 
had the emergency powers [at the beginning of her questions whether American-style democracy, with its 
administration], she could have structured her gov- emphasis on individual liberties, is suitable for a 
ernment for cause-oriented people to run things. She country as poor as the Philippines. He says that there 
threw away every opportunity to do the right thing, are varying degrees of democracy throughout Asia 
like land reform, for example." and that many Asian countries, like Singapore, South 

Thompson, who was a 1989 Fulbright scholar in Korea and Thailand, do not follow the American 
the Philippines, also says that Aquino's lack of control model of democracy yet are relatively free - and 
is having a deleterious effect on Philippine-American prosperous. Historically, those countries have gradu
relations. "The relationship is unraveling for a variety ally introduced democratic freedoms and civil liberties, 
of reasons, partly because there's a government in but only after achieving a certain level of economic 
place that can't govern," he says. "There's more than a success. "Can we afford American-style democracy'v" de 
little frustration [in Washington due to] a sense of los Reyes asks. "My feeling is that once we are 
inefficiency in the Aquino government which is exacer- prosperous, . . . I think we can support democracy as 
bating the confidence of potential investors." now practiced in the United States." 

Paul Kreisberg of the CarneLie Endowment agrees For a businessman, political stability equals pros
that Aquino squandercd some chances at the beginning perity. To that end, de los Reyes and Other influential 
of her administraticn, but adds, "that's also one of Filipinos are casting about for a tough, no-nonsense 
the easy shots to take. You can't really tell [what would candidate to run in thc 1992 presidential election. 
have happened] if she had gone another route. For Singapore Prime Minister Lee Kuan Yew, whose 
example, if she had used her authority by edict to country is respected for its economic successes, is often 
impose land reform, would it have worked? Would mentioned as a prototypical leader for the Philip
the oligarchs have given up their land? I think that pines. De los Reyes believes that the Philippines needs 
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such a leader, but he realizes that a Marcos-like A member of the Armed Forces of the Philippinesleader would be unpalatable to a Philippine public that who is laying the groundwork for the base talks saysrecently cast off 20 years of authoritarian rule. that "the perception now is that the government
Aquino's press secretary says that although the owes a bit of a debt of gratitude to the United States.Philippine style of democracy is imperfect, the alterna- There's a perception that they will give in on thetive - the return to strong-arm rule - would be bases because they have to pay [the United States] back 

worse. "Istill think that in the long run, a rambunctious for the Phantoms."
democracy is the way to go," Gomez says. Bowring and McBeth raise another point resulting


For democracy to succeed, say a growing number of from the U.S. intervention: "It has also sparked selfexperts in both Manila and Washington, the Philip- disgust and soul-searching. Educated Filipinos now
pines must break its near-suffocating dependence on see the umbilical cord to the U.S. as dangerous, notthe United States and develop a uniquely Filipino through any fault of the U.S., but because it gives
cultural and plitical identity. Only when the Philip- Filipinos an easy wqy out. Happy though the majoritypines is truiy independent, the argument goes, can the may have been with the outceme, it brought home a
country develop viable political, economic and social growing feeling that the Philippines had reached a point
institutions that are essential to any democracy. "There where it should escape its unhealthy dependence on
is a growing feeling that the Philippines must try the U.S." " And many Filipinos, as well as many
harder to stand on its own feet," reporters Philip Americans, view the termination of the bases' agree-
Bowring and John McBeth wrote in The Far Eastern ment as the only way the Philippines can truly assert its
Economic Reuietv. "The thesis that the Philippines independence.

lacks nationalist self-respect ispowerful. Foreigners
 
are constantly astounded at the shallowness of many

Filipinos' commitment to their nation. In one direc
titin, provincial loyalties remain very strong, overriding Future of U.S. bases
 
national goals. In the other, there is a fixation with is still in doubt
 
the U.S. [Both] retard the development of [a] national
 
identity and keep the Philippines' gaze firmly fixed
 
across the Pacific." 
 14 The bases - Subic Bay Naval Base, Clark AirA U.S. government source who helps shape U.S.- Base and four smaller installations - have been a
Philippine policy says that American policy-makers also constant source of friction in U.S.-Philippine rela
are beginning to question the Philippines' depen- tions. The two countries originally agreed in 1947 to a
dence on the United States. "It's a 
part of the Filipinos' 99-year lease on the facilities. In 1966, the term was
culture and belief that the Americans will always be revised to 25 years. Negotiations on the future of the

there and will always be responsible for good and evil," bases are now under way; the next round of talks is says the official, who asked not to be identified. "We scheduled for late August in Manila. Hundreds of saw that during the whole Marcos drama when Marcos' millions of dollars in annual U.S. aid is tied to thepeople came in and said, 'Save us,' and anti-Marcos current base agreement, set to expire in 1991,* and the
people said, 'Get rid of Marcos.' There is that psycho- negotiations are expected to focus on Philippine

logical dependence which is not healthy. There's not 
 demands for additional assistance. 
a sense of national identity, and that's a problem." American defense planners insist the bases areNever was that too-close-for-comfort relationship crucial bulwarks against potential Soviet expansion in
 
more pronounced than during last December's nearly the Pacific and are essential for keeping the sea lanes
successful coup attempt. As rebel soldiers converged from India to Japan open. Ninety percent of Japan's oil on Malacanang, the presidential palace, Aquino re- imports and 60 percent of the Philippines' oil imquested American help. Two U.S. Phantom jet fight- ports pass through the region, according to information 
ers responded with a show of force, a measure that provided by the Public Affairs Office at Subic Bay.showed the coup plotters on whose side the mighty And maritime blockades in either the Molucca StraitsAmericans stood. The coup attempt fizzled, and the off Indonesia or the Tsushima Straits off Japan
United States was credited with saving Aquino. would severely threaten international trade. (See map,But the Phantom incident may, in the long run, p. .152.) The bases also serve important communica
backfire against the United States, especially where the tions, resupply, training and repair roles for the U.S. 7thsuture of the U.S. bases is concerned. In the highly Fleet, which is based in Hawaii. During the Persian
charged atmosphere of Philippine politics, Aquino is Gulf War in 1988, for example, the 7th Fleet relied
perceived as indebted to the Americans for saving
not only her presidency, but perhaps her life. And with *The United States and the Philippines can't even agree on when the ce 
rising nationalist sentiment throughout the Philip- United States must vacate the bases if a new agreement isn't Thereachedpines, Aquino's critics say that she is nothing more than Philippine government says the expiration date is Sept. 16.1991. The t, S.another "Amboy," a derogative term used to charac- government argues that under the terms of the lease, which specifies a year'sniitice before abrogation of the agreement, U.S. forces cuiu!d remain until '
terize Filipino politicians who kowtow to the Americans. September 1992. 
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heavily on the resupply and repair capabilities of major U.S. ship repair and storage facility west of 
Subic Bay, America's largest overseas naval depot. Hawaii." "7 

Opponents of a continued American presence in Guam, Palau and Singapore have been suggested 
the Philippines point out that the Soviets no longer as alternatives to Subic Bay. But according to Grinter, 
pose a serious threat to regional security. And reports neither the small Apra harbor at Guam, nor the 
last spring that the Soviets were pulling out much of primitive Malakal or Babelthuap harbors in the Palau 
their sea and air capabilities from Cam Ranh Bay in Republic, nor Singapore's commercial harbor is a 
Vietnam, across the South China Sea, lend credence to suitable replacement for Subic Bay. Guam's main proh
the argument that the threat of Soviet aggression in lem is that it is four steaming days from the Philip
the Pacific has lessened.* pines, and six days from the Malacca Straits. Moreover, 

But Lt. Cmdr. Kevin M. Mukri, the public affairs Guam's harbor currently has only one-quarter of the 
officer at Subic Bay, says that although the Soviets capacity of Subic and would have to he dredged to 
seem to be pulling back, the security role of the accommodate an aircraft carrier. Singapore's harbor 
United States has not diminished. "Certainly everybody is more ample, but it is crowded with commercial 
is optimistic, but you have to look at their military shipping, which would present security problems. 
capabilities," Mukri says. "They are very strong in this Mukri concedes that it would be difficult to move 
part of the world. They're building aircraft carriers, the bases, but he says the United States will not be he!d 
And who's to say that they won't put the planes back hostage to Philippine economic demands. "If we did 
in'" leave," he says, "it would be a little harder and more 

The American military presence is also important costly. But that's not to say that if we depart we 
to the Philippines. With the Americans protecting the would be unable to carry out our capabilities in this part 
archipelago from outside aggression, the Philippines of the world." 
can concentrate on internal problems, like containing Similar thoughts are being heard increasingly on 
the Communist NPA. It also saves the Philippine Capitol Hill. "If the Philippines think that they are 
government from having to spend millions of dollars going to be able to extract all sorts of foreign aid 
annually for their defense. The bases benefit the commitments out of us for keeping the bases, they are 
Philippine economy in more direct ways as well. Ac- absolutely wrong," says Rep. Patricia Schroeder, D
cording to the Congressional Research Service, the Colo., who chairs the House Armed Services Sub
bases contribute more than a half-billion dollars annu- committee on Military Installations and Facilities. 
ally to the Philippine economy and provide employ- Sen. Alan Cranston, D-Calif., chairman of the Foreign 
ment for more than 40,000 Filipinos and support for Relations Subcommittee on East Asian and Pacific 
hundreds of thousands of their dependents." And Affairs, agrees, adding: "The bases really are somewhat 
the protection and stability the bases provide are a less vital to us now in view of the end of the Cold 
major incentive for foreign investors to do business in War. If they ask too much, there will be those who say 
the Philippines. we might do better elsewhere." 

Although Filipinos generally recognize the bases' Schroeder also expresses concern about the in
economic contributions, an increasingly vocal minority creasing violence against Americans in the Philippines. 
now favors termination of the bases' agreement. They "As the security issue becomes more and more criti
see the bases as a symbol of American imperialism. cal over there, the bases' negotiations become irrele-
Others hope to use the bases as leverage to increase vant," she says. "We just can't keel) people there if 
U.S. military and economic aid. Many Filipinos were they are under threat of life and limb." 
angry that Congress provided $96 million less than Rep. Jim Leach, R-Iowa, the ranking minority 
the Reagan administration had originally proposed for member on the House Foreign Affairs Subcommittee on 
fiscal 1990. Asian and Pacific Affairs, says that if the Philippines 

Philippine negotiators realize that it would cost the and the United States can't agree on the economic. 
Americans billions ofcdollars to move the bases. Re- military and political necessity for the bases, then it 
locating the forces stationed at ('lark Air Base would might be best for both countries to close the bases. "If 
he relatively easy. Andersen Force Base on Guam is there is not a shared commonality of security inter
capable of accommodating the larger aircraft, such as ests and a perception of the same, then the .lnited 
B-52s, as well as fighters. And Singapore has indicated States doesn't want to become the center point for 
that it would be willing to provide room for more antagonism, he says. 
planes. But relocating the Navy is another matter Already, 15 of the 2:3 Philippine senators are on 
altogether. As political scientist Lawrence E. Grinter record as opposing the continued presence of the Ameri
not es, 'Suic Bay is one (f the finest deep-water ports cans. By law, two-thirds of the Senate must alpprove 

in the entire Asian/Pacific/Indian Ocean region. any new base agreement. Aquino still has not revealed 
With over 60,)0()0 acres of land and water, Subic is the her own position on the subject, saying she wants to 
-- keel) her options open. 
"*"w nwre. ibi,,tati,,n. ~Some Reduc'e of those familiar with the negotiations expect'hr.. nr ........... . ev "'Should the V',S Its hi'c'ilil Forte,.
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that a compromise eventually will be reached under 
which the United States will be asked to give up the 
bases, but not for at least five years. During that time, 
they say, the United States can transfer its military
facilities Jsewhere and the Philippines can prepare the 
bases for commercial use.'" ,Jose Abueva of the Uni-
versity of the Philippines, for example, says Subic can 
he transformed into a commercial port with ship
repair facilities, fuel depots and an airport. 

Abueva argues that the Philippines needs to be 
able to deal with the Americans as an equal partner.
"We should assert our national sovereignty," he says.
"We will be masters of our own ship, and I think that is 
very important." 

Scott Thompson at the Fletcher School of Law and 
Diplomacy says that while a termination of the basesagreement might help the Philippines to end its 
overdependence on the United States, it's not feasible 
now. "All children need to break loose from their 
fathers -- to use a Philippine metaphor -- but it's 
rather a serious break," he says. "I'm all for it in 
principle, but what fills its space for the Philippine
economy? It imposes some very serious dilemmas 
even if it would be gratifying for the Philippines and 
perhaps psychologically important for them. But it's 
just not realistic right now." 

Sen. Cranston says the continued presence of the 
U.S. bases should not prevent the Philippines from 
developing its own identity. "I don't think that our 
presence in the bases deprives [the Filipinos] of the 
opportunity to stand on their own two feet," he says.
"Our presence there is economically helpful for them." 

Rep. Leach warns that the increasingly loud calls 
in the Philippines for a nationalist sense of identity
could backfire. "The impact of nationalism could 
easily go two different directions," he says. "On the one 
hand, it could be used ... to generate social cohesive
ness. On the other hand, nationalistic sentiment can be 
used ... to make internally counterproductive deci
sions. For example, in economic terms, 'nationalism' is a 
code word for protectionism." 

Sen. Lugar supports any solution that would allow 
the Americans to continue to foster Philippine democ
racy. "We have to begin to talk about two, mature, 
independent, sovereign countries and what kind of 
mutually advantageous relationship we want to 
have," he says. "Our relationship is tied up with the 
success of democracy."

P Lugar believes the situation in the Philippines may
offer the United States valuable lessons as it develops 

: 	 policies toward the newly emerging democracies of
 
Eastern Europe. "It would be a major mistake if we
 
allow courageous revolutions to founder after the
 
most difficult part has been achieved," he says. "I think
 
it would be a mistake not to make sure that adequate

economic resources [are made available]." Lugar says

that despite all the changes in the world in the past 

. few years, much of American foreign policy remains 
'6 

focused on containing communism and retaining a 
military presence around the world. "There is a tremen
dous interest in our system of democracy," he says,
"but the focus of American foreign policy is not di
rected, in certain ways, to [fostering democracy]. One 
of the first lessons [we have to learn] is that we have to 
have faith in the democratic process ourselves." 
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The Coming Collapse of North Korea
 
By Nicholas Eberstadt 

PYONGYANG, North Korea - Forty 
years to the week after the outbreak of 
the Korean War, the Cold War continues 
on the Korean peninsula. More than a 
million and a half Korean troops con-
front each other across the 130-mile 
"demilitarized zone." Communication 
between the two sides is all but nonex-
istent. In the north, Stalinism with 
Korean characteristics has not only been 
established, but perfected by Great 
Leader Comrade Kim Il Sung. In the 
south, more than 40,000 American troops 
and an undisclosed number of nuclear 
weapons remain today to deter North 
Korea from launching another surprise
attack. 

If East-West relations are markedly
less tense today than in the recent past, 
precisely the opposite is true in Korea. 
In April, for example, it was reported 
that the Pentagon had revised its es-
timate of warning time in the event of 
another Korean war downward to only
twenty-four hours. 

In spite of such unpromising funda-
mentals, the forced division of Korea is 
becoming increasingly unsustainable. 

Germany and Korea 

It would, of course, be unwise to draw 
too many parallels between the German 
and Korean situations. Nonetheless, 
Germany has already demonstrated just 
how suddenly a long contest between 

rival states in a divided nation can corr 
to an end. In Korea too, the race betweel -. 
north and south is now drawing to a closi 

There was a time-thirty years ago
when the command planning system of 
the Democratic People's Republic of 

___ 

Korea seemed to be evincing better 
_ 

material results than the Republic of 
. 

Korea's mismanaged, aid-fed and inward
looking economy. That, however, is an
cient history. True, Pyongyang, the North 
Korean capital, is a clean city of tall 
buildings and cheerful colors that, despite 
a somewhat surreal, movie-set quality, 
compares favorably in a number of ways 
with Moscow and Beijing. At the same 
time, however, no one who has been to 
both cities could honestly say that living
standards in Pyongyang even approach 
those in Seoul, the capital of South Korea. 
The contrast is reflected even in the 
faces of children. In Pyongyang, the most 
common skin irritation visible among 
schoolchildren is ringworm- an infection 
typically associated with poor hygiene 
or lack of soap. In Seoul, the correspond
ing affliction is acne- typically associ
ated with a diet too rich in fats and oils. 

In the countryside, the disparities be
tween the two societies are even greater. 
The hillsides of North Korea have a brown
ish hue. The vegetation and underbrush 
have been stripped for firewood, forage, 
perhaps even food. Even in the poorest 
regions of rural South Korea, hillsides 
are generally green; peasants no longer 
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need to pillage the landscape for their 
sustenance. 

North Korea's economy is animated by 
political enthusiasm; South Korea's, by 
personal incentives. The difference 
ohows, and the gap can be expected to 
widen in the future. 

As one might expect of a society based 
upon and driven by political fervor, 
North Korea, now in its fifth decade, is 
approaching exhaustion. Uniformed 
Military personnel are everywhere to be 
seen, engaged nc in traditional dofense 
activi' jes, but rather in ordinary con-
struction and factory work. Such militar-
ization, of course, can be read in many 
ways, but one interpretation is that spe-
cial, conscripted units are now needed to 
do jobs previously entrusted to the 
regular civilian workforce. 

North Korea has been built under, and 
around, a single ruler. Whatever one 
may think of him, Kim I1Sung has been 
an extraordinary force-a force, 
moreover, that has been consistently un-
derestimated in the West. But this force 
is now 78 years old. Once a powerful 
orator, he now slurs and stumbles his 
way through pretaped television speeches. 
"Spontaneous" demonstrations of sup-
port for the Great Leader broadcast over 
North Korean TV today seem to lack their 
once characteristic hysteria. 

Prospects for his son and heir-desig-
nate, Beloved Leader Comrade Kim 
Jong-il, are at best uncertain. Voluntary 
transfer of supreme power is consistent 
neither with the communist experience 
nor with the dynastic tradition of East 
Asia. The longer the transfer of supreme 
power from the regime's founding pres-
ence is deferred, the more fragile the in-
herited polity is likely to be. 

In the diplomatic arena, the contest 
between the two Koreas for internation-
al recognition and legitimacy was, for a 
time, quite evenly matched. But by 1988, 
when Seoul served as host for the Sum-
mer Olympic Games, South Korea had 
clearly pulled ahead. With this month's 

meeting between Mikhail Gorbachev and 
South Korea's President Roh Tae Woo, 
the contest has moved to the endgame. 

For more thar, forty years, North 
Korea has been able to co- ,iton support 
from its two communist neighbors, 
China and the Soviet Union. Now both 
China and the Soviet Union have devel
oped strong trade links with South 
Korea-links they dearl, wish to make 
even stronger. With the recent improve
ment in Sino-Soviet relations, moreover, 
North Korea's utility to Moscow and Bei
jing has diminished substantially. The 
Soviet Union reportedly continues to 
supply North Korea with arms, and to 
transfer some technology. Yet for all in
tents and purposes, the Gorbachev Polit
buro seems to have written off North 
Ko:ea several years ago. Though symboli. 
cally important, the "surprise" meeting 
between Mr. Gorbachev and Mr. Roh 
was nct so much a breakthrough as a 
public announcement of a pre-existing 
fact. 

Western commentators described the 
meeting as a deft Soviet move. Exam
ined more closely, Mr. Gorbachev's 
"coup" has many markings characteristic 
of a diplomatic blunder. Soviet officials, 
it now transpires, did not inform North 
Korea during the many months of prepa
ration for the meeting that it was in the 
works. Soviet spokesmen went out of 
their way to make insulting comments 
about North Korea to the media before 
the meeting. Even by the most chari
table reading, such behavior was ill-ad
vised. The Soviet Union's allure to South 
Korea lies not in its commercial mar
kets, but in its potential influence over 
the north-an influence Soviet actions 
have been busily and deliberately dis
sipating. Mr. Gorbacnev may well have 
altered the "correlation of forces" in 
Korea, albeit inadvertently. The overall 
fact of Soviet decline, and the graceless 
first steps of the Soviet Union's new 
Korea policy, would seem to leave the 
United States with greater influence in 
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the Korean peninsula as a whole than it 
has enjoyed in decades, 

How can the United Stat3s us, this in-
fluence to encourage a free and peaceful 
reunification of Korea? First and fore-
most, it must retain its securit,, commit-
ment to Seoul. American power has 
helped maintain the peace in the Korean 
peninsula for thirty-seven years. It would 
be the u-most in folly to shun America's 
allies in the south at this point, when 
prospects for upheaval and instability in 
the north are rising actuarially, 

Second, the United States can take 
steps to lessen needless misunderstand-
ings-as opposed to fundamental disa-
greements-with North Korea. Scholarly 
rontact and increased travel between the 
United States and the north are two pos-
sible avenues for nurturing the "human 
element" that has always figured ,o 
prominently in Korea's relations with the 
outside world. 

Third, the United States can encourage 
its friends in Seoul to amend certain poli-
cies toward North Korea that are driver, 
by emotion, and are manifestly self-
defeating. It can no longer serve any good 
purpose, for example, to jam broadcasts 
from the north. North Korean propagan-
da is utterly unlikely to turn students in 
the south against their own government, 
A policy based on strength and reason 
would be to dccla e South Korea unilater-
ally open to broadcasts, mail, and visits 
from the north-and to invite North 
Korea to reciprocate. 

Personalized Power 

Fourth, the United States must start to 
think about encouraging South Korea to 

embrace fully the rule of law. Despite its 
open and competitive mass elections, 
the South Korean political system still 
lacks many essentials of the Western 
liberal order. Impartiality before the 
law, for examp>, cannot be taken for 
granted, and personalized, even vindic
tive, exercise of official power frequently 
occurs. Such qualities are troublesome 
and unpleasant today, but they will be
come incalculably more costly if South 
Korea should be in a position to set the 
basic terms of reunification in the not
too-distant future. In living memory, the 
north has known only harsh Japanese 
co!onial rule and communist dictator
ship. Bitterness runs deep in Korea, and 
regional animosities predate by centuries 
the surprise attack of 1950. Under the 
best of circumstances, Korea will take a 
long time to heal. Capricious, arbitrary, 
or predatory abuse of authority will only 
postpone that healing process. 

From 1945 to the present, American 
policy in Korea can be read as a history 
of being taken unawares by events that 
were largely predictable. (This is but one 
of many differences between the Korean 
and the German situations.) The coming 
reunification on the Korean peninsula is 
a predictable event. The human cost
both in Korea and beyond-of the transi
tion might be mercifully reduced ifAmeri
can poliymakers began to think about it 
in advance. 
[from the Wall Street Journal, June 26, 19901 

Nicholas N. Eberstadt is a risiting scholar at the 
American Enterprise Institute. His latest book is 
ForeignAid and American Purpose (AEI, 1989). 
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Korean Failure on Farm Trade
 
By POSIN BULAN 

SEOUL, South Korea - Increas-
Ing calls from all sectors of Kortia 
society to pull cut of tho agtc-±l. 
tural trLe negotiations of the Urn-
guay Round underscore the short, 
comings of a government that Is 
not known for r.ourcatuLns rn. 
dier ,pren 


Th1e problems farmers will fece 
by market opening have been clear 
for many months even yea,'. And 
whatever settlement comes out of 

ASIA VIE 
the Uruguay Round, which isbeing 
conducted by the General Agr.o-
meet on Tariffa and Trade, w-1ll 
affect almost every major trading 
nation, not Just South Korea. GA''r 
is the Geneva-based agency that 
gOVerns most world trade In good& 

Yet the South Korean govern-
ment has chonen to blame the 
farmer's plight on Inne-nlti t ad-
tn partners rather than Its own 
inability to Implement real agricul- 
turai reform. 

It is difficult to blame interna. 
tonal calls for market opening on; 

- Poor distributlon system that 
provide farmers with near-subals-
tence level Incomes and at the 
same time gouge conuamera at th 
supermarket. 

- Poor planning that ha farm-
ers planting the wrong crops or 
raising the wrong livestock at the 
wrong time and then sIufering th 
coequence. 

- Growing stockpiles of rice that 
now reaten to spill out of govern-
meat warehouze, 

Now that th day of rechnIn 
in Genva Lsat hand, the South 
Koa government Wa5Offered Ut-
tl more than palllativc3. As te-
sloe builds, the governmenl Ata 
peanlvely on the sidelines as public 
opinion rallies 'round the farmer. 
Thi Magereplayed almost dat-

ly in the nation's media pitz tho 
United States - a mighty forca 
bent on bullying its way Into agml-

cultural markets orldwide --
aplnat the poor Korean farmer, a 
man who is doing him beat to pro-
duce food for his country and keop 
a roof ovCr his family. 

Theme are powerful Lmnaaz ta, 
South Korea. Moot Koreans are ju.,t 
one generation removed from tha 
falm. Young. effluent offloework-
em and businen people may drive 
Hyundal sedans and Uve In fashion-
able apartmnts In Sooul, but their 
fathers, mothers, aunts and uncles 
often remain in tho many towns 
and villagc. that dot th Korean 
countryside-

U.S. congerssman' and womon 
who want to understand why the 
average South Korean conumer L1 
willing topky thrior four 

the international price for rice 
would learn much by visiting South 
Korea during "Cbuzok," Korea's 
day of thanksgiving. 

They would find millions of Ko-
reas offering food, drink ard 
prayers at the burial mounds of 

tbicir ancestors. Theze motunda of. 
tc3 are located in the middle of 
rice paddles, and they remind Ko-
rcem that thtir agricultural rocts 
were tavered not so long ago. 

No can dispute thuit the Korean 
farmer hW mned out on his har 
of South Korea's econotnc mlracl. 

While the nation' overall econo. 
my expanded 8.7% leit year. the 
output of the agriculture tsecto do-
clined by 1.0%. The percentage 
share ci agriculture in the naton'a 
grozn national product has fallcn 

with as estimated 10,000 protestin . 

farmers in nine cities. The protest-. 
era opposed the Uruguay Round no
rotiationa. They also called for 
higher government purcbAse prices. 
for rice. Even in protest-hardened 
South Korea, pictures of riot police 
clubbing fanner: did not alt well 
with the public. 

.lozt recently, t,group of Korm
an acadmics signed a petition op
poin&the Uruguay Round sgricuir 
tural naegotiation= 

A high-ranking official in the. 
from 214% In IM to 10.35 l toi Agriculture Ministry said th m 
year. cent outbursts &Lid protests hav 

ISixtee pmrcent olSouth Korea's '-hocked the government. 
plpulation was engaged in farming In an attempt to soothe the an. 
lastyear. Thzt a down from 3%In gry farmers, the government re. 
IECO and 17% La = b:t It nl 
r t.ntnezarly 7 million peopleL 

Thl frmer may be declininIn 
ntunbars, but theta voices arm 
growing louder an they become 
radicallerd In the face of what In 
bzina portrayed an a foreign thret, 

At an annual meeting of farm-
era outside Seoul late last month, 
angry farmers booed and hurlcd 
cans and rock at Agricultnm Men. 

centlj caid tha' beginning in 1M 
all customs duties collected on Lai, 
ports of agricultural and fishery 
products will be uZed to develop 
rural areas. 
Lnaddition the government an

noncwd the creation of a special 
preaidntial advitzr on agricultural 
Innues. A high-ranking official de-. 
rtrb.d tha nv pot a i "zymbol. 
ic"Cwtur to farmer- win have 

Later Kang Bo-eong. forcing him to bc feelin"tofre" by the gov' 
step down from the podium Inthe frnmentlately. 
middle of a speech. He had "- One can only onder whether 
telnj them ho7 tho governnvmt th.farmer who feti the sting of
would strive to minlmLa any dam- tear gas in himeyes and the club of 
age resulting from an agreement in a riot polcemn on his back In the 
the Uruguay Round to reduce farm 
subaidl and barr to ril 
tural Imports 

A week later, South Korea's 
black-helmeted rio pollee clashed 

recent protest rallies appreciates 
the government's symbolism. 

Robin Bulman is Seoul .orrmpoo
dent of The Journala Comnerc 
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CAMBODIA

Bush Team M-41gAi
 

As 11111 Wa-aress Grows
 
Effort to give assistanceto non-communist rebel groups 

carriesrisk of helping infamous Khmer Rouge 

he Bush administra-
tion has begun to re-
consider its'policy ofproviding assistance for 
chonsideruitstpoli of. 

-' 

:.7Aprrations 
:2 

The non-lethal portion 
of the aid will next be 
tae up byth enttaken up by the Senate 

roftsucon 
the ron-communist resis-
tance in Cambodia, partly 
in response to glowing con-.grsioaestiveness overgressional 

committee on Foreign Op
erations, as part of itscon. 
sideration of the fiscal 
1991 foreign aid appropria 

the issue. 
Secretary of 

James A. Baker III, 
State 
in an 

' 
A~'5 

-

~ 4' 

r.*-

~~1 
'The 

~ ~ / tions bill. 
House Intelligence 

Committee is scheduled to 
interview July 8 on a pub- r 7". consider covert aid for the 
lic affairs television pro- 1 rebels when itmarks 
gram, 
fair to 

said, "I think 
Fa y that we are 

it's 
re- P -<,FL"111. S 

the fiscal 1991 intelligence 
authorization bill. That ac

thinking the question of Bakor says tho administration is reviewing its policy. tion could come the week 
assistance to the non-com- of July 16, said Chairman 
munist resistance." supporting rebel groups led by former Anthony C. Beilenson, D-Calif. 

A department spokesman said sub- Cambodian loader Prince Norodom 
sequently that the administration is Sihanouk and Son Sann, a former An Emotional Issue 
undertaking a review of its entire prime minister. Despite the comfortable margin of 
Cambodia policy. The two form a loose coalition with the House vote (260-163), the Bush 

The review comes at a time when the Khmer Rouge, which murdered administration appears less than san
pockets of opposition to the adminis- more than 1 million Cambodians guine over prospects for final approval
tration's policy are emerging on Capi- when it ruled the country in 1975-79. of the total aid package, including its 
tol Hill. There have been indications dur- covert component.

In the most significant action to ing the past few weeks that the Khmer "We were worried even before the 
date, the Senate Intelligence Commit- Rouge is growing in strengtl, voz-h-vis [Senate) Intelligence Committee ac
tee voted June 28 to cut off an esti- the non-communist -esistance, -hich tion," said one official. 
mated $10 million in covert aid to the also reportedly led to the administra- In part, that is because of the 
resistance, acc-rding to congressional tion's decision io reassasq the policy, highly emotional nature of the Cam
sources. Sen. Da%d L. tboren, D-Okla., iead bodian aid issue. 

The committee action came as part of the Intelligence Committee, would Even aid supporters, such as Ste
of its markup of the fiscal 1991 bud,,_t not discuss the action but said, "For me phen J. Solarz, D-N.Y., chairman 4 the 
for the intelligence community (S to favor any aid to the resistance, none House Foreign Affairs S ibcommittee 
2834). But the program could be re- of it should help the Khmer Rouge." on Asian and Pacific Affairs and spon
vived when the House Intelligence Boren also rejected the notion of sor of the -id amendment, are uncom
panel marks up its companion bill. aiding the resistance secretly, which fortable with thp specter of indirectly

Members of the committee, whose precludes open discu4-iion of the issue. helping the %hmer Rouge.
proceedings are classified, and others "It is a policy question that should "Everyone agrees that our goal
aithe Hous( and Senate have ex- be niblicly debated," he said. should be to prevent a Khmer Rouge

pressed concerns about news reports Similar sentiments have been ex- victory," Solarz said. "The disagree
th-t the two resistance grotes backed pressed uy other members, including mients are over how best to achieve the 
by the United States are coordinating many in the iour". But after - floor goal."
their military actions with the Khmer debate about the issue, the ilo-se last Solarz. along with the administra-
Rouge. There aiso have been reports month adopted an amendment to the tion, svid he believes that aid to the 
that the Khmer Rouge has indirectly fiscal 1991 foreign aid appropr;itions resistance will pressure Cambodia's 
received U.S. aid. bill (HR 5114), whicii M.lows the ad- Vietnam-backed government to seek a 

The United States currently is ministration to provide up to $7 mil- political settlement under the aus
lion in non-lethal -id to the resistance. pices of the United Nations. 

By Carroi J. Doherty (Weekly Report, p. 2078) Despite the slew pace of current 
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multiparty negotiations about 
Cambodia. Solarz said, "Itwould 
be unwise and premature to rule 
out a political settlement."1voted 

The administration also is 
counting heavily on the talks to 
achieve a political settlement. 
"Our policv is focused on the ef-
forts of the five permanent mem-
hers of the U N. Security Council 
to design a comprehensive settle, 
ment," said a State Department 
spokesman. 

The next round of negotia-
tions by the U.N. Security Coun-
cilis scheduled for July 16 in 
Paris. 

While stressing a political 
resolution to the Cambodian 
conflict, the administration and 

Solarz rejected the charges that 
U.S. assistance is benefiting the 


Khmer Rouge. 

Solarz said, "There is no credible 

evidence that any of the aid is cur-
rentl. going to the Khmer Rouge." 
And Beilenson agreed with that view. 

If such a circumstance were to oc-
cur, said Henry J.Hyde, R-Ill., a sup-
porter of the Solarz amendment and a 
member of the House Intelligence 
panel, "the administration still has the 
option of pulling the plug on the aid." 

Indeed, a number of congressional 
sources read Baker's July 8 statement, 
made on ABC ',ews' "This Week 
With David Brinkley," as an indica-
tion that the administration is prepar-
ing to do just that. But Solarz said 
that, despite the policy review, the ad-
ministration remains committed to 
supporting the resistance. 

Debating Coiert Aid 
Opponents of the policy, among 

them Senate Majority Leader George 
J.Mitchell, D-Maine, voiced skepti-
cism that a political settlement can be 
achieved, and said the sole U.S. inter-
est in Cambodia should be in keeping 
the Khmer Rouge out of power. 

Mitchell became involved in the 
debate last month, issuing a state-
ment highly critical of current U.S. 
policy in Cambodia. 

While his statement stopped short 
of calling for an aid cutoff, Mitchell 
advocated withdrawing U.S. diplo-
matic support for the antigovernment 
coalition's seat in the United Nations. 
"This U.S.-engineered coalition gives 
the Khmer Rouge international legiti-
macy it does not deserve," he said. 

"In the literal sense of the word," 
Mitchell's statement said, "the ad-
ministration's Cambodia policy is in-

Views on Camboia 


Rep. Stephen J. Solarz, D- . 

N.Y.: "Everyone agrees that 
our goal should be to prevent 
a Khmer Rouge victory. The 

' -
. 

disagieements are over how 
best to achieve the goal." 

L & 

Senate Majority Leader 
George J.Mitchell, D-Maine: 
"in the "Iliteraln rath sensee ofof thethlit s e ns e 
word, the administration's .. , 

Cambodia policy is incredible. 1 i 

It is unsupportable. It must be 1. 
changed." , 


credible. It is unsupportable. It must 
be changed." 

Patrick J. Leahy, D-Vt., chairman 
of the Senate Appropriations Sub-
committee on Foreign Operations, also 
has expressed reservations about the 
aid program, although he, like Mitch-
ell, did not call for an aid cutoff. 

Leahy said he is "troubled" by 
reports that aid is benefiting the 
Khmer Rouge. "I can't support an'-
thing that would allow that to hap
pen," he said. 

In the House, meanwhile, aid for 
the resistance has fared better, pri-
marily because of the deep divisions 
among Democrats over the issue. 
Chester G. Atkins, D-Mass., whose 

district is home to thousands of Cam-
bodian immigrants, led the fight 
against the Solarz amendment. 

Like the Senate Democrats, Atkins 
opposed the amendment on the belief 
that the aid would serve to strengthen 
the Khmer Rouge. "In effect, we're 
providing a program of assistance to 
forces that, under our policy, we don't 
want to win," he said. 

But while a majority of Democrats 
backed Atkins, a substantial number 
(107) supported the Solarz amend-
ment. Republicans voted overwhelm-
ingly for the amendment, and it 
passed easily. 

With the Democrats so badly split, 
the House leadership was largely silent 
on the issue. Majority Leader Richard 
A. Gephardt, D-Mo., did sign a letter to 
colleagues, written by Atkins, urging 
the defeat of the Solarz amendment. 

Solarz, who also is a member of the 
Intelligence Committee, said h- be-
lieves the committee will take the iead 

from the full House and suppfrt 
covert aid for the resistance. 
"The members of the committee 

for my floor amendment 

by 16-3," he said. 
But another member who for

merly voted in favor of the aid, 
but now opposes the program, 
said he believes the vote could be 
much closer. "The continuous 
reports o[ cooperation between 
the resistance and the Khmer 

Rouge have caught the attention 
of many of us," he said. 

Another committee member 
aid," To b e c a n d id , th ere a re v ery 

' e i rr 
few congressmen who have fo
cused on the issue. But when you 
mention the Khmer Rouge, you 
wake people up." 

Atkins predicted more defec

tions, especially in light of the 
Mitchell statement and the Senate 
panel's rejection of covert aid. In addi
tion, he said, there is declining Hill 
support for covert programs in general. 

Solarz acknowledged that the idea of 
secretly backing resistanci, groups con
cerns many in Congress. But, he said, 
"the fact is there is really no need for 
covert aid qua covert aid. It's more of a 
question of supporting the resistance, 
regardless of what form theaid is in." m 

THE PENTAGON 

New hief Named
 
To SDI Program
 

Defense Secretary Dick Cheney on 
July 10 appointed Henry F. Cooper 
Jr., a former arms negotiator. the first 
civilian director of the beleaguered 
strategic defense initiative (SDI). 

Cooper succeeds Air Force Lt. Gen. 
George L. Monahan ,Jr., who is retiring. 
Chief U.S. negotiator in defense and 
space talks with the Soviets from 1987 
to 1989, Cooper takes over SIA)as it 
faces growing Hill demands for cuts. 

His appointment was hailed by Jon 
Kyl, R-Ariz., a leading House propo
nent of the program. "It means the 
administration is very serious about 
SDI," Kyl said. Cooper recently fin
ished a study for CheneI recommend
ing that the Pentagon go ahead with 
"Brilliant Pebbles," a network of 
space-based interceptor missiles. "He 
will be able to go toe to toe with any
body on this program," said Kyl. n 
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"lizabethBecker 

.ambodia: APeace Plan With a High ice
 
It took rne years, the collsi.c of Poat'Ge-tapo-Uhis Ezoily syste,. poim pledge at ta allow tl* Au trnlian foreign minte. Garethmmunm in Eastern Europe and o a new interim cotinl for Cambo- Khmer Rouge buc in powe.. Evans, Thai prim mnister Chad-Lhatsve ipo tic baririung, di. They wil ba free to campaign For the war contiuu. Thi chaJ Choonhavn and U.S. Secretaryit fmal'y a United Nations peace dunng elction with huge campain Khmer Rouge have not stopped of State James A. Baker Ill allan has been agreed upoo for Carr, fundsfrom China-tE czanceidia Itaccompshes theeaentud thibargain for _. of their terrorist attacks, and they are played pivotal roles to bring aboutItsof pisthe wthdrawal t ba nff trying to choke iuppl- route., with peace. But in the end, the final U.N.the tragic result that nc agan ia fra.nework is rearly idential to onei of verifying the withdrawal cit Fortunately, tha U.N. pe.ce plan Cambodia food and medical Suppli" designed a;a 1981 conference on 

4 ensuring is Lo elastic the dmage cana free and fair e1tctior h3 are running short. Until a peace Cambodia that callsa new government under UN. limited, especially if countr- such treaty isactually signed, there is a-
for the with-

drawa of foreign forces, a crase-per,,ison but at a %erytlhg coat.Thi high price is the United Szates act now. for holding elections. Peace mayno. the .5 asminu timn,Congresa could addAtona cease-fire in Cambodia and no dateI fire, free elections under the U.N. 
lhose e for a U.N. force, a humanitariam a in- tantahlugly near, but.o,too.aren fordieo peopla rndallwihin a"comprehensive po-

m that will invariably be halved; it side Cambodia to the Solari aid the Khmer Rouge, with their mid- liial settlement." In other words. 
letting the Khmer Rouge off the package for the Cambodian nncorr, night massacres of village chieftains the bargain was struck nine years 
ok to achieve international con- munit resiatance. If the United and their threats to undermi,.s the ago to uphold international laws for-
nsus. PolPot and hisfollowers are peace process, bidding foreign occupation and toStates gave this aid through interns- The United States is not solely ignore laws forbidding groin humaning accorded the sane nghts and tvinal organiaationn and posted an responsible for this peace plan. It ,s rights abuss aind genocide-to winviieges as ad other Cambodians, American diplomat in Phnorn Penh important that individuals as diverse peace by including rather than ex-th immediate and far-reaching now to oversee that aid, all the as Soviet leider Mikhail Gorbachev, cluding the Khmer Rouge.ns.quences. They put Son Sen, better. This would demonstrate French diplumat Claude Martin, That is n,,w history. The i-ueman who had authority over Pal America' codrisentment to its oft. U.S. congreasnan Stephen Solam today is ho-c to ensure that the 

consequence ci tt& peam isso 
another war, to borrow a phrae
frorn John Maynard Keynen Some
day there may be a trial and every. 
one frornPolPot to Hun Sea toPrince Norodom Sihanouk could beridged for th.ir roLes in te Cambo
dian LtrageJy. Today, all the nations 

that have worked sohard to craft 
this framework should show up in 
force inside Camodia, now, before 

treaty
finfo sgnature, and notonly
 
give d but show with their pres
ence that stalhlng mcti.s won't work 
ani that th. peace t3 not a prelude 
to another war. 

The wnritr,a sprcit corr'.rpondanf 
or The Post.i theautorof 
-iWen te War Was Ovter A 
Iistory o/iht Cambodian 
Retutaoa. 
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China: Most Favored Prison 
How American Consumers Support a System of Slave Labor 

By CharfesD. Gray grapesfnro 1M52 to 1986 wythout t.ion--dere"rw Of Slae bbo

that 
there 1b an inheenit andun-
bridgeable coulKi between a 

cranrmunts dwctrlor-up id Aer-
free"anenterprise. NO( o Nor d 

OU MAY have thouITht 


the pnce is right. asit is n theP 
ple' Pepublic of Chuu. 

DesPte the mtgpn6ody l ttL 
sare of Jimte 1989. r,erc Iu-

nhess has found the commrrunstcli-
mate of the PeoWes Repubtic qrte 
congenial. Trade wrth the United 
States co tune to fxinsno U.S. 
exportsto China Last yearwere val-
ued at$5 8 bhoi. Ai Impotsfrot 
Chia to the Utoted States readied 
nearly $12 billion-A totl irde In-
creae of 30 percentover 198 It-
cis 


Garnrents, lty. pees, elr-rtrorr-
a-n, and footwear Kcoted for more 
than hall Of those into the tmports 

United States MjanyAmer -cantoy 
compare-s. clothwiersand department 
stores are doing a landoffire business 
with products carrying "Made in Chi-
t labels InCh n . the profits go 
intothe pockets of Commuust Parry 
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EDITORI AWiOPIMON 

China's Economic Outlook
 
Last month the Joint Economic probably will increase the budget savings contributes to the likell- The prospects for return in the 

Committee released a report by deficit hood of a renewed surge in infla. near term to comprehensive, mar
the Ce.ntral Intellignce Agency' en- If intenificd government sup- tlion. once pricc:; start to rise., peo- ket-oriented reform nevertheless 
titled The 'hinese Economy in port to large state enterprises does plewill quickly withdraw savirt-7 appear dim Political support for" 
1989 and 1990 The following ex- not produce quick results, political and purchase consumer goods, reform has been weakened by lead
cerpt describes the prospect.s for pressures may force Beijing to As for the prospects for a retur." ership squabbling and the removal 
China s economy and economic re- open the credit spigot wider. Be- to reform policies, Beijing recently if two reform-mindesd party genr
forms in ihis decade cause China is resource-rich, such a has been taking a softer line, prob- a, secretaries in the past three 

move would spur growth, but with- ably in part to ease Western eco- year:.
As China'i leaders enter the out market-oriented reforms, easi- nomic sanctions. For example, Bei- While it Is unlikely that many 

1990s. they face a dilemma their er credit alone will not improve jing has reiterated its support for senior officials want to return to 
toppriorities are to keep a hd on the efficiency of Investment, and the Special Economic Zones. or the command economy and isola
social unrest - thus maintaining increased aggregate demand will SEZ, in southern China and re- tionist policies Ohat dominated Chi
party control - and to convince worsen China's energy and trans. cently approved Shanghai's Pudong na before 1979, there are those in 
foreign bankers investors and Chi- portation bottlenecks, district for preferential treatment the leadership who want to place 
na s trading partners that life has Indeed. policies of the past 20 to encourage foreign advanced strict limits on the development of 
returned to normal months have treated the symptoms technology investments and spur the non-state sector and to increase 

But they probably cannot meet rather than the causes of China's economic growth, the party's role in enterprise man
the-se obj'ctive-3 over the long run overheating-prone economy. rais- The official Chinese press also agement Economic pol cy proba
without returning to the reforms ing the specter of renewed inflation has announced approval for open- bly will be dominated by stopgap
abandoned in the past several and a return to the boom-bust cy. ing China's first futures market - measures aimed at ersuring stabil
years, which relied on decentraliz- cles that have plagued China's for wheat - with eventual expan- ity rather than by longer-term 
ing decision-making authority, economy for the past decade. sion for rice, corn and pork. Press strategies for growth and develop-
Their short-term solution evidently Moreover, because China's mac- accounts also have discused open- ment. 
is to ease credit gradually while roeconomic management tech. ing a stock market in the Shenzhen The inability to proceed with 
extending central controls to keep niques are inexact and the econo- SEZ and the development of exper- comprehensive, market-oriented 
inflation in check. my responds with a lag to credit imental securities exchanges in reforms could slow Beijing's efforts 

Such a policy, however, contains changes, Beijing might not know Sharghai and Shenzhen. In addition, to rebuild ec', omic ties to the 
no lasting solutions to China's prob- the economy is overheating until it Beijing has announced increases in West, dimming China's long-term
lems ofeconomic instability Indus- is too late to take corrective ac- state-controlled prices of some raw development prospects and widen
trial efficiency almost certainly tion. materials and agricultural prod
will remain depressed because the The large overhang of personal ucts ing the economic gull between Chi
expanded scope of central planning na and its market-oriented East 
is likely toerode incentives by re- Asian neighbors The continued
ducig managerial autonomy and . -slower pace of foreign investment 
durcing managrial tonl oy a will impede Beijing's ability to ac
low, state-set pric-s quire needed foreign exchange as 

Equally important, the in- well as foreign marketing and 
creasMd allocation of raw materials management skills. 
and energy inputs to largs state Moreover, although Beijing has 
enterprises will further squeeze the been able to adjust during the past
dynamic non-state sector, hamper- year to the downturn in economic 
ing is integral contribution to eco- relations with the West, failure to 
nomic growth - providing inputs proceed with reform could slow 
for state enterprises, producing lending by international financial 
goods for export and absorbing Ia- institutions, even if formal econom
bor from the over-saturated agri- [/ ic sanctions are lifted,
 
cultural ector on
This could delay progress

Beijing's strategy of merging e- his lon-e de rnization 
sentially bankrupt companies - China's long-term modernization 
with their bloated work forces - goals as decreased access to low. 
with healthy enterprises is likely to / cost financing impairs its ability to 

Streducegain technological know-howicient productin. Thuiolarge-state 'through high-tech joint ventures or 
enterprises wd not become en- to import advanced technology. A
etris ofgrowil ote beconme en-_. j j, continued decline in capital goodsgines o) growth for the economy. 'Rmco and raw material imports also wil! 
Moreover, increased price and en- sie tea o as ic 
terprise subsidies, combined with stiflethe pace ofChina's economic 
slower growth in state revenues. development 
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Putting Pressure on Beijing
 
By MICHAEL S. KNOLL 

Many years ago. Thales of Mlle-
tus, a Greek philosopher, was con-
fronted with the following query-
'ifyou're so smart, why aren't you 
rich'" Rising to the challenge, he 
cornerrdJ the winepres market and 
made a mint 

More than 2,500 years later, 
ef-onomlsts have found a new way 
to use their smarts to earn money 
- as expert witnesses In anti-
dumping and countervailing duty 
Investigations before the U S. Inter-
national Trade Commission. Like 
Thales, who understood supply and 
demand, they are making money 
because they understand how mar-
kets work. 

In the l nt few years, the role of 
economics In ITC anti-dumping and 
countervailing duty inve3tigation 
has grown substantially. Because 
several commissioners use eco-
nomic analysis for their statutory 
duties,petitioners and respondents 
increasingly are turning to eco-
nomic experts&rcin 

Experts, bowever, &u not come
cheap Lawyers who earn their liv-

Ing in international trade, and have 
long considered it their private 
primrve, are complaining that lit]-
gation costs have increased Of 
course, It is not the legal fees they 
consider excessive, but the fees of 
the newcomers, the economists, 

What thes critics fall to appre-
date is that economists are vital to 
the ITC proceedings. This Is not a 
matter of economic hubris. The 

anti-dumping and countervailing 

duty laws require the ITC to an-
swer an economic quest!on in ev-
ery investigation "Is the domestic 
industry materially injured by res-
son of the dumped or subsidized 
Imports" 

To ar-wer this, one has to asseza 
the economic impact of the dump-
ingor the subsidy, which is a fact-
based economic inquiry, not a legal 
one 

For tzverol , rA now, econo-
mlsL3 have been appearing before 
the fTC armed with their economic 
models, replete with regresslon co-
efficienta, confidence Intervals and 
t-statistics. 

Detroctors like to point out that 
economists' models rely on as-

sumptions about such things as the 
elasticity of demand and supply of 
the relevant product and the de-
gree of market power. Because 
these models make assumptions, 
the anrers they provide are seen 
as hypothetical &nd too Imprecise. 

e 
nomlAt~lut precision, b ver, 13 

In cart.T1erot required the"e The
conimiiuion must make a threshold 

determination; it only has to decide 
if the Impact of the unfair trade 
practice is large enough to meet 
the statutory standard of material 
injury. It is sufficient to make a 
ballpark estimate. a tash for which 
economic analysis ii amply suited, 

Lawyers may claim that the 
statutes call for a legal determina- 
tion. But even though the anti-
dumping and countervailing duty 

laws are statutory creatons, they 
require an economic conclusion, 
not a legal one. 

Lawyers have no inerent rn-
sight into the relevant phefnmen. 
When they approach "conomics, 
lawyers are true sophists - pro-
viding plausible but fallacious an-
swerts and making the weaker ar-
gument appear the stronger, 

Lawyers do play two Important 
roles In the proces". First, litlga-
tion in the ITC is a matter of advo
cacy, for which lawyers are 
trained. Second, ITC Investigations 
are conducted in accordance with 
statutes that have to be inter-
preted. Although econoinics h= a 
role to play in statutory Interpret.-
tion, statutory Interpretation isen-

tialy is a legal exercise. 
Although lawyers play the role 

o advocate for their client In ev-
ery case, statutory interpretation is 
likely to be Importnt in only a few 
cases. The law doe not need rein-
terpretation for each new cae. 

oomist, on the other hand, 
must assess the Impact of the 
dumpsn. or rbi1dizatiof In every

case. not because the economic 

analisis is different, but because 
the fata are different 

*Theissue of the proper role of 

economics In anti-dumping and 
countervailing duty cases is likely 
to erupt later this summer when 
the ITC rules on whether sweaters 

imported Into the United States 
from Hong Kong, South Korea and 

This male cam is tbe largeat 
anti-dumping Inquiry to come be
tore the fTC in some time If the 
ITC rules . the affirmative, 11bil
lion worth of sweater imported 
Into the United States each year 
could be subject to Indefinite tar-
Iffa. This is a high-profile case, and 
it gives the ITC a chance to demon
strate to a broad audience that it 
uses proper economic techniques to 
eltecute its statutory mandate 

Imp-ovih the economic analy
'ist on which the TC bases Its de
terminations need favor neither 
protectionist nor free frade inter
eats.It will, however. mahe the 
Proces more rational and trans
paren 

That will o a 1cn, way towardt 
blunting our trading partners' cTriti
clam that individual anti-dumping 
and countervailing duty decisions 
are unduly subject to political ill
fl,..n.
 

Propr economic analysis Is 
neceary for the erlorcemest of 
the reu~aUon,. A3 long As the 
antC-dumplng and countervalng 

duty ,tatutes demand an economic 
,rr-er, the partizipation ofecono

mista wiU! remain crcial to the 
process 

Michael S. Knoll, i lawyer and 
economist is an smsiant professor 

a the University of Southern Call
fornla Law School. He nerved as A 

Taiwan are injuring competing US. rpecial a.sshtanf to the twro most 
producers. recenI cUirmen of t fTC. 



--------------------------------------------------------------------------------

Reconstruction Afghanistan,
 
Indochina, CentraI America, Southern Africa,
 

and the Horn of A' ica
 

Anthony Lnhe adcontrdbutons 

After a decade or more of fighting and destruction in various regions of the world, 
new policies in Washington antl Moscow as well as fatigue on the ground are produc
ing openings, at least, for peace. Negotiations are at different stages regarding Af
ghanistan, Indochina, Central America, Southern Africa, and the Horn of Africa-but 
all share new possibilities for peace. 

This volume analyzes the prospects for postwar recontruction and development in 
these regions, tackling the difficult quandaries they face individually and collective
ly: Among realistic potential alternatives, what kinds of new political structures can 
best manage posLwar reconstruction and development? Which economic policies would 
be most effective in maintaining peace and political coalitions? Should the focus be 
on the reconstruction of prewar economic life or on creating new patterns of develop
ment? What are the prospects for democracy and human rights? 

The authors thus consider the relationship of economic planning and likely political
realities. For example, might diplomats seeking to stitch together a fragile coalition 
in order to end the fighting also be creating a government that cannot make the hard 
economic choices necessary for sustained peace? Might economists calling for post
war economic programs which are theoretically sound but politically unsustainable 
threaten tenuous peace?a 

(Contents on reverse) 

Overseas Development Council PAYMENT BY CHECK, MADE OUT TO ODC. 
1717 Massachusetts Ave, NW, #501 PUBLICATIONS MUST ACCOMPANY ALL ORDERS. 
Washington, DC 20036 
Tel: 202-234-8701 

Name 
"i 	 Plea.se send ___ COy(ies) of ,Ajrie the 4as: Organization
 

Icol struction in flilhanistan, Indochina, Cential
 
Amferica, Southern A)'rica, aud the 
llorn of Africa at Street 
$15.95 (paper) or $24.95 (cloth). Add $1.00/copy for
 
postage and handling. Discount 20',. on orders of ten City
 
or more copies.
 

Li Please sendi me more informnat ion abo(ut the 0I)C's SteZi
 
U.S.-Third World Policy Perspectives series an(i other Country
 
publications.
 

WOVEMBER 1990 PUBLICATION 



Contents: 
Anthony Lake-Overview: After the Wars 
Selig S. Harrison-Afghanistan 
Nayan Chanda-Indochina 

Benjamin L. Crosby-Central America: Conflict, Politics, and Economic 
Reconstruction in Nicaragua and El Salvador 

Mark C. Chona and Jeffrey I. Herbst-Southern Africa: Beginning the 
Reconstruction of Angola, Mozambique, and Namibia 

Carol J. Lancaster-The Horn of Africa 

U.S.-Third World Policy Perspectives, No. 16 ISBN: 0-88738-880-9 (paper) $15.95 
1990, 240 pp. ISBN: 0-88738-392-0 (cloth) $24.95 

Anthony Lake is Five College Professor of International Relations at Mount Holyoke 
College. From 1977 to 1981, he was Director of Policy Planning at the U.S. Depart
ment of State, and before that, a member of the National Security Council staff. He 
has also been (irector of the International Voluntary Services and of projects at the 
Carnegie Endowment for International Peace and the Council on Foreign Relations. 
Between 1963 and 1965, he served on the U.S. embassy staff in Hue and Saigon, Viet
nam. His most recent book is Somoza Falling. 



1111111I l III
 
3 20523 000860
 

Overseas Development Council 
I11. M.adchusctts Ave., N\V. Vahlngton, ).C. 20036 

U.S.-Third World Policy Perspectives Books 
Economic Reform in Three Giants 
U.S. Foreign Policy and the USSR, Chii a, and India S15.95 

'Richrd I;. Fcinbcij1, ]h.; :,iwi IT1-(,;c1t, F icdcinnunnI I illci- and contributors 

'fiacinatinq rcadi'JJin an'onc interested in nI-v"a timOtciassessment of 'thc socialist
the historic dcrclopnents jtndc,'" av in these Ccoloic r-lbwis of/fit tite "
 
countriesand theiir impact on the filobal , ).fiI Luidt
 

hI 1,, rt,-R, ,i.( t / "at once innovative, compih'lnsire, and wise"(,,,!d,:,u:.~~[,mLtu ~~~r% Ilhrding, s~,1,c 
IIttt,n, tauttti,,i 

Environment and the Poor 
Development Strategies fbr a Common Agenda $15.95 
bi H. Jfl]J'v Lto/i/lnd " contrJibitorsi 
"oilfjrs tseil steps.for policvynakcrs coii cencnd "ch'arlydemonstrates the utqcnO , of sol,inIq
with thc criticalchalle qes of intcqrafting the probleins of'po,,crtv if wc ar to stop present 
enl'ironmctand development coltccros" abases fithc natiral 'orld and btqin to 

I u, , ci, ,i achieve sustainabcde-velopment"
,di R ,,, ,,ht " - Jim \IcNci1I 

Pulling Togcthcr
The International Monetary Fund in a Multipolar World $15.95 
bi Catlci"ic(;'in,Rt it/hal :. '-ci/uc-i, and coutrdibut's 

"a thonqhtf'il and thorotug1h assessnient " a vivid snapshot of the world's economic challenqes" 
I.i clii .\ B.1n1 ,ld -- Jim I.c.ahBIlati.,;, IIII't ',Frim rtstt tv'sit~"O' I-rfn III.1 

Fragile Coalitions 
The Politics of Economic Adjustment $15.95 
b'joun11. \'c/son and cnt /'ibtrs 

"lcatls on one 01thefionticr topics in the political econon, (f 
developmcnt: The politics oJ'economic ref[bmn 

d z- R IIIf. Btes 
I t, v I1 Ih IChIii ; I )ttke I fiI'ft tti 

, .p 



WASH INGTON
 

ECONOM IC
 

W A T C I I
 

I)v'e/ujuunt 

ilPo('otci 



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 be reproduced without the permission of the
 
copyright holders.
 

A.1.D. Cntr
 
r

Development Innormation 
Room 105 SA-13 

Washingcin, D.C. 20523-1801 



EASTERN EUROPE
 

Baker, James A. III. Speech on "Assistance and Reform: Eastern
 
Europe and Central America," before the G-24 Ministerial
 
Meeting, Brussels, Belgium, July 4, 1990.
 

"The Bank's Eastern and Central European Program," Socialist
 
Econories in Transition, The World Bank/CECSE, June 1990,
 
pp. 7-8.
 

Greenwood, John G. "The Preconditions For Eastern Europe's
 
Economic Recovery," CATO Policy Report, The Cato Institute
 
July/August 1990.
 

Eastern Europe Environment Program, World Wildlife Fund and The
 
Conservation Foundation, July, 1990.
 

French, Hilary F. "A Most Deadly Trade," World Watch, The
 
World Watch Institute, July/August 1990, pp. 11-17.
 

Kaufman, Henry. "Where's the Cash for Eastern Europe?" 
 The
 
Washington Post, July 10, 1990.
 

Mortimer, Edward. "Where are you, Marshall and Monnet?"
 
Financial Times, July 10, 1990.
 

Goshko, John M. "U.S. Aid to Eastern Europe Far Exceeds
 
Original, Modest Offer," The Washington Post, July 20, 1990.
 

Anthony M. Solomon and John Edwin Mroz. "Prague's Plan to Aid
 
Moscow," The New York Times, July 10, 1990.
 

Drucker, Peter F. "Junk Central Europe's Factories and Start
 
Over," The Wall Street Journal, July 19, 1990.
 

Raphael, Therese. "Trail Blazing Poles Now Begin

Privatization," The Wall Street Journal, July 30, 1990.
 

Chistopher Bobinski and Martin Wolf. "Radical Options for
 
Privatisation," Financial Times, August 2, 1990.
 

Geyer, Georgie Anne. "Getting in the way of Progress," The
 
Washington Times, July 19, 1990.
 

Josef Kucio and Maciej Zalewski. "Walesa Wants Reform Fast.
 
He's Right," The New York Times, July 11, 1990.
 

Applebaum, Anne. "Saddam Takes Eastern Europe Hostage Too," The
 
Wall Street Journal, September 15, 1990.
 



Secretary Baker 

Policy Assistance and Reform: 
No. 1289 Eastern Europe and Central America 

United States Department of State 
Bureau of PublicAffairs 

An Washin6'on, DC 

Remarks by Secretaryof State Baker This is a transition never before We look forward to hearing as
at the G-24 MinisterialMeeting, undertaken by so many so quickly. sessments from our Polish and 
PalaisD'Egmont, Brussels,Belgium, The G-24's broad supput for reform Hungarian colleagues on the progress
July 4, 1990. in Poland and Iungary is based on they have made and on how our 

the recognition of a simple fact: the efforts can be channeled to meet the 
people of these two countries are challenges ahead.

Almost one year has passed since determined as never before to shake But, today, we have another
leaders at the Paris economic Summit off the mistakes of the past. In April important task before us-to wel
nsked the European Commission to 1989, President Bush indicated that come Czechoslovakia, Yugoslavia,
coordinate Western assistance in our support for Poland was predi- Bulgaria, ane the German Demo
support of fundamental reform in cated on tough decisions that only the cratic Republic into this process. In
Poland and Hungary. Since then, the Polish people could make. Under the December, we opened the way for
commission and the member states of leadership of Prime Minister Mazow- G-24 coordinated assistance for these
the G-?4* have committed more than iecki, the Polish government, sup- countries as soon as they met the 
$14 billion in economic assistance and ported by a majority of the people, political and economic criteria for
inwstme.ptcredits to support the ha2 not hesitated to make such tough such assistance. Now, they have
tranition of these two countries to decisions. done so.
democratic governments and market- We have also begun to work In the June 8-9 election, the Czech 
oriented economies. I would like to constructively with Prime Minister and Slovak people firmly endorsed
congratulate President Delors Antall and the other members of the the "velvet" revolution and the
[France] and his colleagues, espe- new, freely elected Hu.ngarian leadership of Vaclav Havel, Civic
cially Vice President Andriessen government. We are pleased that on Forum, and the Public Against
[Netherlands], as well as the commis- September 6, this new government Violence. 
sion as a whole for their highly will open the Budapest Environ- Yugoslavia has embarked on an 
capable efforts. mental Center, an idea first proposed ambitious program of economic and 

by President Bush last year. With a political reform. Just last week, then 2om4 othSrhGC-24 fpric ountrui Hungarian executive director, an Markovic government announced a0rganii'ition for Economic Cooperation and 
Development. At the July 1989 Paris aconomic Amnerican program manager, and broad expansion of its economic
.,Immit meeting, the leaders agreed on the need to broad European support, the center reform program. We believe this
coordinate Western a~aistance to aipport political and 
economic refcrm in Poland and Hungary. The will become a prime example of program charts a solid course forEuropean Community Commiaion, which waa acked transnational cooperation for prog- Yugoslavian prosperity. The Repubtocoordinate the proeaa, ha conveed a sriea of ress in Central and Eastern Europe. licsof Slovenia and Croatia have 
meetngs of the 24 countries. 



recently held free elections, and other 
republics are expected to hold such 
elections in the near future. 

Set against this progress, how-
ever, are rising internal tensions, par-
ticularly in the province of Kosovo. 
'rFisconcerns us greatly. We of the 
G-24 should collectively call upon the 
people, and the leaders, of Yugoslavia 
and its republics to resolve their 
difficulties peacefully and with full 
respect for human rights. Political 
and economic reform, even when fully 
supported and nurtured by friends 
and neighbors, cannot succeed if it is 
undermined by intolerance from 
within, 

In Bulgaria, w2 have expressed 
our deep concern about the fairness 
of the recent elections. Nevertheless, 
pending formation of the new Bulgar-
ian government and assuming contin-
ued democratization, we believe that 
progress toward reform has been 
sufficient for Bulgaria to be eligible 
now for G-24 assistance. The United 
States will continue to monitor 
closely the process of democratization 
and free-market reform in Bulgaria. 
We are prepared to provide tangible 
support for this process. At the same 
time, we need to keep in mind that 
G-24 conditionality is not a one-time 
threshold but a continuing require-
ment. 

The German Democratic Republic 
is, of course, a special case and needs 
to be treated as such. I believe the 
events of this week are the first steps 
toward a bright economic and politi-
cal future for all the people of Ger-
many. Pending German political 
unification, however, it is appropriate 
for the G-24 to recognize the tremen-
dous progress that has been made in 
the GDR toward political and eco-
nomic reform. 

Unfortunately, Romania has not 
yet met the condiLions required for 
G-24 support. The Iliescu regime's 
complicity with the miners' violent 
repression of demonstrators and the 
arrest of the political opposition 
raised serious questions about its 
commitment to democratic reform 

and basic human rihLts. We look 
forward to the day when we can 
include Romania in the G-24 process. 
However, we will require demon-
strable progress on both political and 
economic reform and respect for 
human rights before that day can 
come. 

The United States believes it is 
essential that we maintain the integ-
rity of the G-24 proces,. As I noted 
at the outset, this process was 
established to support Poland and 
Hungary as they moved to embrace 
the principles of political a..d eco-
nonic freedom. Following those 
principles, the G-24 has helped both 
countries to follow through on their 
own decisions to join the community 
of democratic nations. Our decision 
to expand the process to the other 
countries of Central and Eastern 
Europe recognized their progress in 
political and economic reform. The 
commission, working with the G-24 
member states, has developed the 
following five criteria that should 
determine eligibility for G-24 coordi-
nated assistance: 

o Adherence to the rule of law; 
* Respect for human rights; 
• Introduction ofmulti-pa ty 


Int ionsystems;wodbetioetoteruqe
 
o The holding of fair and free 

elections; and 
o The development of market-

oriented 


These criteria-the criteria that 
our CSCE [Conference on Security 
and Cooperation in Europe] meetings 
in Bonn and Copenhagen have set for 
all of Europe--send a clear message 
to reformers an6 iiinkers alike. 
Western assistance is designed to 
support fundamental political and 
economic reform. Its purpose is not 
to maintain the status quo or to 
revert to the problems of the past. 

We also appreciate the contribu-
tions of the IMF [International Mone-
tary Fund], World Bank, OECD 
[Organization for Economic Coopera-
tion and Development], and the Paris 
Club [official bilateral creditors]. 

These institutions are playing major 
roles in assisting the political and eco
nomic transition of Central and 
Eastern Europe,. And our policies of 
assistance shou'.d complement the 
programs of there international 
institutions. 

We believe that other interna
tional institutions that play signifi
cant roles should also be invited to 
participate in G-24 mi sterials and 
senior experts' m~etin-s. For ex
ample, the ILO [International Labor 
Organization] plays an important part 
in the working group on training, and 
the effective handling of labor issues 
is essential to successful economic 
reform in Cent.ral and Eastern 
Europe. 

We also need to be creative about 
adapting current institutions to meet 
new needs. Therefore, I propose that 
the OECD create a new affiliate 
status to meet a new need. This new 
status would be available for those 
states that have developed demo
cratic political systems, committed 
themselves to creating market 
economies, participated in the OECD 
Center for European Economies in 
Transition, and shown an interest in 
eventual OECD membership. Affii
ate involvement in OECD activities 
would be tailored to their unique 
needs and interests. Affiliate status 
would, in short, be one more way to 
foster a greater sense of inclusion for 
the newly democratizing countries. 

Before closing, I would like to say 
a few words about our proposal for a 
G-24 effort in Central America. Rec
ognizing the great success of the G-24 
mechanism in Europe, the United 
States has proposed to the 12 EC 
foreign ministers, President Delors, 
Japan, and Canada that we develop a 
G-24-like mechanism to broaden 
support for democracy and develop
ment in Central America. I have 
discussed it with a number of you and 
with the Central American presi
dents. 

At their June 18 economic sum
mit, the presidents welcomed the idea 
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as a way of maint ining international 
attention on the region's ecriomic 
and political progress, despite 
competing events in Eastern Europe 
and the Soviet Union. They believe, 
as we do, that we cannot let the great 
events of Europe lead us to overlook 
other opportunities and needs 
elsewhere. 

We have not yet worked out 
specifics of the structure and func-
tioning of the mechan. ,n,because we 
wanted to solicit views from the 
Central Americans alnd other inter-
ested governments. Although 
inspired by the East European G-24, 
the mechanism for Central America 
would be a separate and distinct 

process, reflecting the different 
realitips of the two regions. 

At this point, we see tae mecha-
nism serving two main funetin3: 
1) bringing together de,.'eloped coun-
tries and the Central American states 
to discuss needs and resources, and 
2) acting as a clearing house for infor-
mation. It might also prove useful 
for. 3) preparing coordinated nrAds 
assessments, and 4p pursuing a small 
number of joint nrr-ects too large for 
any single donor nation. 

Let me close with this observa-
tion. Last yea.- when the European 
comussion and the men ber states of 
the G-24 undertook the task of 
coordinating Wc3tern assistance to 
Poland and Hungary. it was truly a 

leaD into the unknown. No-,we are 
fully engaged in a task with a great 
iedeeming purpose: helping to bring 
the long-denied benefits of democracy 
and economic liberty to the rations of 
Central and Eastr" Europe. Work
ing through the commission and the 
G-24, o::.! collective efforts must 
continue to quicken the courage of 
the peoples we have promised to help 
in their quest for freedom and 
prosperity. 0 

Publishtd by the IJ,.itid Sta : s Depanrmcnt
of State o Bureauc PublicAffars - Office
of Public Communication 9 Washington, DC 
luly 1990 ° Editor.Stephen Johnson * This 
:r..terial is in the public domain and may be 
reprinted without permss.n: citation o this 



Socialist Economies InTransltlon The World Bank/CECE 

The Bank's Eastern and Central
 
European Program
 

T he World Bank's Eastern and 
Central European Program 
(ECEP) is an initiative origi-

nally designed to deepen understand-
ing of the problems confronting 
economies in transition from central 
planning to market institutions. The 
Bank launched the ECEP in Febru-
ary 1989 with the specific objective of 
enriching the analytical dimension of 
policy advice and, more generally, 
strengthening the quality of the as-
sistance programs. The following ap-
proaches were endorsed: 

o First, intensify work on critical 
aspects ofeconomic reform wherelittle 
is known, or where solutions to policy 
problems are not evident, 

o Second, widen the Bank's con-
tacts with outside researchers and 
institutes engaged in work on East-
ern and Central Europe. 

* Third, increase the Bank's ca-
pacity to advise governments on ap-
propriate policy reforms. 

The Chief Economist of the Europe, 
Middle East, and North Africa Re-
gion has formed a steering group to 
help design and guide the program. 
Members represent the Bank's re-
search complex, including the So-
cialist Economies Reform Unit 
(CECSE), EDI, Strategic Planning, 
the Sector Policy Department, and 
the China Department. 

In the wako of last year's revolutions 
awidthetremendousinterestandwork 
in Eastern and Central Europe, the 
ECEP has now taken on a more for-
mal role. As part of the ongoing reor- 
ganization of the World Bank's Euro-
pean department, a full-time position 
for ECEP administrator has been 
esta lisLed in the Director's office. It 
is now the locus for establishing pri-
orities for the Bank's analytical and 
research efforts-itfunds important 
comparative work on transition prob-
lems and disseminates information 
on what the Bank and others are 
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doing. Repeated urgings at G-24 
meetings to avoid duplicating efforts 
while dispensing reasonably consis-
tent policy ddvice underscore this 
preoccupation. 

In its first year of operation, after 
convening an "expert group" of 
policymakers from Eastern Europe, 
distinguished academics, and IMF 
and Bank staff, the ECEP has con-
centrated on three main areas: 

* Macroeconomic management 
during the transition to a more mar-
ket-oriented economy, particularly the 
associated questions of how to aban-
don central control of prices while 
avoiding excessive inflation, and how 
to sequence policy changes to mini.- 
mize economic costs, 

•Enterprise behavior and reform, 
including issues of monopolies, re-
structuring, and privatization. 

* Safety nets to deal with the 
social costs of adjustment, including 
severance and unemployment com-
pensation, pension reform, and hous-
ing. 

Muchhasbeen accomplishedin these 
areas, both in developing analyses as 
well as through disseminating infor-
mation through conferences and 
workshops (e.g., the Privatization 
Conference, reported on thefirstpage 
of this issue of our newsletter). 

Analytical priorities 

Overthe nextyear the ECEP intends 
to focus on thi following work: 

oThe most urgent analytical and 
research priority is enterprisereform. 
The responsiveness of micro-units to 
the changing ecunomic environment 
in reforming soialist economies is 
problematic: i is not clear that mar-
ket structure, internal enterprise or-
ganization, technology, management, 
and attitudinal patterns are condu-
cive to a strong supply response once 
prices are liberalized and financial 
constraints are applied. Without a 
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strong supply response at the enter
prise level,however, reform programs 
will flounder. 

* Privatizationand ownership 
issues are likely to be proceed slowly. 
In a broad sense governments will 
need to manage and "regulate" not 
only their "natural" monopolies but 
also firms that will be privatized. 
While considerable knowledge exists 
on the regulation of nataral monopo
lies, little work has boen done on 
mechanismsfor managingotherfirms 
as central controls fall away. 

* Reform ofthe CMEA is another 
area of concern. CMEA trade will be 
conducted principally atinternational 
prices and settled in convertible cur
rencies by earl) 1991. Because the 
most substantive proportion of this 
trade is the exchange of Soviet oil, 
natural gas and primary coinmodi
ties for infeior manufactures from 
Eastand Central Europe, the smaller 
CMEA countries will likely experi
ence substantial terms oftrade losses. 
The Soviet Union may well need to 
finance the ensuing balance of pay
ments deficits to,smooth adjustment 
over a few years. In the process, 
however, countries will become more 
heavily indebted, raising new issues 
for the continuing flow of Western 
commercial bank credits. 

• The role of the state in all the 
reforming countries of Eastern and 
Central Europe can be expected to 
undergo major changes as govern
ments withdraw from numerous ac
tivities. This will be reflected in a 
major reorganization and reorien
tation of fiscal systems as both the 
content and composition of expendi
tures change, and as revenue sources 
are shifted from turno .er taxes and 
archaic company and payroll taxes to 
more modern systems of consump
tion, profits, and income taxes. The 
manner in which this transition will 
be accomplished arid its relationship 
to the other reforms that are being 
contemplated are a continuing focus 
of an analytical work. 

June 1990 
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Socialist Economies InTransition 

* Very little work has been done 
on local government. Not only are 
local governments responsible for the 
delivery of vital social services (in-
cluding housing), they are often the 
effective owners of a large number of 
enterprises. Their role is likely to 
change significantly as reforms accel-
erate. 

* Work on social "safetynets" is a 
major focus of atLention and will con-
tinue to be part of the economic and 
sector work program. In each coun-

Quotation of the Month 

'Recognizing political constraints, I 
would urge five economic initiatives 
[for Eastern Europe], some of which 
may be out of sync with our allies, 

"The first is debt forgiveness, a new 
Bush Plan for Eastern Europe to 
complement the Brady Plan for Latin 
America. Neither political part), is 
contemplating foreign aid increases or 
granting the Executive Branch any-
thing like the flexibility it needs to 
manage prudentlyourexistingforeign 
aid program. While geostrategists 
within the leadership of the majority 
party have propounded the stunning 
thesis that the United States should 
proffer direct aid to an economically 
unreconstructed Soviet Union, my 
sense is that the driving priority ought 
to be for the United States to empha-
size, above all, the need topreservethe 
gains for freedom in Eastern Europe. 
In this context, we have little choice 
but to emphasize reducing old debt 
rather than raising false expectations 
about substantial new commitment. 

"Accordingly, I have introduced legis-
lation that authorizes the President to 
write down public sector debt in East-
ern Europe on a case-by-case basis. 

"Attendant to such an approach are 
three perplexing issues: the obliga-
tions of the commercial banks; the at-
titude of Western European official 
creditors; and the problem of prece-
dent. 

"Treasury is particularly concerned 
that the cart not come before the horse, 
that commercial banks not have their 
credit liabilities strengthened at offi-

June 1990 

try, policy advice will cover such top-
ics as unemployment compensation 
and retraining schemes, old-age pen-
sionsand social securityschemes, and 
financing and delivery ofhealth care. 
(Housing sometimes falls under this 
heading.) In addition, however, the 
ECEP will sponsor comparative ana-
lytical work and disseminate the in-
formation to the countries. 

e The environment is a major is-
sue. The Bank is playing a very 
prominent role in assisting countries 

cial expense. However, that is unlikely, in 
partbecauseofficial debtissomuchlarger 
than commercial debt in Eastern Europe, 
that the private sector will go first. The 
strategy should thus be to induce corn-
mercial debt reduction in tandem with 
official. 

"Western Europeans, who hold the brunt 
of current debt, have misgivings, but de
spite thisitis the obligationofanAmerican 
Presidency tolead. Precedent exists with 
the Brady Initiative, with the mutual 
decisions ofthe past several years to write 
down sub-Saharan Africa debt, and with 
the London Accord of 1953 in which the 
allies agreed to reduce $2 billion of Ger-
man debt in order to strengthen demo-
cratic governance in Bonn. 

"Given the Marshall Plan and post-war 
German debt restructuring, we have ev-
ery right to speak to our allies with moral 
force. If the Europeans are discomforted, 
sobeit. The fact is thatjust astheBrady 
Pian changed the landscape of interna-
tional finance with its very introduction, 
a personally stamped Bush initiative of 
this nature would so change the 
expectational framework in Eastern Eu-
rope that in one form or another Western 
European governments would be hard-
pressed not to accede. We can't prudently 
go it alone; we can insist on allied unity, 
not for our sake, but for the sake ofstabil
ity on their continent. 

"The second initiative, on which the U.S. 
Congress has already made a down-pay
ment, is to provide modest direct aid, 
preferably to advance private sector de-
velopment rather than bolster social pro-
grams or debt service. 
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in developing standards and regula
tions, incentive policies, and upgrad
ing management capacity. Much of 
the Bank's effort is thr;. ugh sector 
and project work, for irst.nite, in the 
recent loan to Poland. An increas
ingly important topic is assessing the 
macroeconomic costs of reducing pol
lution in Eastern E.uirope. 

Formore information or. ECEP,contactFarid 
DhanjiinEM4CO,(202)473.2968orChristine 
Kessides at (202)473.2962. 

"Third, the President and Congress 
should exhort American business to 
invest in Eastern Europe. The Presi
dent has agreed to help orchestrate 
private sector volunteer efforts, but 
there is no substitute for rea' Ameri
can entrepreneurial commitments. 
Investmentsinjobs as well asideas are 
in order. 

"Fourth, and perhaps most important, 
the United States ought to negotiate a 
free trade agreement with the ceun
tries ofEastern Europ and the BalLcs, 
beginning with Poland. 

"Fifth, despite budget problems at home 
and the contingent liabilities implicit 
in lending through international fi
nancial institutions, the United States 
should become a constructive partner 
in the proposed European Bank for 
Reconstruction and Development. At a 
time when substantial troop reduc
tions are under serious consideration 
in the European theater, the United 
States should replace military leader
shipwitheconomic.Nowmaybeatime 
toreduce troops; it isn't time toreduce 
economic ties. America cannot turn its 
back on Europe, especially at this time 
of such wrenching - and hopeful 
economic and political transition." 

Remarks delivered by US Representative 
Jim Leach at a seminaronEasternEurope 
sponsoredby theIMFand GeorgetownUni. 
versity, May 18, 1990. 
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The Preconditions for Eastern Europe's Economic Recovery 

D uring the past few years academics 
and political observers have fre-

quently discussed two alternative mod-
els for the reform of communist socie-
ties. The first model, pursued by Presi-
dent Mikhail Gorbachev in the Soviet 
Union, starts with political reforms and 
follows on with economic reforms. That 
pattern is now being repeated across 
much of Eastern Europe, although 
Hungary which has experimented with 
some degree of economic liberty over 
the past 20 years, is an exception. The 
second model, best represented by 
China, starts with economic reform and 
moves to political reform only later. 
Hov.ever, in the case of China the po-
litical reform movement was snuffed 
out abruptly on June 4, 1989, by the 
massacre in Tiananmen Square and the 
subsequent campaign of repression. 

Those two models are naturally 
somewhat simplistic. Economic free-
dom is only one component of a 
broader concept of freedom that in-

John G. Greenwood is chairman of G.T. 
Management (Asia) Ltd. in Hong Kong. 
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by John G. Greenwood 

cludes political freedom. There is also 
in practice much overlap between the 
two areas of freedom. For example, a 
country that accorded its citizens both 
political and economic freedom would 
presumably permit an individual to buy 
or sell a copy of a book by either Mao 
Zedong or Milton Friedman. It is hard 
to envisage a situation in which it 
would be permissible to buy copies of 
such books without also being allowed 
to advocate the ideas contained in them. 
Therefore, economic freedom is proba
bly not feasible without some degree 
of political freedom. 

Conversely, the overthrow of com
munist regimes in Eastern Europe and 
the emergence of greater political free
dom suggest that there will be growing 
pressures for economic reforms (i.e., 
greater economic freedom stemming 
from political freedom). To date that 
hypothesis is largely untested, although 
fiv., years of glasnost in Russia does 
not appear to have achieved very much 
perestroika (economic restructuring). It 
is therefore quite likely that there will 
be considerable opposition from vested 
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At aCato press luncheon, Edward H. Crane, Roger Pilon, and James A. Dor listen as Martin Lee, 
former member of the Hong Kong Basic Law Drafting Committee, discusses the difficulty of 
creating democratic institutions before the 1997 Chinese takeover of Hong Kong. 

interest groups to extensive economic 
reforms in other parts of Eastern Eu
rope. Also, political freedom alone is 
not enough to ensure economic suc
cess. On one level, political freedom 
implies the ability to participate in the 
democratic process of selecting govern
ment representatives. On another level, 
political freedom implies the existence 
of a whole range of civil liberties such 
as freedom of speech, freedom of asso
ciation, and the piotection of private 
property rights under the rule of law. 
For example, Hong Kong has never en
joyed democracy yet under British ad
ministration its people have enjoyed a 

degree of civil liberties and pri
vate property rights, which have ena

the economy to grow at an as
t~_tounding rate for over four decades. 

These initial observations suggest 
that the introduction of democracy mayfact be the easy part of refo'rm in 

Eastern Europe. To judge from the rec
ord of Hong Kong and other succes' 
ful economies, economic prosperity 
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built on five fragile foundations: 

1. the rule of law, 
2. a relatively incorrupt bureaucracy 

and independent judiciary, 
3. predominantly private ownership 

of property homes, farms, factories, and soon), 
4. tree-market prices, and 
4. a stable monetary system, 

Using that framework one can set up 
some simple measuring rods against
which to monitor progress in Eastern 
Europe over the next few years. 

The Rule of Law 

The rule of law implies equality of 
individuals or companies before the 
law. The legal framework may be based 
on common law or civil law, or on 
more feudal concepts such as those on 
which Japanese law was based during
the 10th century, but in all cases it must 
be clear what the freedoms, rights, and 
obligations of individuals in the soci-
ety are. The legal system defines and 
provides for the protection of those 
freedoms and for the protection of 
property rights. Most communist soci-
eties virtually abolished the rule of law 
as we know it in western society and 
have relied on the arbitrary rule of the 
Communist party, which has typically
shifted its ideological base as one leader 
followed another. Before World War II, 
most of the countries of Eastern Eu-
rope enjoyed the benefits of a legal 
system, but with the adoption of corn-
munism after the war, the law and re-
spect for it atrophied. If a fundamental 
revival of liberty and prosperity is to 
take place in Eastern Europe, the legal 
systems will have to be rebuilt around 
such basic concepts as individual lib-
erty and the notion that politicians and 
governments are not above the law. That 
task will not be rapidly accomplished, 

Integrity and Independence 
The rule of law also emphasizes the 

supremacy of law rather than that of 
riuenr, which requires a relatively incor-
rupt bureaucracy and an independent 
judiciary. Those are implicit in the rule 
of law, but their existence is so impor-
tant that it justifies separating them 
from the rule of law itself. Other agen-

cies charged with law enforcement, such as the police, require similar attributes 
of independence from the people or 
party in power and a relatively high 
level of integrity. Their loyalty must be 
to the law or to the system itself, not to 
a particular party or governing group 
of individuals. Societies that have been 
successful economically are typically
aso societies in which every individual
is equal before the law and firms have 
an equal opportunity to secure govern-ment contracts through open competi-
tion. Where there is discrimination on 
the basis of ideology or personal con-
tacts, or where there is outright cor-
ruption based on the amount an indi-
vidual is willing to pay under the table, 
the process of government seldom 

V
"Legal systems will 


have to be rebuilt 

around such basicC 


0mo"concepts as inldivid-

ual liberty and the 

notion that politi-

clans and govern-

ments are not above 

1the law."
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works to the advantage of the people 

as a whole. 


Yet in communist societies where the 
wish of the party was absolute, there 
was no room for decisions based on 
objective rules. Party members, bureau-
crats, and sometimes judges were above 
the law. For a telling insight into the 
relationship between communism and 
the rule of law, consider the experience 
of Miklos Vasarhelyi, the only living
survivor of the 1958 show trial of Imre 
Nagy, the deposed Hungarian leader, 
and nine others. Vasarhelyi had been a 
member of the first anti-Stalinist study 
groups in 1953. He became Nagy's press 
secretary and served a four-year prison 
term before he was released in 1960. 
After 12 years as a blue-collar worker 
he was allowed to resume academic 
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work. Recently, he summarized the. essons of 40 years of communism: .'e 
saw in 1953 that Stalinist struct,,:.es 
could not work. So Nagy started -ut
lining reforms that are a lot like '.-.at 
Gorbachev is trying to do in the So- et 
Union today. We didn't know then .rat 
you can't reform communism. We d_.2't 
know that dictatorship and legality
incompatible."1 

In the economic arena, too, the j'
sence of the rule of law and state ow -ership of the means of producti!
effectively eliminated the possibility 
free and open competition. The systL 
gave special privireges to particular st,
enterprises and eliminated the possi 
ity of government contracts being a] 
cated on the nondiscriminatory ba
of the best price at tender. The consur. 
got a bad deal and so did the gover
ment. In general terms, commun:
societies virtually abolished the mecho. 
nisms for protecting individual freedom 
and property rights and simultaneous,
adroertht somettive ous'destroyed the competitive conditior.. 

that stimulate innovation and cost cutting. They substituted instead a power. 
ful machinery for ensuring that tht 
wishes of the Communist party wer 
not countered in any area of activity
political or economic. For Eastern Eu
rope to prosper in the years ahead, ii 
will be necessary to reconstruct the ma
chinery for the maintenance of the rult 
of law; without it there is a risk o: 
reversion to the rule of party or tht 
rule of men. 

The rule of law and the relative in
corruptibility of the bureaucracy anL. 
the judiciary are the essential mecha
nisms for the protection of civil liber
ties and property rights in any society.
Without them it is doubtful that a soci
ety can expect its brightest talents to 
emerge. 

Private Property 
Incentives are the key to material 

progress. Private ownership of prop
erty offers the strongest incentive link
ing work and reward. If the government 
takes 100 percent of a man's output, 
what incentive is there for him to work7 
Moreover, the incentive to maintain as
sets in working order and to create 
new wealth derives from people's abil
ity to acquire assets (farms, homes, fac
tories, businesses) by their own labor. 
Since communist societies generally 
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abolished private property, incentives 
for work and innovation were largely 
destroyed. Three sayings widely repeated 
in Russia today illustrate that point: 
About the incentive to work, the Rus-
sians often say, "Under communism we 
pretended to work, and the govern-
ment pretended to pay us." About the 
inccntive to maintain assets in good 
condition, they say, "What everybody 
owns,nobody owns." And, in the same 
vein, "In a communist system who will 
get up in the night to tend the sick 
cow?" 

It follows that unless East European 
economies introduce private property 
ownership on a large scale, it is highly 
unlikely that they will achieve any sig-
iificant reforms in their economic sys-
ers. Hungary offers a case study of 
he problem. Despite 20 years of eco
nomic reforms (1969-89), economic 
rowth has averaged a miserable 1.6 
e ent per year since 1980. State-
wned enterprises still dominate the 
-onomy, and little real competition 
as been allowed. Inthe transportation 
•.ctor, as inall other sectors of the 

conomv, access to credit and capital:uipment by private operators has 

ienso restricted as to prevent any 
-anficant competitive threat to Volan 
,dHungarocamion, the two state-
Vned enterprises that dominate the 
icking business. As Alan Walters con-
ides, "Perestroika has been largely a 

- am" (unpublished manuscript, 1989). 

Market Prices 

Free-market pricing is essential for 
e efficient allocation of resources and 
ensure that the income that people 

1!nd capital) receive reflects their con-
:,:bution to society as measured by the 
i arket. More fundamentally prices act 

a crucial signaling device conveying 
*'ormation about the relative abun-

nce or scarcity of goods and ser-
es, labor and capital, to everyone in 

system. That information is so 
dely dispersed that no one person or 
ntral government agency could ever 

> nceivably coordinate it sufficiently 
:. set prices at the levels necessary to 
Dduce the right amounts and quality 

ioods and services, 
.'et
communist systems by and large 

lb, ndoned free-market pricing in fa-
:o, of centralized control. As a result, 
:ht.' have never produced what con-

sumers demanded, and suppliers have 
never been able to obtain adequate sup-
plies or distribute their output to meet 
demand. The Swedish economist An-
ders Aslund reported: 

The shortages are so great that 
people have little motivation to 
work, even as sloppily as before; 
enterprises see even less reason to 
deliver goods to other enterprises. 
At the same time, few of the pre-
vious commands from above-
from planners and ministers-are 
being issued. Those that are is-
sued are frequently disobeyed. 

A telling example of this cha-
otic situation has been the refusal 
of southern republics to deliver 

"Free-market pricing 
a
is essential for the 

efficient allocation 


resources and to 
ensure that the in-

come that people 

(and capital) receive 

refilects their contri-

1 i 
DUion to society. 

fruit and vegetables to the Rus-
sian heartland. Trainloads of food 
have stood rotting on the tracks 
in Moldavia and Azerbaijan. 

The supply situation got so bad 
in Leningrad that the authorities 
had to order thousands of rail-
way cars to the city. The result 
was complete chaos at the rail-
way stations-so that food ended 
up rotting on the tracks in Lenin-
grad, too.2 

Some communist countries have ex-
perimented with free-market prices 
without private ownership. That, ac-
cording to Warren Nutter, is the great 
delusion of socialism.- Without the abil-
ity to buy and sell factories, farms, 
trucks, and machinery no producer can 

adjust the quality or scale of his output 
in accordance with the needs of the 
market. As Paul Craig Roberts says, it's 
no good reforming prices if resources 
are not free to follow prices.4 China has 
attempted a partial reform of prices 
without permitting private ownership 
(except on the farms) and ended up 
with a disastrous dual-track pricing sys
tem. With some prices fixed at artifi
cially low levels and others floating 
freely at more realistic levels, it be
came a great temptation for bureau
crats and local government officials to 
appropriate state property-buying in 
the official market and selling in the 
free market. 

As always, communism bred corrup
tion. According to William Pfaff in the 
InternationalHerald Tribune: 

All of the Eastern European econ
omies are vulnerable (to asset 
stripping, corruption of officials, 
etc.). Only Hungary has an em
bryonic stockmarket to facilitate 
privatisations. Nowhere is there 
systematic and standardised ac
counting.The very vocabulary ofinternational accounting isun

known. Crucial privatisation de
cisions are in the hands of manag
ers and local officials with no 
experience in how the private 
economy functions. Reform gov
ernment leaders are more likely 
to be journalists or poets than 
economists. 5 

Similarly, when the Polish Commu
nist party transformed itself into a 
social-democratic organization, officials 
at various levels started helping them
selves to state property, either appro
priating it for themselves or selling oft 
the assets and pocketing the proceeds. 
Lech Walesa was right to complain 
"The illegally acquired property of thc 
former communist part' belongs to the 
whole society. None of the newly cre
ated parties has the right to take 
possession."' East European economies 
will therefore need to privatize on a 
massive scale and move to free-market 
prices if they are to achieve major ad
vances in efficiency. 

Stable Money 
Finally, a stable monetary system is 

essential if long-term investment con
(Con. on p 1>

K 
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tracts are to be entered into and hon-
ored. If the value of money is allowed 
to depreciate rapidly at unpredictable 
rates, individuals will seek to protect 
themselves in any way they can-partic-
ularly by removing their wealth from 
the country or hoarding it in the form 
of rare coins and jewelry, instead of 
investing it in productive resources. As 
East European societies shift from fixed-
price regimes to market prices at world 
levels, all of them will suffer from an 
enormous, once-for-all shift in the level 
of prices that will discourage many 
would-be reformers. (Thus, for exam
ple, prices in Poland have risen 540 
percent over the past year.) At the same 
time, their currencies will depreciate 
sharply as they abandon overvalued, 
artificially fixed exchange rates and 
move to more realistic, free-market ex-
change rates. In addition, if their gov
ernments continue to run budget deficits 
that are financed by the creation of 
money and credit instead of by bor-
rowing, there is the real possibility of 
Eastern Europe's sliding down the slip-
pery path followed by Latin Americancountries (where hyperinflation is 
demic) or the path followed by Yugo-
slavia (where political pressure from 
six semiautonomous republics has led 
to credit creation sufficient to generate 
an annual inflation rate of 530 percent). 

Conclusion 

Against the current background of 
elation and euphoria at the collapse of 
the totalitarian regimes that have sup-
pressed human dignity and economic 
progress in Eastern Europe for so long, 
these assessments may seem rather neg
ative. There is undoubtedly much to 
hope for, and a huge range of possible 
outcomes. One possibility is that East 
Germany and Hungary will introduce 
East European equivalents of the Chi-
nese Special Economic Zones, along 
with a legal framework that permits 
and encourages not only foreign invest-
ment but high rates of domestic invest-
ment. No doubt foreign aid and foreign 
investment will be important factors in 
the early stages of Eastern Europe's eco-
nomic recovery, but in the long run 
countries have to depend largely on 
their own efforts. Even under the Mar-

shall Plan, foreign aid never amounted 

to more than 3 or 4 percent of the GNPs 

of the recipient European economies. 
To achieve real, self-sustaining prog

ress over a number of years, East Euro
pean countries will need to foster most 
if not all of the five essential bases of 
economic prosperity listed above in or
der to stimulate sufficient domestic sav
ings to finance investment at 15 to 20 
percent of their GNPs. It will be worth
while in the excitement-and in the 
inevitable times of disillusionment-to 
make reference to those five fragile 
foundations to see whether or not they 
are being laid. If they are, the upside 

T]Ioliica.l freedom
 
impliesthe existence


of 
a whole ange

civil liberties such as
 
freedom of speech,
 
freedom of associa
thon, and the protec
tio rivate prop
erty rights under the
 
rule of law."
 

potential is obviously enormous; if they 
are not, frustration, disillusion, and 
even the reversal of the reform move
ment will be all too probable. U 
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Eastern Europe Environment Program
 

World Wildlife Fund and The Conservation Foundation's
 
Eastern Europe Environment Program was launched in 1988. The
 
program initially focused on Poland, but has since expanded to
 
include other countries.
 

Major goals of the program include:
 

o 	 empowering the public of Eastern Europe;
 

o 	 strengthening the environmental management of public
 
institutions and state enterprises in Eastern Europe;
 

o 	 promoting appropriate technology transfer and
 
environmentally sound investment in Eastern Europe;
 

o 	 building domestic U.S. support and understanding of
 
East European environmental concerns.
 

Major activities include:
 

Promoting an Environmentally Sensitive European Bank for
 
Reconstruction and Development. The new bank, scheduled to be
 
ratified by April 1991, will house $12 billion of capital for the
 
express purpose of fostering "the transition towards open market
oriented economies" and promoting "private and entrepreneurial
 
initiative in the Central and Eastern European countries
 
committed to and applying the principles of multiparty democracy,
 
pluralism, and market economics." The bank has great potential
 
to make a positive contribution to the restoration of the
 
environment of Eastern Europe. Its Articles of Agreement contain
 
a provision "to promote in the full range of its activities
 
environmentally sound and sustainable development." WWF and CF
 
is now completing a detailed study of this new bank, which will
 
include recommendations for bank structure and policies.
 



Strengthening U.S. Bilateral Assistance to the Region. WWF and
 
CF monitors U.S. assistance to Eastern Europe. It provides
 
background material and analyses and participates in the policy
 
development, with particular emphasis on the so-called SEED Act--

Support for East European Democracy -- passed by Congress last
 
year.
 

Eastern Europe Environmental Affairs Network. This network has
 
grown to over 170 members since its inception in December 1988.
 
Members include individuals from government agencies,
 
environmental groups, foundations, academia, and other
 
organizations. Periodic meetings of the network have featured
 
presentations by European visitors, including the principal
 
founder of Hungary's Danube Circle, the Vice-Chairman of the
 
Polish Ecological Club, the Director of IUCN's East Europe
 
Program, and Polish Environment Minister Bronislaw Kaminski. In
 
addition, WWF and CF also hosts a series of meetings concerning
 
environmental affairs in the Soviet Union.
 

Cooperative Policy Research. In July 1989, WWF and CF signed a
 
memorandum of understanding with the Polish Ecological Club for
 
cooperative activities. These have taken many forms, including
 
travel, preparation of papers for professional conferences,
 
participation in joint research, and development of grant
 
proposals. Policy advice has been provided on an informal basis
 
to senior officials and advisors in the Polish Environment
 
Ministry, and to other members of the international WWF family
 
working on a debt-for-nature swap in Poland. WWF and CF is
 
pursuing additional cooperative opportunities in Poland as well
 
as in other countries of Eastern Europe.
 

Technical Assistance and Training. WWF and CF is expanding its
 
Environmental Information Service, now operating in Latin
 
America, to include Eastern Europe. The service assists
 
government agencies and Non-Government Organizations (NGOs) by
 
responding to questions concerning environmental science,
 
technology, and policy. WWF and CF is also expanding its
 
established programs in NGO Training and in Environmental Dispute
 
Resolution to include Eastern Europe. In cooperation with the
 
United States Information Agency and other exchange
 
organizations, WWF and CF provides assistance and information to
 
visitors from Eastern Europe and the Soviet Union.
 

World Wildlife Fund and The Conservation Foundation works to
 
preserve the diversity and abundance of life on earth and the
 
health of ecological systems by protecting natural areas and wild
 
populations of plants and animals, promoting sustainable use of
 
natural resources, and promoting more efficient use of resources
 
and energy and the maximum reduction of pollution. With one
 
million members in the United States, WWF and CF is part of an
 
international family of twenty-seven WWF organizations throughout
 
the world.
 

For more information, contact Dr. Richard A. Liroff,
 
Director of the Eastern Europe Environment Program.
 
(Phone: 202/778-9644 Telefax: 202/293-9345 Telex: 64505 PANDA)
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RestorinQ Eastern Europe's Ecosystems: Imperatives
 
Lqr Un.Lted States Policy
 

--Richard A. Liroff
 

Whole sectors of industry are producing things in which 
no one is interested, while things we need are in short 
supply. . . . Our outdated economy is squandering 
energy. . . We have laid waste to our soil and the 
rivers and the forests our forefathers bequeathed us, 
and we have the worst environment in all of Europe 
today. 

-- Vaclev Havel, President of Czechoslovakia 

President Havel's assessment of his nation's economic and
 
environmental ills applies broadly across Eastern Europe. The
 
lifting of the Iron Curtain has revealed truly appalling
 
environmental conditions. Eastern Europe has been savaged by
 
economic development policies indifferent to the carrying
 
capacity of its ecosystems and to the health and werei1.-being of
 
its citizens. The East's central planners have demonstrated they
 
can be as environmentally callous and cavalier as fthe worst
 
private sector managers in market-orientod economies.
 

The United States, together with Western Europe, is 
supporting the economic and political transition cf Eastern 
Europe. The United States should offer a balanced, integrated 
program of environmental and economic assistance that supports 
fully restoration of a healthy environment in Eastern Europe. 
This program can help reduce the region's contribution to global 
warming and encourage use of both American technologies and 
innovative approaches to prevention of pollution.
 

-he Environmental Challenge
 

Eastern Europe's environment is a mess. Cowparable,
 
reliable monitoring data are rare, but it appears that the German
 
Democratic Republic, Czechoslovakia and Poland are in especially
 
bad shape. The region's most pressing environmental conceCns
 
include:
 

o Air Pollution. The German Democratic Republic, 
Czechoslovakia, and Poland are among the world's largest 
emitters of sulfur dioxide. The air pollution does not respect 
national boundaries. The East European states export from 59 
percent to 74 percent of their sulfur dioxide emissions. From 36 
to 59 percent of the sulfur dioxide deposited in these nations 
originates in other countries. The forests of we tern 
Czechoslovakia, southwestern Poland, and the southern German 
Democratic Republic have been devastated. Budapest, Prague, 
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Krakow, and other major cities routinely have air pollution
 
readings way above existing health standards.
 

o Water Pput oD. Drinking water supplies throughout Eastern 
Europe are heavily contaminated. Vast reaches of the Vistula 
River in Poland, which drains much of the country, are classified 
as unfit for use even by industry. The Baltic and Black Sea 
Coasts are badly degraded by domestic sewage, agrici!tural 
runoff, and heavy metals azxl organic pollutants from industry. 
Water quality problems are both domeotic and trant-boundary; 
domestic progress in combatting pollution has been vltw and 
multilateral cooperation negligjble. 

o Soil Polluton. Industrial discharges have contaminated
 
soils and domestic food iupplies. In the Upper Silesia region of
 
Poland, for example, lead, zinc, cadin.um, and mercury in samples
 
of garden produce are 30 to 70 percent higher than World Health
 
Organization norms.
 

o Hazardous and Solid Waste. Eastern Europe's mines and 
industries yield prodigious amounts of solid and hazardous waste.
 
Waste generators in Hungary .apurtedly dispose of over 500,000 
tons of hazardous wastes annually in illegal landfills. In
 
addition, substantial amounts of hazardous waste have been
 
shipped east from thq W . The GOR has reported importing one
 
miilion tons of waste annually, but GreenpeacG contends that the
 
amount of imports hao !,endisguised and is really five times
 
greater. Few safeguards have been developed to assure
 
appropriate management of the wastes.
 

o Effects on Human Health and Welfare. Anecdotal evidence 
and more systematic data indicate dramatically elevated rates of 
respiratory disease, reproductive and developmental problems, and 
shortened life spans in espe7ially contaminated regions. Such 
regions include Poland's officially designated ecological 
disaster areas, coal-burning and industrial areas of 
Czechoslovakia and the German Democratic Republic, and industrial 
centers in Romania and Bulgaria. Upper Silesia, one of Poland's 
ecological disaster areas, has circulatory and respiratory 
disease rates that are, respectively, 15 and 47 percent higher 
than national norms. Human populations have been removed from 
some contaminated areas or have been offered economic incentives 
to remain in them. For example; in Bitterfeld, GDR, labeled by 
Der Spiegel as "the dirtiest city in Europe," wages are 
comparatively high to attract workers to the area. Also 
residents are given extra money to buy vegntables, to compensate 
them for the loss of contaminated home-grown produce. 

Economic and Political Roots of the Problem
 

http:cadin.um
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Eastern Europe's heavy industries are inefficient, requiring
 
larger inputs of energy and raw materials than counterpart
 
industries in Western Europe. On average, East European
 
economies use about twice as much energy and water per unit of
 
Gross Domestic Product as do West European economies. Little has
 
been spent on pollution control, and there is virtually no
 
domestic pollution control industry. Countries have been
 
unwilling to spend scarce hard currency on western pollution
 
control technology.
 

Eastern European societies have not been "societies of law"
 
in the Western sense. Even when strong environmental laws have
 
been enacted in these nations, they have had little impact,
 
because decision-makers have not been held accountable for
 
enforcing them. Watchdog nongovernmental organizations (NGOs)
 
have been scarcely tolerated.
 

The environment has had very low priority in pl -ning.
 
Heavy subsidies for inefficient industries and the lack of real
 
pricing of goods have undercut any meaningful role for fines,
 
penalties, and other economic tools in environmental protection.
 
For example, Poland levies fines on polluters, but they
 
constitute just a very small percent of cleanup costs. Until a
 
few years ago, they were negotiated away in talks between the
 
environment ministry and other ministries. Discharge fees in
 
other Eastern Europe nations have had similarly small impact.
 
State environmental functionaries generally have had little
 
success policing state industrial enterprises. The fox has been
 
guarding the chicken coop.
 

Five Rules of Thumb for a U.S. Response
 

The principal U.S. programs to assist Eastern Europe in its
 
economic, political, and environmental transition are authorized
 
by Congress in the Support for Eastern European Democracy (SEED)
 
Act of 1989. The United States Agency for International
 
Development, Environmental Protection Agency, Department of
 
Energy, Peace Corps, and Overseas Private Investment Corporation, 
among others, are authorized to launch multi-million dollar
 
assistance programs in Poland and Hungary. SEED's environmental
 
programs include a regional environmental center in Budapest, a
 
report to be prepared by EPA on environmental problems and
 
priorities in Hungary and Poland, and clean coal retrofitting,
 
air monitoring, drinking water, and wastewater projects for
 
Krakow, Poland. Reflecting the rapid pace of change in Eastern
 
Europe, Congress is considering new legislation (SEED II) that
 
will expand programs to other Eastern European nations and
 
authorize the United States' participation in a new multilateral
 
development bank for Eastern Europe.
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Five environmental rules of thumb should guide United States
 
policy in Eastern Europe:
 

1. Emphasize energy efficiency. Many of Eastern Europe's
 
environmental problems stem from mining and burning poor quality
 
brown coal. Slowing or reducing energy demand can reduce stress
 
on the environment in a significant, cost-effective way. As East
 
European governments restructure their economies and, more
 
particularly, as they eliminate subsidies for energy, they will
 
encourage energy efficiency. If the U.S. and other western
 
nations transfer efficient technologies, they will hasten this
 
process.
 

2. Stress Dollmtion preventi on. The United States should
 
zencourage East European governments to promote process changes in
 
manufacturing, in lieu of their taking "end of the pipe"
 
approaches to pollution control. The United States is only just
 
now emphasizing process changes in U.S. domestic environmental
 
policy, after having emphasized "end of the pipe" solutions for
 
more than twenty years. These end of the pipe controls have 
generated large amounts of waste to be disposed. Because Eastern 
Europe is starting fresh environmentally, it can be a fertile 
testing ground for pollution prevention approaches. 

3. Promote Cost-Effective Apropriate Technologies. The U.S.
 
government also should encourage East European governments to
 
develop cost-effective solutions to pollution problems at
 
existing sources. Hordes of vendors of pollution control
 
technology have descended upon Eastern Europe, hoping to sell the
 
new governments pollution control technologies that can remove
 
nearly all the pollutants from waste streams, but often only at a
 
very high monetary or energy cost per unit of pollutant removed.
 
It might be better to promote broad use of alternative
 
technologies that, on a pound for pound basis, cost less to
 
operate. By doing so, more clean-up of existing sources might be
 
obtained at less cost. All new sources should be required to
 
meet the most stringent western standards.
 

4. Build Self-Reliance by Stj en jhencinEducation and
 
Institutions. Eastern Europe boasts a well-educated population
 
and a rich tradition of scientific innovation. Unfortunately, in
 
recent years, it has been cut off from the latest developments in
 
environmental science and technology. The United States should
 
invest in the development and upgrading of environmental
 
curricula, the training of officials at all levels of government,
 
and the education of a new cadre of industrial managers. Both
 
ministries and enterprises will need assistance taking an
 
integrated approach to management that incorporates economics,
 
technology, and administration. The U.S. should take as an
 
example a landmark World Bank-funded program for Poland. The
 
Bank is funding the staffing and training of a new planning and
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investment unit in the Environment Ministry, creation of a new
 
regional regime for managing watersheds, and development of 
environmental auditing for state-owned industries.
 

As part of its institutional investment, the United States
 
should promote innovative economic approaches to environmental 
management. Domestically, the United States has relied heavily 
on "command and control" approaches that prescribe the techniques 
that must be used to reduce discharges. These have been
 
supplemented on a small scale with such economic incentives as 
EPA's policies for trading air emission privileges. East
 
European officials have expressed considerable interest in
 
economic incentive approaches, recognizing that these may produce 
environmental protection more efficiently than traditional 
regulatory approaches. The United States should support the East 
Europeans' development of these innovative techniques, and their 
multi-media approaches that take an integrated approach to 
reducing discharges to air, land, and water. 

The investment in people should include the NCO cc.mmunity.
 
Environmental awareness and organizing have grown dramati ally in 
Eastern Europe; nascent environmental organizations ha' -sen
 
key 1>ayers. in the region's democratization. But envi-::r:±ntal
 
organ-zations suffer from lack of information and resz::-es. In
 
many cases, they. lack the most basic supplies and equ:nent
 
needed to carry out their activities. They need technical
 
information, and they could benefit from training in organizing
 
programs and reaching out to the public more effectively.
 

The United States government should encourage East European
 
countries to adopt strong policies tor informing and involving
 
the public as they revise their environmental programs. The
 
United States' tradition of public information and involvement is 
markedly stronger than that of Western Europe. In Eastern
 
Europe, until recently, environmental data have been treated as 
state secrets, and environmental dissent has been suppressed; 
the United States should push hard for freedom of information and 
involvement.
 

5. EncouraQe Envirgnmentally Soulid InvestMent. The United 
States should press an environmental agenda on the new, $12 
billion European Bank for Reconstruction and Development, i> 
which it holds a 10 percent share. (The European Community 
nations hold just over 50 percent.) The bank will be investing 
in both the public and private sector in Eastern Europe. It 
already has become the first multilateral development bank whose 
charter requires promotion of "environmentally sound" 
development. But that mandate must now be acted upon. Priority 
should be given to clean, efficient technologies and to ensuring 
that new investments are scrutinized for their environmental 
soundness. 

The European Community nations are pushing for an
 
environmental code of ethics for western investors in Eastern 
Europe, and the United States should join in this effort. 
Occidental Petroleum, a U.S. corporation, provides a promising 



7/5/90 6 

example in this regard; as a matter of corporate policy, it
 
builds new facilities in foreign lands that meet U.S. or local
 
environmental standards, whichever are more strict.
 

The United States, together with other western nations,
 
should encourage development of a pollution control industry in
 
the East to serve both eastern and western markets. Strong U.S.
 
support for strict enforcement of laws by new environmental
 
administrators in Eastern Europe will further foster home-grown
 
pollution control industries.
 

The Challenge Ahead; The Need for Sustain 1eve o_-pint-In
 
Eastern Europe.
 

Development strategies in Eastern Europe have been both an 
economic and an environmental failure. Much of Eastern Europe is 
a wasteland. Tens and perhaps hundreds of billions of dollars 
will be required to restore the environment. 

One frequently hears the question, "Will the East Europeans 
be willing to pay for clean-up?' This question assumes there is 
a trade-off between economic well-being and a sound environment. 
Trade-offs and hard choices undoubtedly will be necessary, but 
they should not be overstated. First, an enormous economic price
 
already is being paid. Poland's present pollution is imposing
 
damage estimated at 10 to 20 percent of its Gross Domestic
 
Product. Second, many of the worst polluters may be the most
 
inefficient operations. As subsidies for energy are eliminated,
 
market prices introduced, and other adjustments made, many
 
facilities will become uncompetitive and will shut down. The
 
environment will benefit. Third, steps taken to make remaining
 
operations more economically efficient, by reducing resource
 
consumption and making cther process changes, will yield
 
additional environmental benefits.
 

Political forecasts about Eastern Europe have been
 
notoriously wide of the mark in the last few years. But it is
 
reasonable to believe that in heavily impacted regions where
 
forests are dying, babies are born prematurely, children are
 
retarded, men and women die young, and the search for clean air
 
takes people to distant areas, there will be considerable public
 
willingness to endure unemployment and other economic
 
dislocations for the promise of an economically and
 
environmentally sustainable future.
 

--Richard A. Liroff directs the
 
Eastern Europe Environment
 
Program at World Wildlife Fund
 
and the Conservation Foundation.
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Relatively little is known about environmental conditions in
 
Romania, because of the Ceausescu regime's veil of secrecy over
 
environmental data.
 

Romania is much less dependent on coal for its energy than
 
other East European nations. It relies on imports from the
 
Soviet Union and domestic oil and gas for 64 percent of its
 
energy needs.
 

The Danube Delta is Romania's most noteworthy ecological
 
feature. One of the largest reedbeds in the world, and home to
 
more than 160 breeding species of birds, the delta is a major
 
stopping point for birds migrating between Europe, the 
Mediterranean, the Middle East, and Africa. In the late 1960s 
and early 1970s, hundreds of thousands to over a million ducks 
were counted in the region during the winters. The Delta has 
been damaged by draining and diking, a product of Ceausescu's 
promotion of irrigated agriculture and construction of a shipping 
channel.
 

Pollution is greatest in five heavily industrialized 
regions. There is serious contamination of air, water, and soil 
by heavy metals. Characterizing the impact of two factories 
the town of Copsa Mica, a New York Times reporter has writt2n, 
"For about 15 miles around, every growing thing in this on
gentle valley looks as if it has been dipped in ink." 
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Mining and burning of coal lie at the root of many of Poland's
 
environmental problems. It is the world's fourth largest
 
producer of coal and seventh largest emitter of sulfur dioxide.
 
Coal supplies 78 percent of the country's domestic energy needs.
 
Coal mining operations discharge 7,000 tons per day of salts into
 
the headwaters of Poland's two major rivers, the Oder and the
 
Vistula. Mines and industries produce large amounts of solid and
 
hazardous waste; severe pollution of land and water by heavy
 
metals is reported.
 

Between the late 1960s and early 1980s, Poland's water
 
quality deteriorated dramatically. The proportion of rivers 
(measured in kilometers) class;ified as suitable for municipal 
water supply dropped from 33 percent to 6 percent, while the 
proportion so polluted as to be unfit even for industrial use 
rose from 23 percent to 38 percent. About 60 percent of the 
Vistula is unsuitable for industrial use.
 

The government has designated 27 "areas of ecological
 
hazard", encompassing 11 percent of the country's area and just
 
over a third of its population. Five of these are "areas of
 
ecological disaster." The five include Gdansk on the Baltic
 
Coast, the copper mining and refining region of Legnica-Glogow in
 
west central Poland, and the contiguous, industrially-impacted
 
areas of Upper Silesia, Krakow, and Rybnik in southwestern
 
Poland.
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Oil and gas satisfy sixty percent of Hungary's energy demands,
 
yet air pollution is a serious problem. It is especially
 
pronounced in Budapest; automobile emissions are a major
 
culprit.
 

Water pollution is a priority concern. Most of Hungary's
 
water enters the nation in degraded condition from its
 
neighbors. (This includes the Danube, which enters Hungary after
 
passing through West Germany, Austria, and Czechoslovakia.)
 
Groundwater contamination from overuse of agricultural chemicals 
in Hungary poses a risk to public health. Water in hundreds of 
villages and towns is unfit to drink. Lake Balaton has been the 
focus of a major clean-up effort; much progress has been made 
eliminating the phosphorus that contributed to the lake's
 
decline.
 

The proposed Nagymoros Dam on the Danube River has been the 
most prominent Hungarian environmental issue in recent years. 
The dam is the lower portion of a large hydroelectric project 
that will affect about 200 kilometers of the Danube. (An upper 
dam is being built at Gabcikovo in Czechoslovakia.) After h-o.ing 
ignored several years of public outcry and scientists' fore a ,s 
that the project would disrupt the groundwater system supp. 
Budapest's drinking water, the Hungarian government recent., 
agreed to abandon the dam.
 



Yugoslavia 7/5/90
 

Yugoslavia's environmental problems have not drawn as much 
attention in the West as those of other East European nations.
 

As they enter Yugoslavia, the Danube and other rivers are
 
substantially degraded, a result of upstream industrial,
 
municipal, and agricultural discharges. (West Germany, Austria,
 
Czechoslovakia, and Hungary are upstream on the Danube.)
Yugoslavia's largest JAAI.erna rivLr, the Sava, flows through the 
greatest industrial concentration in the country. The Sava is 
categorized as suitable only for irrigation and industrial uses
 
or as requiring special treatment prior to any use.
 

Northern Yugoslavia is more industrialized than the south,
 
producing concomitantly greater pollution, but concern about
 
industrial discharges is found throughout the country.
 
Yugoslavia's forests are subject to lower levels of sulfur
 
dioxide deposition than forests in the German Democratic
 
Republic, Czechoslovakia, and Poland, so they have not
 
experienced the substantial damage found in these other nations,
 
but there is concern that levels of sulfur dioxide may increase
 
in the future.
 



German Democratic Republic 7/5/90
 

The German Democratic Republic (GDR) is the richest nation in
 
Eastern Europe, as measured in terms of Gross National Product
 
per capita. But this conventional measure of economic well-being
 
fails to capture fully the toll the GDR's industrial machine is
 
taking on human health and the environment.
 

The GDR depends on brown coal for 70 percent of its domestic
 
energy demand. It is one of the largest emitters of sulfur
 
dioxide in the world. Until recently levels of air pollution
 
were treated as state secrets. Data now being released reveal
 
that in such centers of heavy industry as Leipzig, Halle, and
 
Bitterfeld, average annual levels of sulfur dioxide in the air
 
are five times the U.S. standard and average annual levels of
 
particulate are thirteen times the U.S. standard.
 

The impact of pollutants on human health is readily
 
visible. In the Pirna area near Dresden, children have unusually
 
high rates of neurological and motor development problems. Near
 
the coal processing facility of Espenhain, fifty percent of the
 
children suffer from respiratory ailments, and 33 percent suffer
 
from eczema.
 

The GDR is the most industria. -'zed nation in Eastern :a 
but, by one estimate, as much as 60 :o 70 percent of its che-. ca
industry could be forced to shut do.- i if it were subject - to 
West German environmental standards. Much of the industz-: might 
be uneconomic to operate anyway. One chemical plant near
 
Bitterfeld discharges 44 pounds of mercury into the Saale River
 
each day, ten times as much as the yearly discharges of mercury
 
by the major BASF chemical facility in West Germany.
 

The GDR has been a major dumping ground for West German
 
domestic and industrial wastes. West Germany is now being
 
reunited with its wastes and will need to address this legacy.
 



Czechoslovakia 7/5/90
 

Czechoslovakia, dependent on brown coal for 60 percent of its
 
domestic energy, is the sixth largest emitter of sulfur dioxide
 
in the world. Northern Bohemia bears the brunt of the impacts
 
of coal-mining and burning. Government studies leaked several
 
years ago indicated that life expectancy in northern Bohemia is
 
several years lower than the average for the balance of the
 
country, and rates of infant mortality, childhood illness, and
 
respiratory illness are markedly higher. Those willing to work
 
in the area for ten or more years receive cash bonuses; skeptics
 
among the citizen.- label the funds "burial money." As in the
 
German Democratic Republic, large swaths of forest are devastated
 
by air pollution.
 

As are other East European nations, Czechoslovakia is
 
reassessing the role of nuclear power in meeting its energy
 
demands. The Chernobyl accident raised public concern
 
throughout Eastern Europe about the safety of nuclear power, but
 
the public's ability to chance government policies was limited.
 
In January 1990, the government announced it was suspending plans
 
to construct two nuclear reactors in Temelin, in southern Bohemia
 
near the Austrian border. (Two others are scheduled to go on
 
line there in 1992.)
 

Prague, Czechoslovakia's capital, suffers from severe air
 
pollution problems, especially in winter. The pollution stems
 
from auto emissions, household burning of coal, and factories.
 
(Prague's factcries generate i1 percent of Czechoslovakia's
 
industrial production.)
 

Prague's city planners cannot account for about 80 percent
 
of the estimated 40,000 tons of hazardous waste produced in the
 
city each year.
 



Bulgaria 7/5/90
 

Bulgaria, less industrialized and less dependent on coal for its
 
energy, does not have as pervasive an air pollution problem as
 
other East European countries. But it does have "hot spots" of
 
industrial pollution. Health statistics, previously treated as
 
state secrets, hLve only recently been released. Bulgarians
 
living near industrial complexes have markedly higher instances
 
of numerous diseases and, in some cases, levels of heavy metals
 
two to four times standards set by the World Health
 
Organization.
 

Because of widespread harvesting of trees, heavy
 
contamination of air, water, and soil from industrial pollutants
 
and agricultural chemicals, and for other reasons, 40 percent of
 
the country's bird species, 25 percent of its mammals, reptiles,
 
and amphibians, and 20 perc- t of its plant species have been
 
designated by the Bulgarian -cademy of Sciences as endangered or
 
rare.
 

Bulgaria's coastal resort trade is threatened by continuing
 
decline in the quality of the Black Sea. The Danube River, hich
 
forms part of the boundary between Bulgaria and Romania, drains
 
the agricultural, industrial, and municipal waste of eight highly
 
i ustrirlized countries into the Sea. (Other nations with Alack
 
S_- coar-: include the USSR, Romania, and Turkey.) Under t'.e
 
stress c; nese discharges, and as a consequence of reduced
 
inflows o: freshwater from rivers that have been dammed for
 
energy and irrigation, the depth of the oxygenated upper
 
freshwater layer of the Black Sea has diminished.
 



A MOSTrDEADLY

TRADE
 

Poisonouswastes, products, and even entire industriesare heading 
to the Third World and Eastern Europe as environmental 

regulations tighten in the West. 

BY HILARY F. FRENCH 

0 ne of the man' skeletons that 
has emerged* from Erich 
Honecker's closet since the fall 
of his oppressive East German 

regime in November of last year is full news 
on the extent of toxic waste imports from the 
West, particularly West Germany. Green-
peace West Germany has estimated that more 
than 5 million tons of waste was imported by
East Germany annually. Since the revolution 
last autumn, enraged East German citizens 
have demanded, and largely received, official 
assurances that the deadly trucks w'ill no 
longer be crossing their borders. 

The inter-German toxic trade holds a 
particular irony. Towns on the West German 
border had long worried that their aquifers 
were being contaminated by East German 
dumps filled with Western waste; Now that 
the country isto be reunified, West Germany 
faces the added liability of financial responsi-
bilirv for cleaning them up. 

As regulations tighten and disposal costs 
rise in the industrialized world, toxic waste is 
being shipped around the world for burial, 
In a similar vein, as chemicals like pesticides 
are more tighdy regulated, the industry is 
looking abroad for markets for those prod-
ucts that h2ve been banned or severely re-

stricted at home. In some instances, whole 
industrial plants are being exported to loca
tions where environmental regulation is lax 
and labor cheap. 

The tightening of environmental regula
tions in the West isresulting in the export of 
hazard to vulnerable Third World and East 
European countries. Though the German 
predicament is a special case, it serves as an 
apt metaphor for the global trade in poison.
As the Germans are so painfully learning,
shipping problems across borders does not 
make them go away. 

Ships of Fools 
There had been rumors of attempts to ship
hazardous wastes to the Third World for 
y'ears, but in 1988 confirmation came in the 
form of two highly publicized shipments of 
toxic ash from Philadelphia's municipal in
cinerator that would read like a comedy of 
errors if their results weren't so tragic. 

The Khian Sea set sail in August 1986. For 
a year and a half, it quietly toured the Carib
bean Sea looking for a taker for the ash. It 
gained notoriety in January 1988 when it 
dumped a portion of its load on a Haitian 
beach, claiming it was fertilizer. When the 
true identity was discovered, the Haitian 
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government demanded that the ash be re-
loaded and taken away. At that point, the 
ship up-anchored in search of another 
home, leaving behind a pile of ash that re-
mains today. 

After touring five continents and chang-
ing its name three times, the Khian Sea dis-
charged its toxic cargo in an undisclosed 
country in late 1988, or so its owners say. 
The international environmental group 
Greenpeace claims the ash was dumped in 
the Indian Ocean in November 1988. 

The Bark, owned by the Norwegian firm 
Bulkhandling Inc., illegally dumped its load 
on an island near Conk.ry, the capital of 
Guinea, in late February and early March of 
1988. After a diplomatic furor in which the 
Norwegian Consul General to Guinea was 
arrested, Bulkhnfdling finally agreed to haul 
the ash away in July. 

The coup de grace, though, was the dis-
cover%, of the Koko, Nigeria, hazardous waste 
disaster. In 1988 the small fishing village 
found itself in the international spotlight 
when 8,000 drums of highly to:dc waste, 
including methyl melamine, dimethvl for-
maldehvde, ethvlacetate formaldchvde, and 
about 150 tons ofpol.chlorinated biphenyls 
(PCBs), were discovered in the backyard of 
villager Sunday Nano. An Italian waste dis
posal firm was held responsible. 

Visitors to the site described conditions 
worse than anyone's imagination. Some 
drums were "popping from the sun." Others 
wvere smoking. Acid fumes reportedly 
engulfed the village. 

The local villagers were appallingly igno
rant of the danger posed by the waste. "The 
odor comes to the compound. It is every
where," Nano told the African Concord, a 
weekly Nigerian newspaper. "But, to be sin-
cere, it has not worried my health. I even 
walk in some places with bare feet. My chil
dren do the same." 

It's impossible to know how many other 
Kokos there are around the world. Because 
much of the trade is presumed to take place
illicitly, no reliable tallies or -ecords exist., 
Greenpeace estimated in 1988 that more 
than 3.5 million tons of toxic waste were 
shipped to less-developed countries between 
1986 and 1988, of which roughly 3 million 
tons went to East Germany. At the time, 
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Greenpeace stressed that this was undoubt
edly the "tip of the iceberg," a hunch con
firmed by the group's subsequent estimate 
of the more than 5 miflion tons that ended 
up in East Germany each year. 

Professors Andrew Blowrs of Britain's 
Open University and Denis Smith of Trent 
Polytechnic estimate that Western compa
nies dumped more than 24 million tons of 
hazardous wastes in West Africa alone during 
1988. Of that, Guinea-Bissau received 15 
million tons and Benin up to 5 million. 

The United Nations Environment Pro
gram (UNEP)'s magazine, Our Planet, re
ports that as many as 115 shipments of waste 
have been received by 15 dce'loping coun
tries, among them Argentina, Morocco, 
Senegal, and Thailand. 

In the United States, the ha7-rdous ex
porting trend is clearly headed upward: 
Notifications of intent to export hazardous 
waste filed with the Environmental Protec
tion Agency (EPA) went from 12 in 1980 to 
626 in 1989. Though the bulk of these 
notifications are for Canadian-bound car
gos, proposals for shipments to the Third 
World account for a growing share. 
., ____._________..... 
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Getting Tough with Dumpers 
The incident at Koko jolted the world into 
action on the growing toxic trade. Several 
proposed waste shipments to the Third World 
were exposed in the press; most were subse-
quentv abandoned. The Organization of 
African States issued a stinging declaration, 
calling the export of wastes "a crime against
Africa." Many developing countries began 
the process of passing laws to prohibit the 
import of waste, with penalties to exporters
ranging from stiff jail terms and multi-mil-
lion-dollar fines, to the death penalt. in 
Nigeria's law\. At last count, 81 countries 
have passed import bans. 

The outcry against Koko and other highly
publicized waste export schemes injected a 
new sense of urgency into talks already under 
way in Basel, Switzerland, under the UNEP 
auspices to develop an international treaty 
regulating transboundarv waste shipments.
The treat- that emerged i, March 1989 
would put in place a s\,term of "prior in-
formed consent," requiring exporting na-
tions to notify recipient governments of 
intended shipments and receive their ap-
proval. Also, the proposed disposal facility 
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would have to be "environmentally ade
quate." Although the treaty has been signed
by 53 nations, it has been ratified by only
four. It cannot enter into force until 20 
countries have ratified it, which may take a 
few more years. 

Many environmentalists and leaders of 
developing nations were disappointed xith 
the results from Basel. They had hoped for 
a complete ban on the trade in hazardous 
wastes, noting that "prior informed con
sent" could easily be subverted by corrupt or 
uneth-al governmental officials, or by bu
reaucratic or logistical obstacles. Many third 
World countries had lobbied for a clause 
stating that disposal sites meet the standards 
that exist in the shipping nation. This provi
sion was deleted in the final negotiations due 
to objections from industnal countries. 
African countries refused to sign the treaty 
due to its inadequacies, although Nigenia
indicates it is now willing to do so.

Environmentalists also objected to the 
exclusion of radioactive wastes from the Basel 
treat-\. Although no confirmed cases of ra
dioa,:tive waste export exist, there have been 
numerous rumors. In separate efforts, the 
E,-opean Community and the International 
Atomic Energy Agency are drafting treaties 
to regulate radioactive waste exports with a 
system of prior informed consent. 

Those disappointed by the Basel Accord
 
can take heart in a European Community
 
agreement reached on March 22nd of this
 
year to ban exports of toxic and radioactive 
waste to the 68 former European colonies in 
Africa, the Caribbean, and the Pacific. For 
their part, the developing countries party 
to the agreement have consented not to im
port wastes from any non-EEC countries. 
While this pact is the biggest step taken to 
date against toxic trade, it still leaves more 
than 50 developing countries vulnerable 
to exports. 

Efforts to introduce strengthened legisla
tion in the United States have been less 
successful. A system of prior informed con
sent that has been in place since 1984 was 
found by an internal EPA audit to be iddled 
\with holes. Numerous bills in Congress have 
been introduced over the last few \'ears aimed 
at tightening the law by banning exports 
except under stipulated circumstances, such 
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as to countries with whom the United States 
has bilateral agreements. Not one has passed. 

In Eastern Europe, where political liber-
alization isslowly revealing the past extent of 
the toxic trade, new restrictions are being 

A fter 
touringfive continentsand 

changingits name three times, 
the Khian Sea dischargedits toxic 

cargo in an undisclosed 

country inl late 1988, or 
so its owners say. 

implemented. By one estimate, East Ger-
many earned 10 to 20 percent of its hard 
currency income from waste imports under 
the old regime. Poland, Hungary, and 
Romania are also known to have engaged 
heavily in the waste trade. 

Now both East Germany and Poland have 
banned all industrial waste imports. But 
concern persists that the new governments, 
desperate for money, will allow waste to slip 
through the cracks either by falsely declaring
it to be harmless household waste or by 
misleadingly claiming that the imported 
waste will be recycled, 

Pesticides that Kill More than Bugs 
A less dramatic but perhaps more insidious 
form of hazardous export isthe sale in other 
countries of products banned or restricted 
for use at home, such as pesticides, chemi-
cals, and pharmaceuticals. 

Reliable data on the extent of this global 
trade just don't exist, but it's safe to say the 
export of oudawed pesticides isbig business, 
For example, the United States, which ac-
counts for a quarter of world pesticide pro-
duction, exports between 400 and 600 
million pounds of pesticides annually. The 
U.S. General Accounting Office (GAO) esti-
mates that about 25 percent of this are pesti-
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cides either banned or severely restricted for 
domestic use. 

As ,ith hazardous waste, developing 
countries are ill-equipped to confront the 
threat posed by pesticides. Most don't pos
sess the regulatory mechanisms to evaluate 
the risks of various pesticides or to ensure 
that the chemicals are used according to in
structions. Also, protective gear for pesti
cides is worn infrequently because it isn't 
suitable for tropical climates. Additionally, 
warning labels on imported pesticides are 
often written in languages farm workers 
can't read. 

The World Health Organization (WHO)
estimates that one million pesticide poison
ings occur annually around the world, 5,000 
to 20,000 of which result in death. The vast 
majority of poisonings and deaths occur in 
the Third World. 

There are indications that pesticide manu
facturers are eagerly eyeing the East Euro
pean market. Indeed, U.S. Secretary of 
Agriculture Clayton Yeutter toured Poland 
and Hungary last November and concluded 
that U.S. pesticides and fertilizers were just 
what farmers in those countries needed to 
boost their output. Many of the chemicals 
subsequently requested by the Polish and 
Hungarian governments were unregistered, 
severely restricted or about to be phased out 
in the United States. 

Paternalism or Protection? 
The international community has made sig
nificant progress in recent years in moving to 
control the export of hazardous pesticides 
and other products. In 1989, the U.N. 
Food and Agricultaral Organization suc
cessfullh negotiated an agreement on a sys
tem of prior informed consent for a list of 
potentially dangerous pesticides. UNEP 
negotiated a similar treaty covering the ex
port of other hazardous chemicals. Both 
treaties are expected to enter into force this 
year. As in the negotiations over hazardous 
waste export, there was considerable contro
versy over whether or not bans would have 
been preferable to prior informed consent. 

A similar debate is taking place mithe 
United States. Current Naw requires notifi
cation but does not stipw.,te the need for 
consent. A bill has been introduced in 
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Congress that would ban the trade in outlaw 
chemicals outright, although the EPA, for 
one, opposes it. "The bill takes an extremely 
paternalistic view, imposing U.S. criteria for 
risks and benefits on the rest of the world," 
says Linda Fisher, EPA's assistant adminis
trator for pesticides and toxic substances. 
"We need to strengthen, support and respect 
other countries' regulatory programs and 
decisions, not impose our regime on them." 

Advocates of prior informed consent in 
the case of both hazardous wast,:s and haz-
ardous products argue that a ban violates the 
sovercign.' of the importing country by
denying it the freedom to make the risk/ 
benefit anah'sis for itelf. The other main 
concern, if not the main concern, with 
unilateral bans is that companies in other 
exporting countries could just step in to fill 
the breach. International bans would avoid 
this problem. 

Proponents of the "ban" approach-
Greenpeacc, other environmental groups,
and many developing countries--counter 
that prior informed .uj-cn: doc not work. 
Studies by the GAO and EPA's own internal 
watchdog group have exposed numerous 

cases in which required notifications were 

either incomplete, grossly misleading, or 

never sent. In addition, the notifications are 

frequently not written in the recipient 

country's language, or do not reach the 

right person. 


Secondly, ban opponents point out that 
developing countries themselves generally 
support a ban because they know they are ill-
equipped to handle something so bureau-
cratically burdensome as a notification 
scheme. For example, corrupt officials can 
easily be bribed by prospective exporters 
into signing the necessary consent form. 

Finally, an industrial nation that allows 
hazardous exports pays an indirect cost. 
Shipping wastes out serves as a disincentive 
to reducing the generation of waste at home, 
which is the only true solution to the prob-
lcm over the long run. In addition, it penal-
izes domestic waste haulers who play by the 
rules, because their customers might look for 
less-expensive disposal options overseas. 
With pesticides, harmful residues often re-
turn on imported food, a phenomenon 
known as a "circle of poison." 
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Industries in Search of Lax Laws 
Perhaps the ultimate form of hazardous 
export is the relocation of whole manufac
turing plants to parts of the world where 
standards are unusually lax. 

W th
 

the prospectof
 
reunification, West
 

Germanyfaces the added 
fces 

liability of cleaning up the 
hazardouswaste it dumped 

on its eastern neighbor. 

Somewhat paradoxically, the first concerns 
about Western industries seeking "pollution 
havens" in the Third World were voiced not 
by those concerned for health and environ
ment in the recipient nations, but by indus
trial and labor interests at home that argued 
against tiIL. adoption of strict domestic envi
ronmental legislation in the industrialized 
world on the grounds that massive unem
ployment would result as industries fled. 

Though these fears of a wholesale exodus 
have not been borne out, H. Jeffrev Leonard, 
senior fellow at World Wildlife Fund/The 
Conservation Foundation, headquartered in 
Washington, D.C., has found significant 
amounts of flight in the case of very hazard
ous industries, such as asbestos, benzidine 
dyes, a few pesticides, and some mineral
processing industries. 

He has also found that certain countries, 
such as Ireland, Mexico, Romania, and Spain, 
have intentionally pursued "pollution ha
yen" strategies to attract foreign investment. 

According to Richard Forrest, Japan ex
pert for the National Wildlife Federation, it 
is generally accepted in Japan that as envi
ronmental regulations became stronger at 
home, hazardou& industries fled overseas. 
For example, an affiliate of Japan's Mitsu
bishi Chemical Company, the Asian-Rare 
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companies in the Tyumen region of Siberia 
and a joint venture by U.S., Japanese, and 
Italian firms to build a gas and chemical plant 
near Guriev in the north Caspian region. 
Katasonov and other environmentalists fear 
that the plants will not adhere to Western 
environmental standards. 

Another joint venture, a polyvinyl chlor
ide plant to be built in the Ukraine by Occi
dental Petroleum Corporation, was recently 
put on hold in the face of protests by Soviet 
and American environmentalists. The New 
York-based Natural Resources Defense 
Council (NRDC) expressed deep concern 
about the proposed plant: "Occidental ap
pears to want to engage in a form of 'envi
ronmental dumping'; that is, taking advan
tage of cheap feed stocks produced with 
minimal or no pollution controls in the Soviet 

> Union to manufacture less expensive prod
f, xo~ ucts for the world market.":1 The export of hazardous industries raises 

interesting policy questions. It issometimes 
suggested that one way of tackling the prob-

Earti, Company, extracts compounds forelec- lem would be to require multinational cor
tronic equipment from monozite ore near porations operating in foreign countries to 
the small town of Bukit Merah, Malaysia. meet the environmental standards of their 
Local environmentalists believe the plant's home country. A panel of the Japanese Bar 
dumping of radioactive thorium just outside Association recently recommended that 
its gates is to blame for unusually high leu- Japan pass a law to mandate this. Similar 
kemia rates in t-e region. Asian-Rare Earth's legislation has been introduced into the 
managing director, Tamio Shigenobu, ad- Japanese parliament, although it is not ex
mits in a recent book that it would have been pected to pass. 
impossible to locate the facility in Japan due The debate over such proposals resembles 
to tighter regulation. the "To ban or not to ban?" controversy re-

The Soviet Union and Eastern Europe are garding dangerous wastes and products. It is 
also vulnerable to pollution dumping. With commonly argued that requiring industries 
the dismantling of the Iron Curtain, there operating abroad to meet domestic environ
has been an explosion of interest in joint mental standards would violate the ight of 
business ventures between Western firms the receiving country to set its own standards 
and Eastern Europe and the Soviet Union. -in effect to choose for itself if it \ishes to 
Much of the proposed investment isin envi- accept pollution as the price of prosperity. 
ronmentallv harmful industries such as oil Others counter that the governing elites 
development, mining, and chemicals. in much of the world are not responsive to 

"The USSR risks being transformed into the best interests of the majority of their 
an 'ecological colonv'-a 'raw material' ad peoples. Given this realit,, shouldn't the 
junct for the development benefit of capital- governments of exporting countries retain 
ist countries," wrote Soviet political econrj- the right to guarantee that their overseas 
mist Valentin Ka-asonov in a recent article in investment is not harming human health and 
thc Earth Island luurnal. the environment? 

Controversial projects cited by Karasonov An alternative strategy would be to level 
include a petrochemical complex involving the environmental playing field by imposing 
Japanese, West German, U.S., and Italian an import levy on products produced in 
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countries with low environmental standards, 
Lax environmental standards can create a 
formidable international trade advantage: 
The U.N.-sponsored World Commission on 
Environment and Development reports that 
in 1980 the industries of developing coun-
tries exporting to Organization for Eco-
nomic Cooperation and Development coun-
tries (i.e. Western Europe, Japan, the United 
States, Canada, and Australia) would have 
incurred pollution control costs of a mini-
mum of $5.5 billion if they had been re-
quired to meet the environmental standards 
then prevailing in the United States. 

Taxing products ofthe impoverished Third 
World might seem tantamount to protec-
tionism against those most in need of open 
markets. However, notes the World Corn-
mission report, "It is in the developing coun-
tries' own long-term interests that more of 
the environmental and resource costs 
associated with production be reflected in 
prices." One way to make such a tax more 
palatable in the developing world would be 
to link it with financial assistance for en-
vironmental protection. 

What all of these measures are pointing 
towards is a world where environmental 
regulations are harmonized at the level ofthe 
highest common denominator. Toward this 
end, an effort is being made within the 
United Nations to develop a n.n-binding, 
environmental "code of conduct" for multi-
national corporations. In addition, Western 
Europe is rapidly, moving in the direction of 
common standards in preparation for crea-
tion of the European Common Market in 
1992. Environmentalists are pushing for 
Eastern Europe to be included in any envi-
ronmental agreement so that it does not 
become the dumping grounds of Europe. 

Global Sovereignty 
The core argument against strict controls on 
the trade in toxic wastes, products, or indus-
tries is that such controls would violate the 
heretofore sacred principle of national sov-
ereignt)y. But this argument neglects one 
critical reality: in an ero when both the 
environment and the economy are global,
traditional notions of sovereignty are no 
longer adequate. 

For example, wastes dumped in one coun-
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try can contaminate an aquifer or a river that 
supplies drinking water to several different 
countries. Pesticide residues on food affect 
not only the citizens of the country where 
the food was grown, but the consumers in 
the many different countries that might 
import the produce. Industrial accidents 
can send dangerous winds or effluents across 
borders. One country setting itself up as a 
pollution haven penalizes countries and 
industries that are trying to be clean. In such 
a world, safeguardirg health and environ
ment is no longer pure]' a national concern. 

Yet international law does not vet ade
quatelv reflect this reality. According to 
David Wirth, senior attorney with NRDC, 
the law generally recognizes a country's re
sponsibilities to consult its neighbors on any 
activities that might be likely to result in 
transboundarv pollution, but hazardous 
exports don't qualify. Even environmental 
impact assessments of hazardous exports, 
which would give potential recipient coun
tries the data necessary to make informed 
decisions, are usually not required. 

The outline of an international law that 
might fill this gaping hole is contained in the 
1987 report of the World Commission to 
the United Nations. Out of the set of legal 
principles it recommends, article 13 is per
haps the most important. It declares that 
"states shall apply as a minimum at least the 
same standards for environmental conduct 
and impacts regarding transboundarv natu
ral resources and environmental interfer
ences as are applied domestically"-i.e., do 
not do to others what you would not do to 
your own citizens. 

The U.N. Conference on Environment 
and Development, to be held in Brazil in 
1992, pro\ides an opportune time to trans
late this recommendation into a binding 
agreement that settles the matter once and 
for all. 

Just as West Germany' has discovered that 
sending its waste to East Germany was not a 
lasting soluion, so must the world 
understand that shifting hazard to others is 
morally unacceptable and environmentally 
disastrous. 0 

Hilary F. French is a senior researcherat the 
Worldwatch Institute. 
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E u rw %erecordEuro 
While we all should applaud the turn of Eastem 

Europe, and the embryocuc turn of the Soviet 
Unon. to more democratic and market-oiented 
tooetes, we must ask where the WA.S are to 
come from to fiue this trans4ormntIon, 

Only one countr, East Germany. wil hav 
good access to funds. Tlus zs because West 
Germany stands ready to provide the credit. 
West Germany isfinarcally strong. Its financial 

situtions are wel cpitalzed, and its b s 
corations are Rnerl-a highly lu.qui

Moreover, the riks of providing funds to East 

Germany are imited. The e moTuc and financial 
itegration of the two ountres will befo 

by poitical uruty. Thus, East Germany will be-
come part of the buiness and tinancial structure 
of the West. Tls is an important sigular 
differetc fron the other Eastern European 
couintres, esgemally from afnancun perspective. 

To be sure, &11this will not cam cheap. 
Rebuilding East Gernany will add to financing 
demands on the Federal Reptiblic. German inter-
est rates will he mtreased in order to quell 
jtfiauoeary pressue. But while its cost wdl n+.s, 
cedit will be available. 

No other country in the East is in such a 
fortunate poition. With the ex--.ptm of Ro-
mana, all still have large exte,-,al debts to both 
Western governments and private bank credi-
tors. These amount to about $50 billion for the 
Soviet Uno. $40 billim for Poland, $20 killon 
for Huingary, $18 billion for Yugoslavia. $10 
billon for Bilma and $6bilbon for Czehoov-
lIa. To eervice this debt, all will need to generate 
ather a trade surpls, borrow additional ffnds or 
have foreigers make substantial equity invew-
Merts 

Where are them funds to .m'e from? S 
c torat= ,vare likely to be attracted to the 
market potential in Eastern Europe. They w 
therefore use their own aedit strength to put in 
place some factories, products and services with 
the expectation that in the long run they will be 
le to repatriate earnings. A few, such as Pepsi. 

will take vodka or something else ii exchange. 
Thee coqorate investments will be modestly 

helpful, but no more. The political uncertainties 
that are boun to prevail during the tramitton to 
a decentralized ecocomic msim wil deter lrg-
er.cale invesment. Thus, coplorate fur cm-
tet be expected to overcome the heavy burden of 
i weak infrastructure anda decaying idustrial 
plant and can hrily lit the Eastern European. 
couities to an vaernthad~y o Pon-
e-,,-, 

A trt,-W grc o h mg be 

the large iterato commeral banks, but 
here. too, access if likely to 6e vet) limted. 
Beides the sabitanti idebtedness already 

owed by the Eastern European counties. recent
with international lending generaly 

has been very disappoting. Western European 
_x,_perence 

banks have already written off many of their 
loans to less-developed countries, and American 
banks are still provi g for them. In addition, 
ALLCasr banks are ro required to maintain 
tougher capital ratios than a few years ago when 

lending to dw!opag cash.tmes was 
flourishing. wnd their loan portfolios relative to 

therasatera notre strate 

funds. Even themrot credit-worthy borrowers in 
the industrial countries are borrowing at near 

infhoton-adipsted interest rates. rangingfrom 3percent in Japan to over 7percent in 

Canada. The Eastern European counrimes and the 
Sovet Unon wold not be viewed by the market
place as prim boat and thus would have to 
pay stiffer rates to gain access to funds on 
coner'cial terms. But high interest rates mi
crease the debt burdens, a very srious con
sieratio for marginal borrowers 

Te only v bk lterr. ve, llf'efore. is the 
Thevon onviable oil fintcing from the 

major industrial countries. AMarshall Plan of the 
type that reinviorated Western Europe after
World War II might be in order. The Urted 

States. however, is not inaposition to spearhead 
such an effort Imniediately after the war. the 
United State- towered over all other nations inall 
major respects-militarv. pobtcalv and econom
icaly. Our fuiancial tristitutions were strong and 
highly luid, and our corporatons had the capaci
ty to expand. Moreover, the aid provided by,the 
United States went to countries vith an embed
ded i:stor of economic decentalim:on. The 
situation isfar different today. 

Given today's realtres, an alternative verson 
night le aconsortium of major industrial coun
tries that would pmvi grants, aid ard soft loans 
to the count-er in the East. Such an initiative 
would clealy put the issue inthe correct light
namely, that meeting Eastern Europe's financing 
needs isa political pronty and not amatter that 
Lan be left to a standard market detemunatoii of 
nsk and reward 

But no one Lsser'ously talking about an official 
funding program anywhere near the srze of the 
Marshall Plan. That effort was huge: measured in 
current (1990) dollars. it amounted it)more than 
$125 billion. Some clam an ambitious aid pack
age today for Eastern Europe would hemore in 
the reighborhood of $50 bilon. Yet, govem
merits inthe Wet are not damoring to fund such 
a consortium. 

The U.S. govenrt has a huge budget 
cleficit. The United Kingdom is in a period of 
tight moniy. Japan will most lkely go sJow until It 
has settled its dispute with the Soviet Union over 
the Northern Islands. While Germany has its first 
allegiance to financing East Germany, it never
thele-is isurging financial aid for Eastern Europe. 
especially for the Soviet Union. In pair, thi, 
reflects the German effort to win support from 
the Soviet Unm for poitical unuati of Ger
many.

The recent creatn of the Eurooean Devel
ocenent Bank isavery modest step in the right 
dfrectsen. It isan official nstitutimn wdl) sup
ported. i - k- r,+notx e grants. 

On balance, k teems that the West, indealing 
with the astsstance to the Eastern Eutropean 
-osiitries, will ho tZ on advice. t ci help 
and moral mipport, bitt rather sli-I on cash. 

Tle writer ispresidentofHenry Kaufman & 
C. Ir.,a manageM- and 
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xactly a yFeREIGN 

column argued that 
western Europe should 

take the lewd in drawsin up ". 
new Marshall Pln" for eastern 
Europe The Idea was not very 
popular among western econo-
mists, but politically I wis on 
the right wavelength A few 
days later, at the G7 summ~titi 
Pars the EturopWan Comini 
&ion wu entrusted with co-or-
diAtting aid to eastern Europe 
from a group of 24 countries. 

A year Later the discu ion 
appears to have moved on. The 
G7 leaders in Houston are 
locked in argument about aid 
to the Soviet Union The carp
for aid to eastern Europe is 
taken as read. 

Ten days ago the Orijaa-
tion for Economic Co-operation 
and Development. in its six-
monthly report on the world 
economy, stressed, quite cor-
rectly. that "the key to succe'ss-
ful development Is not prtm.ar-
ily finance from abrod, 
although this can help" Tiat 
in no way contradicts toe 
validity of the Miarshall Pla., 
concept. The Marshall Plan 
was. precisely, an effort by the 
US to help Europeans help 
themselves, and today there la 
an argument among econonuc 
historians about the nature of 
the help it gave: was It An 
objective economic stimulus, 
or was its importance really In 
the psychological Reld, con. 
vincing Europearu that there 
was hope, that hard work and 
investment could bring
rewards' It doesn't matter all 
that much, because either way 
the precedent is relevant to the 
situation in eastern Europe. 

Many people probably una-. 
me that the equivalent of a 
Marshall Plan for that region is 
already in place. It is not. The 
bad news in the OECD report 
is that on present form there is 
no prospect of finance from 
abroad materialising on any. 
thing like the scale that is 
needed. In fact It questions
whether net resource f'lu;w 
from the West evensill com-
pensate eastern European 
countries for the income they
will lose by the ending of 
Soviet energy subsidies (con-
servatively estimated to have 
been worth 35bn a year). 

plight of Poland. which has 
been by far the boldest country 
in taking the leap straight to 
market pnce-, with consequent 
severe hardship for much of 
the population, and now the 
prospect of rapidly rising
unemployment as well. Accord. 
ing to the Polish finance minis' 
terLeszek Balcerowict (hero o: 
western monetarists. "without 
a solution to the Polish debt 
problem society cannot 
Irnprove its sundard of living, 
and it is not known how long
the public's patience can be 
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Edw rd M ortimer puts the casean e s e ur afora suropean 
recovery program me 

stretched." It Is against this 'lie Archbishop called on 
background Ihat the rising other Christian !eadera to 
political tensions within SoIl. respond by learning "to speak
dainty should be understood, 

Other eastern European 
cototnes have lesa acute debt 
problems, but In all of them 
there is a real danger that. 
without western financial 
assistance. balance-of.pay. 
menta problem will choke off 
the recovery of investment, 
and of living standzrds. And 
probably even more sgnitfcant
in the long run is access to the 
western European market, 
especially for agricultural 
products. Histoncally. eastern 
Europe was an important 
source of food for western 
Europe. This pattern was di-
rupted by the cold rar, but 

The bad news is that on present form there 
is no prospect of finance coming from

abroad on anything like the scale needed 
.......... .. 


Particularly desperate Is thia agreements." 

now the EC's common agricul.
tural policy threatens to per. 
petuate the disruption As the 
Commission's "background
brier euphemistically puts it. 
"self-restraint agreements coy. 
ering agricultural products are 
in force with most eastern 
European members of Com. 
econ. Trade n these products
is therefore excluded from the 
corresponding co-operation 

In short, while eastern Eur-
peans still have a great deal to 
do "to help themselves," their 
chance of success depends on 
the West. and especially west-
ern Europe, taking a much 
more generous attitude than it 
has so far done. Meanwhile it 
has become a western fashion 
to wring one's hands, as the 
Archbishop of Canterbury was 
doing on Sunday, rbout "the 
spectre of fresh and rival Euro. 
penn nationalisms which have 
been the ultiaute cause of two 
global wars." 

and act together on a wider 
level than the nation state." 
That may sound like pious
rhetoric, but in the 19403It was 
precisely what western politi.
cal leaders did. In wester 
Eturope today nationalsm can 
si cause violence on a small 
scale (especially after football 
matches) but no one expects it 
to provoke another global war, 
or even a local war between 
nation-states. Why' Because 
the econcmies and societies of 
western Europe have been 
woven together In a shared 
prosperity. That did not hap. 
pen by accident. It was brought 
about by acts of policy, of 

which the two moat signriftcant 
were the Marshall Plan and the 
creation of tile European Coal 
and Steel Community.

Both were largely the work 
of Europeans, but stimulated 
by American leadership and 
American economic leverage.
Throughout the late 19i03 and 
early 19M the uniflmction of 
western Europe was one of th-e 
main objectives of US foreign 
policy. Americans bad twice in 
30 years been caught up In 
wars caused by "rival Euro-
pean nationalisms" and were 
determined to avoid another. 
Marshall did not announce a 
unilateral US aid programme 
to Europe. He called on the 
Europeans to agree on a joint 
recovery programme which the 
US would fInance. The pro-
gramme was in fact drawn up
(with American advice and 
assistance) at a conference of 
European states. later nstitu, 
tionllaed as the Orgian..sation
for European Economic 

Co-operation, which later still 

expanded into the OECD. 
One feature of It was the cre. 

atlon of a European Payments 
which lasted until 1%8. 

This enabled European states 
to aasat each other's recovery
by retAing and spending 
within Europe the currency 
te earnev from exports to 
each other This too was 
encouraged by the US although 
it involved discrimination
 

aginvolveia od n 
was contrary to deeply held 
American economic principles.

Not long afterwards Jean 
Monnet persuaded Robert 
Schuman to launch his plan
for apooling of France and 
Germany's most strategic
interests, arguing that an 
Interpenetration of the two 
economies under a suprana
tionil authority wculd make 
war Lmpo',ible In a way that 
mere Intergovernmental 
co-operation never could This 
project too was encouraged by
the US. as was Its abortive 
(bc:suze prniature) succes.or, 
the plan for a European 
Defence Community.

Isn't It akut time a sundiar 
onnectlon vs drawn between 

ecoromic need and political 
dan6er in eastern Europe' Thi 
time last year I identified 
lintr-earl.European co-opera.
Lion as one respect In which 
the Marshall Plan precedent
regrettably could not be fol. 
lowed. because ci"the uneven 
pace of politiczl development 
in different eastern European
countries." at that time only 
Hungary and Poland appeared 
ready to undertake the neces. 
&ary reforms. Now Czechoslo
vakia has Joined them (we 
need not worry about East Ger
mranyl. and the Balkan coun. 
tries are in a st-te where eco
nomic leverap could well up 
the scle between democracy
and dictatorship The difflcul
ties about econcma.r co-opera. 
lion Arise from lealousies and 
suspicions between the states 
concerned, and from a shared 
dislike of the phoney uniry pre
viously impsed through Com
econ. But those are actually 
reasons why an Inistive from 
outside Is necessary, and why
it must come from the West. 

The Soviet Union is clearly 
more problematic, if only 
because of its sheer size, and 
needs to be treated as a case 
apart. But western Europe can 
and should play Its part in the 
consolidation of last year's 
democratic revolution In east. 
ern Europe. The time has come 
for the EC to proclaim Its will. 
Ingness to provide financial 
assistance, and market access 
on preferential and concesion. 
ary terms, to those eastern 
European states that widl join 
together In a programme of 
recovery through co-operation
and the pooling of ri.-iurces. 
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U.So Aid to Eastern Europe Far Exceeds Original, Modest Offer
 
By John M Gushko 

.- Jl , 

When President [lush last July declared 
III Poland and Hungary that -the Iron Cur-
(:tn ha. fIguni lo pat .* ii oui had ai,- idea 
triwt .1year later the United States would be 
ziuding more than $1 billion to back h s 
pVr[4e to help Eaitern Europe "walk its 
ouln path' away from communrn. 

Suice then, Ameri'a involwneent with 
4'.ern Europe has ranmoed frow nujut i-

t. tatiocl efforte nchi s orgianmng $14 
b4jn in support from the teoild's 24 rkh-
tq,. industrial countries to halt Polanid' run-
a.a inflaton to smaller nation building" 
ventures such as helping Polesi and Hun-
1,rrVns fathom the intricacie- of parl men-
kji.ty procedure, voter re iztrai.koa and 
Za,1l-business mnrlagement. 
1,Tiese efforts hive far outstrnpped Bush', 

Qv .nal,riodest offer of $I0 million In 
Cyrs to Poland and $25 mdon to Hunga-
s to nurture dmocray nd fee enter-

prs' That was only 1 cent on !he dollar of 
0= $1T-Iicn ola,nd l ay o/"power show a genuine conmitnient to dem-centoahedr0islnod. Pi tratic pluralism. 

Itlkaty .- ot L.awrence S.crt'l.ry Stat 
1-.igielurgli. wit uvwt'-we (ie program 
that has made the United States-along 
with We t enriaty .,ad jaan --one of the 
big hlthic ,unriurg Westerin overnments aid-
tng Poland and Hluingry. 

On ilhe s.rtae. the $1 liilin U.S. con-
isibutikoi is a distant third befhind West Ger-
niany's $4 3 billion and Japan's $2 billion 
but while i:mo..tof the Gertiatti and Japanese 
aid. as well as those of most other contrib-
uting nations, is for dvb; relief and credits 
with strinigeti rbititlutis oni how the Pol-
,th government can use them, 70 percent of 
the U.S. aid is III relatively unrestricted 
grants that do not require repayment. This 
puts Washington neck and neck with Bon . 
as the region's biggest financial angel. 

And the U S. program is still expanding. 
Although [ush rCmAIn reluCtaiit to extend 
direct U.S. aid to the Soviet Uno-., the pro-
gram is stretching beyond Poland and Hun-
gary to Czecholovakia aid YugosLavia and 
could also be extended to Bulgaria and Ro-

rmania if the coinitnuitust governmients stiIl in 

.. Bush said then that the United States 
=Wdn'l afford more. But. presured hard 
bgrCongress, he a ,greed te C&Lnethe 
figure by the enI of 1989 to I .otlW of af-
mw tlbillion. 

Ci.tics insist that more is needu. R. 
Mark Palmer. a former U S. arihassador to 
Rwigary now heading a private .irvebinrent 
iarurtium. recently told a congressional 

liscarig (hal "the scale or the effort has 
bee too small and tlhe pace of iifkrmenta-
tioll to slow." 

"We are doing our share and then some," 
i Robe."t senvir aide to,phed L. Batry, a 

And. as it did last fall, Congiz!ss appears 
determined to boost aid fur Eastern !uroipe 
In oitooliig year well above the $3J04 iil-

hun first proposed by Blush. 
The Setsie Foreig Relationis Comirrnitec 

yestcrd&,y approved legilAtiun that nir!udt-s 
roughly twice as much direct Id as the ad-
it-inlshratuoii h.id proposed, and also .iulhir-
rizes lechnial assistance to (ti Soviet 
Unon The acton caie after the $535 iil-
fuit bill was approved by I0 ormntee 
[)einocrats. in the face of a boycott by 'he 
c.ottiiiiittee's Itepubliato 

Similar aid legislation that does not pro-
vide for technical assitance it Muticow las 

already tbcn approved by th, H e For-
eigi Alais CUoiiiiitf. 

The adninistration demand for what a 
setiur U.S. olicial called "ni:,x.nuni Ilex-
ibility" to shift money to deal with unexpect-
ed new evetls and circumstances rellrt Is a 
strotg adnihstration feeling that tlie trew 
Eastern Europe needs sums far greater 
than the Western allies can provide. Utider-
scoring this worry. U.S. ulliL:aL6 ay. wsdis-
appinlment over the apparent reluctance 
thus far of private U S. !irnu to t k invezt- 
mentt ti Eateri Europe. 

Henry Kaufman. a leading Wall St retl eco-
noauconsultant. agrees that private-sector 
contributions will be limited at best. ie re-
cettly rented that "curlcrale investitents will 
be inoderately helpful, but no more.* Eastern 
Europe, Kaufman added, noust find i3 mjor 
source.- of new lunding elsewhere, 

le pegged "an ambitious a.; package to-
day for Easterns Europe" at around $50 bi-
hon. but noted tha! Western countries "are 
not clamrning to fund such a consortium., 

arid the United States is not ti a position to 
spwarhead such an effort . . It .eems thatthe West. in dealing with t1w i,iliice to 
the East European cuuntrics, w:ll be lung (tt 
,wdv:ce. technical help and moral suplort, 
bu-t r lr short on ca=.h 

Said one U.S, official, "We were firced to 
jump into the deep end without reilly knoiw-
ig what we were doing We Nix-nt irios if 
tlie first year learning how to swim." lie 
ioltld llit s4ic 25 fe.derarl aitltiir res are 

involved III ld givilag " d hd Io hive 
their duties arid priurilies sorted Out." 

So. the adiniriistratii bet up the "'Lrr-
diliting nitechainisiri for I-astem Europlan 
asbstance" headed by Eagleburger with 
Michael J. Bokin. chairman c. the Council 
o! Economic Advisers, arid Johia h. Robson, 

deputy Treasury secretary. ab hir depu-
ties-tht czar and the little czars," to oth-
er5 in the Iuriucracy. 

U.S. olKial. say it wdl be three to five 
years before most East European rations 
cain efl tively arinorb mas.sive aid for nmajo 
structu.al changes in deir econornmes. 

In Czechou!ovakia, Preadcrnt Vaclav 
Havel's new dembcratic goveronient haa not 
dtcided o the long-range economic direc!,, 
to follow Even in count. i, such as Poland 
and Yugoslavia. where the governnts 
know where they want to go. there is an 
acute shortage of trained managers to help 
them get there. 

For that reason, many U.S. officials favor 
a reLatively small amout of aid-up to $40 
million-earmarked for helpng Eastern 
Europe end four dcades of communisn and 
move toward "democratization' of poli= 
and "privatizatiun" of ecanomic Ide. 

The agencies helpng ,clude the Peace 
Corps, whose volunteer are fanning out 

rough the region; the National Endown-

meat for ) ocracy. a fedrilly fund pr--
vale intilution already heiping Eastern Eut-roe's fledgling democratic parties to learn 
the techniques of voter registration and ed-
uttion, the Agesny litertatiunal Devel-
opiiie'tii. wh;h has c trat ed with variut.s 
Anir .iii universitics and think tanks to pro- 
vide telinical aid in business and municipal 
mi.rieit. aid the USIA. which Is trying 
to irind greatly the iniied cultural arid 
-dutatolial ativit'5 It was allowed tSere 

before the htllrp.e of to.iniunaIsi. 
Thr USIA his divided its at htivles Into 

four broad arc'ai. They are the Alexander 
ll.1niltu : f'rograi, for free eCtriplise, 
itianageonrit training arid entrepre eur-
bip; the Samuel Coripers V.ogram, !ree 
trade urionisni. and labor-management re-

latrons; the Noah Webser Program. for 
English teaching, educational curriculum 
reform and creation of a free press, and the 
John Marshall Program, devoted to the rule 
of law and legislative and judicial reform. 

USIA and other agencies have a growing 
list of activiies, from exchange programs to 
bring Anerican expe~r.a to Eastern Europe 
and potential East European leaders rere; 
to creation of an American chair -I th.- Bu
dap ,t School of Economc (forrrierly Karl 
Marx University); and the tranalaticor. into 
Polish, Russian and Hungarian of a.inunal 
works on Am%: can derocracy such at the 
Constitution and th'e Federalist Papers 

fle adnumnistration expects shorty to 
name the drector o the U.S.-funded Pieda 
Institute, to help create newspapers. nag
a.res and broadcasting operations free of 
government control. To oversee thi-ngs. 
USIA hopes within the next year or two to 
establish U.S. cuitural centers in Ws.rnaw, 
Prague and Budapest, and hbrariest ii ,.
uJAva and Leipzig. 

The objective Ls' to create cadres of 
younger, fleaible. outward-looking peopleable to help their counlrieb conpete with 
the West through changed work habits. 
xnoderniz d industrial plants. improved en

viron ieira c.onditiois", reduction of inm- 

moth foreign debts arnd access to credit and 
investment iunds 

These "big ticket ilems" will continue to 
abborb nost U S. aid. Co g essional sources 
expect about $75 million to be earmarked for 
the recently created Eurolpan [lank for Re
roUitucici and Development. which will 
lend mocy to overhaul the East European 
econones ; most of the balance will go into 
direct grants for ititlar purpobs, especi lly 
for a start toward cleaning up Easterti Eu
rope's badly abused envrominweit. 

v.. 
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Prague's Plan to Aid Moscow
 
yuropean Bantk for Reconstruction 

By Anthony M. Solomon and Development. The money would 
and John Edwin Mroz flnance exports of industrial and con-

sumer goods from PoLL-, Czechoslo-
ile v aka and Hungary to the Soviet 

'omic t Ummi This plai wouldn in. accomplish 
meeti n tro things. alleviate shortages in theSovit Union and combat ruing plant

ouston- is fo-closures and unemployment in thedon tquestion of aidto the Soviet Union, hardly anyting 
is being said about the fragile econo-
mies of Poland. CzechoslovakLa and 
Hungary. which are suffering from 
the monetary and economic unitica-
tion of the two Germanys. There Is a way to address both issues simulta. 
neously. 

Anticipating bankruptcies and 
plant closures. East German compa. 
nies are canceling import and export 
contracts right and lef. As a result, 
Eat Germany's trade with Poland, 
Czechoslovakia and Hungary has 
fallen by 15percent to 20percent in
the last six months, 

In the long run, these three nations 
should restructure their economies to 
respond to the dynamic growth of a 
unified Germany. But Lhe transition 
from subsidized and centralized state 
economies o global markets ind 
hard currencies is bound to be drawn 

iztand painfuL 
What can be done? The C.echoilo-

vaks have an interesting regional 
solutin. 

They are calling on the West to es-
tablish a special fund In the new 

Anthony M. Solomon. former presi-
dent of the New Vork Fer. is chair-
manof the Cenie, for Soviet and East 
European Economic Transition cu the 
Institulefor East-West Secunty SLud-
its. John Edwin Mroz is the inti-
tute'spresidenL 

three counLries. It would aLrs erable 

W est's credit 
to help
East's trade. 
_ 

the countries to maintain a major 
portIon of their mutual trade (how. 
ever uneconomic and uncomptiive
by the itandards of the West). which 
serves our interest in a stable tranul-
tion to democracy and free markets. 

France's President, FranqoLs Mit-
terrand, and the German Chancellor, 
Helmut Kohl, are pushing for Large
direct credits to the Soviet Union. 
They may yet overcome Washing. 
ton's resistanc to such aid. But 
everyone's interests can be better v-
cured by the indirect approach put
forward by the Czechollovals Govern-
ment. 

Poland, Czechoslovakia and Hun-
gary would be required to uie the 
money they earn n such exports for 
modernizing their producton facill-
ti-s and infrastructure. 

The Sovset Union wouid "repay"
the dollar credit by Investing al IS 
own economy (in rubles) an amount 
equal to the totaJ credit The invest-
menu wouk' be subject to appr'sval 

by Western financial experts 

How much would benceded' The 
Czechonlovaks suggest $16 billion 
15 billicn annually over three years to 
be >entonEatEuropeangoodsplus 
$1 billion for Soviet purchases of 
Western equpmenL But even more
moderate sums would achieve the 
plan'stwinobjectives.. 

In addition, il is essential that the 
West provide the working capital for 

temporary clearng and 
unon to help the three counties 
mantan mutual trade, production 

a...on payments 

aon peod. The counthes have 

agreed, beginning next January. toprice their trade with each other at 
world market pnces payable in hard 
currencies. But unless there is a 
clearing arrangement to liquidate the 
net balitoces penodically, trade vol
umes will drastically decline. The 
money, it should be pointed out, would 
be paid back as the transition process 
moves farther along.

The world did not anticipate the in
pact that German monetary and eco
nomic unification would have on 
neighboring countries, which are al
ready struggling with the trasition 
to market economies. There is a dan
ger - to date, only privately ex
pressed - of a new division between 
rich and poor countries along the 
eastern border of a united Germany. 

Bonn has expressed a sense of polit
ical responsibility for is neighbors, 
but its spending on unification is al
ready massive and the source of 

nomecontroversy at home. Thus,
Bonn should agree to shoulder the pri
mary financial responsibility for the 
Czecho.ulovak plan, but not to font the 
entire bill. If the plan Is to succeed, it 
will have to have the support of all the 
Weftern industrnal powers. 0 
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Junk Central Europe's Factories and Start Over
 
By Prr.u F DRichEx economic leader. biggest. F.cause its raw material is lIg-bution, repair and maintenance, banking 

E'erybod) in the 198.9-a But failure to turn around the economfall of few nile-a sulfur laden. ash nch. soft coal- arid insurance, restaurants lai-drps. dry 
shr: months ago-was sure that German tesof Central Europe. and fast, would its costs aredouble those of its petroleum. cleaners arid so or. Services. as we know, 
untlicaion would take %ears Similarly. the surely trigger a mass exodus of despainng using competitors across the border in can come into being practically oenwigh: 
curent common wisdom isthat liquidating people from the East-a larger-scale repe. West Germany And reducing ltgnite's life and without much investment Allthe% re 
the Stalinis: economies of Central Eu tition of the fight of 3.000 East Germans a threatening pollution to the minimum ac. quite is a lo.- -ntrepreneur And since 
ripe-East German.,s Czechoslovakia and day' that inundated West Germany before ceptable level would drive up costs by an factory workis w Central Europe haue 
Hungar 'all areas that before World s ar the B,'rlin 'Aall crumbled last autumn And added two-fifths or so been badly paid. shtfting into service work 
II were econonically fully de%eloped .- it prolonged mass unemployment were the Yet. typically there is little alternative often means making more money Eu 
%ill take man, years Actualls. the price for the turnaround, it would evoke employment available in the areas in ropes bes chance for d successfu: Lurr, 
changes are coming with lightning speed. the same response "I am optimistic." said which the. overmanned or obsolete buildingaround may then lie in rapid]. a 
and there is no slowing or stopping them a Vesi German publisher when he told me plants are located Stalinism deliberately thriving service sector 
For the goods turned out byCentra: Eu of his buying a number of East German organied its political control around one The biggest question regarding Centra! 
ropes plants have become unsalabie newspapers "But its a high-low poker big plant or Industry that dominates its Europe's turnaround isa politica: one Vid, 

By 1991.Volkswagen expects it,make game with the biggest stakes ever region Zwickau, Wit-owice and Bitterfeld governments refrain Iror'. doing the wrong 

2"ir5,Rabbits in a plant in Z ick3u. East To produce 250.000 cars a year in are all single-employer towns It is pre- thing.. however popular they migrt be' 
The worst thing Europe s governmentsGerman%. that last year turned out K.000 

could do-and the one they are alas mostc'! teep tin%.espensive and ctironicall. mal 
functioning Trabant cars But what is that D o ara gemenf lkely to do- is subsidize coninuing indus 

plant going to make during these next five tnal overstafling Unless Central Europ, s 

Years" Not a single Trabant can be sold manufacturing plants becomecorpetii 
no" tha! can for less a Czech fnend said, "we could find someone there will benvcEast Germans bu, "If only, ven fast turraround Cu:

monp , bigger and infinitel% better \"iest hke your Mr. Le",tt who built the Lezntowns in Long ting piecemea! is the wrong moe in a 

ern mad- Fords. \'olkswagens. Opels or turnaround, and the most expense moe 

Fiats Central European made tetile. ap Island and around Phdadelphtaafter World War I" 	 inthe end. One must beaby to tell peop!e. 
"'Ve re done with cutting Let ssarr buiidphances. toy%1,hand t(ouls processed fcids 

no one an\ing Ottherwise lou.s workand shces ha. c all be ome similarly unsal Zwickau. Volkswagen expects to employ nc cisely there, however, that jobs wll have 
anl- and are indeed. no longer on the more people than had been employed in to be cut the most. Productive Jobs 
sitre sheles in Berlir.. Budapest and Trabants There financial assistance gier.the same plant to build 50.000 In are substantial employment op- Any - and 
Pragu And eter the lusiest other words. four out of every five Trabant in Europe. quite bit be begovernment portunities Central Many a will needed-should 
sbsid%could no: make a Wkestern manu workers should never have been on the workers will be needed, for instance, to re. aimed at creating ne. productre jobs 
facturer put into its automobile bodies the payroll build the obsolescent, dilapidated factories There might also be a need ic pro'vide in 
hea'.% and pockmarked sheet steel that Central Europe s 'host efficient steel that are Stalinism s legacy To convert come maintenance-e g . lollowing early 
'ntra! European roHing mills turn out mill. "ilkowice in Czechoslovakia, pro. Zwickau into an efficient Volkswagen plant retiretent But subsiidizing unprcductiue 

F,,rCentral Europe to regain a modi duces about the same tonnage it did in should keep one-third of its present work and redundant jobs car. oniy obs'ruct ecc. 
c.. o! prosperit,. its industries must be. 193k.but with a substantially larger work force busy. Rebuilding Central Europe's nomic recovery. It ultimate:'. endangers 
conep p*.daclr.P and competuite in no force. In the WAest.even an inefficent steel industry could provide jobs for something social stability 

,
'. a! a!lThis requires. how er.that in mill turns out 2',times the tonnage per like 51' of the total industnal work force, it Equall, dangerous would be protecing 

dustria'emplihn be slashed more worker it did 50%ears ago. or about three is estimated It won't come cheap, though. Central European industries from co..p,:, 
draslia! , tI.., it hase',er beer slashed, times what Witkowice does Volkswagen. for instance, plans to invest tlonwithin Europe There 'lbe, nigh bar 
P-.: ir a se.ere aepression East Ger Euer the plants in Central Europe that S3billion in Zwckau-more than it Should riers in Europe against Japan and Sut"
 
n.ai. stntal labor fort e numbers nine rm have kept abreast of technology, are over cost to build such a plant from scratch In Korv'a. But rapid Europear econorni ir.:.
 
;1- oa:i.fa ,:alp pulatinn of 16 mi. staffed The Tungsram works outside of East Germany capital will not be much of grarion must not be sacrifhced to the sho:
 
Iv.r.\es: Ge'rnar. economrists. including Budapest. of which General Electric re a problem. howe%er. Vesi Germany has tern' problems of Central Erop
 
lii's- ,fthe !tad,- unwrs. simate that be. centl:. acquired control, make a first'rate deep pockets InHungary and Czechoslo. Finalls,. there is the lpcac o!4.( '.ears
 
lwn three millior ant; four million light bulb But they- employ almost 50', akia, too. capital to rebuild the plants o1Stalinism the hostili.,t in Cer:ra, E..
 
w rirs wil ta.- it beIaid off if East more people proportionatel), than do GE. seems to be available from the Vesr rope to Ia:.y
s-rvuces and espe t-.the ir.
G-'r'.ar industry is iosuri.e ina compet Siemens and Philips in their light-bulb Another substantial employmen: oppor penden! entrepreneur '%-need 5",',hcse
 
itl.e narket This. althugh East Gprmans, plants in the West tunits,- perhaps for as much as another 51, painters in Prague alone. m, Czeh 
ha. ti e most efficient industries of the en These are not isolated examples In a of the work force-lies in rebuilding the friend said. 'and there be mnr' th;r. 
tire Se1viet B ,oc Stalinist economy. over'staffing is not mis nn-down infrastructure of Central Europe enough work for them Bu: thego'. ernr;to.t 

Rapid Turnaround management. it is a virtue and built into East Germany. for instance, has fewer 	 monopolies wouldr, ! sell then ladders ,Ir 
the system All incentives reward putting telephones now than it had before World paint brushes or paint The% d r.)ntd.r

A rapid -',norc turnar-und has Inbe more people on the payroll capital avail %&ar II. its railroads and highwavs also them antisocial and parasite' Ic. the las 
Cen:ral Eur,,pe s top priurt able for inestmentl in the plant. ma CentralV%thou: it raw have fallen well below prewar stanoards analysis. Eur(,pe s turnar,.r
 
h-v ,il: soia: political to the plant. managerial The biggest infrastructure need may therefore well be as r-uct a mater "
be neither nor terials allocated 	 in all of 

s',ibllu. But the region s fragile deniera pa and managerial perks As a political Central Europe is housing. communist re. political courage and poli;ua! u ias o! r
 
c-.cou!d not stand priongel mass une'r, sy-stem too. Stalinism pushes over staffing. giroes always treat itas a stepchild What vestments and of eci ,',' Ins
 
pis 'rent The% need something unprece Large plants areexpected to create jobs to is needed is notpublic housing but housing Market econrmmcsan. I .- erlerprise.
 
denied radical job cuts coupled with cri reward the par y faithful that gives privacy. it is now being ,ild. ',.t.'.e ..
is privately finatnced ha'. 
plryven nit.urenance or. at least. income A Stalinist economy also vni.employs and privately owned "'Ifonl . a Czech muniso, This is no, re., t . ,r" , 
naint n.n(- This is ihe turnaround chal industries said. someone nisn ,Ilhi-All its emphasis is on the heavy friend "we could find like collapsed froi ec ,,n'i.,. 

Eurolpe your ai,.,. detleg,' f Central 	 of tn 19l1t, coal mning, steel. commodity Mr ,'vitt who built the Levitlowrs poflicall% and at t,rals, t 

And it i Itheprosprit, and stability not chemicals As a resul'. employment in in Long Island and around Philadelphia af Ieaed itself Free entepr,.- .arark.,: 
just of Central Europe that is at stake. Ceniral Europe is concentrated in the ter World War I1 econumics-and dem"vr.,vv is Ae. -w.. 
but that of %%esternEurope as well A suc 'smokestack industries in which there is But thebiggest employment opportuni hate ,ot only whe1 tnhe%h.e 11.tu.-t 
cess!ul turnaround of Central Europe of oer'capacity worldwide A good many, ties lie in services Communist regimes around Central Europl 
fers unprecedented oppo-lunities to %est some ver. big employers among ihem. will consider them "bourgeois ' and are hostile 
ern Europe. and ab,. all to West Ger' shut down A likely candidate for the pad. to them There is. therefore, tremendous Mr Drurker isi prr t,%ior C:'s-,,7' 0 

many It promises a long invesiment.led lock isthe large chemical complex in Bit demand allover Central Europe for evern rccs althe Cln'rtiontGinluih' Schuvl, 
bi-omm terfeld. East Germany, probably Europe's kind of service, retail and wholesale disri. Cnlihormiiithat would make Europe the world s 
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Trail-Blazing Poles Now Begin Privatization 
By Tirm it:Rcrtma 

\WARSAW-Poland is writing tLh nfl 
to\tbnk on the transition to a market 
ec,om.,, from a communist system. O3 
Jul,%13 the Poles Continued to Spearhead 
East Europe s relorm mot ennt when the 
parliament paued a hisolonc till on pnva-
tzation of state enterprises. 

toe than 7.G0 state enterprises are to 
be handed over to the slate treasury and 
transformed inn limited liability corpora-
ti-,ns ith .U,;.res to hesold to the pubtic 
within tmo years. The governnent t5 
awardinq er adult Pole Itree 'privatira-
tnionnrs cthangeable for shares in I 
conipan, of hii or her choosing. Workers 
will be given preferential prices at m-
ih;,If market price - for up to 20, of their 
company's shares. To quell the fears of 
nan+ Poles c. Lr.i:-= ownership. for-
-Igmers ne-d official pm;!ssjoa to pur. 
chase more than 1t", of a company's 
shares. The transition process will be over. 
seen by a newly created Ministry of Own-
ership Transformation. 

There are still many wnntles to be 
irned out Because of th absence of de-
.elnped markets. setting a price for the 
sharm nvolvesalo(ofg esswork. Which.-
luninals the more gereral conundrum: 
You need to have a private market in or-
der to get one. Nevertheless. Poland must 
get on with the process even if it mans 
windfalls for some bargain hunters, 

But even given reasonable pricing there 
are pr blerims. Ardrzej Byrt. the Polish 
commercial counselor in russrels. main-
tams that 'i you take all the financial re-
sources in the hands of Polish cit, rs, 
they could only purchase about 6, of all 
state-run companies.' 

The Polish reform proram has ieen 
depicted as a sort of reckless leap into the 
unknown. But this ignore a central truth. 
The countmr. was on the verge of implion, 

r George Mellona isomtirficaaSland 

the salvation of which required drastic and 
tmiate measures. Thenew government 
respolnded to the crisis by embracing far 
reachin3 measures. II set about to ti-
Pori" competiti so a to rationalLre. 
pnce structure and effect a Darwinian In-
dustrial selection process. Aalnst the zd-
r1ce of many a nonbeliever, the zloty was 
mad. lnternaJiy convertible-that Is. con-
'rlible for trade transactions, but not yti 
fo? capital trmnsfers-at about 9.3m30zlotys 
to the .. S. dollar. Trade barriers such as 
import quotas and excessive tariffs were 
eliminated or sharply reduced. The gov. 
ernment sold some assets of small state 
enterprise. to aid entrepreneurs. Mean-
while. domestic price controls and sub.s-
dis wre abollshe. 

As a eull. siorages are practially 
non-existent. foreign goods readily avail. 
able and hypemnflatlon stamped OUL 
May's S2 billion trade surplus excfed.d 
that for the entire previous year. 

Many reports cite a 3f. drop in produc. 
tor as proof of the failure of the reform. 
But these figures ignore a dmaniatic in-
crea. in pnvate production-it is esti-
mated that 30', of food productn are now 
sold dti-ectly by farmers-unaccountd for 
in tht statistics of socialized industry, 
State production now shows signs ol stabu-
liing. as companies that initially reduced 
productio and raised pnces after subzi-
dies wetr- withdrawn investigate ways to 
produce appealing products inexpen-
sively. 

Dmpite th?:e improvements. the econ-
omy is still in a recession and saddled with 
a .42 billio foreig debt. T74 kiorld Bank. 
tie Internatinal Monetary Fund and other 
sources are rapidly funneling more aid into 
Poland. T e debt ltss been rescheduled 
agai. But while foreign aid may i-,p in-
frasructure development, too often it can 
relieve pressure for painful reforms, 

Internationall trade, needed to pull Flo. 
to its felet reqwures a favorable cl-

mate for foreIlin investors. As It stands 
a foreign investor can own up to 10D oaa 
company. wit a minimum initial invet-
ment of WS.O". Foreign investors also 
have no wage restnctions and receive an 
autcmatic three-year tax holiday. extend-
able up to six years If the business is 
deemed vital to Poland's economic gnowt,. 
But here W clarity is blurred by compl-
cated tax laws. vague property statutes 
and an outdated cotnnercia codii un-
chanted since 1934 . 

%%rester investors alo resent Poland's 
restrictions on the repatriation of profts, 
In an effort to prevent capital flight. th 
government has limited the amount a com-
pany can repatriate to the excess of its ex-
pw. revenues over its import spnding, 
Where there are no export revenues it may 
repatriate 15, of all earnings. This is a 
sore point ainong Western invesors who 
resent l oho'rucuon of free nobility o 
profits. 

Polentizi Investors aLo cite the ned to 
bring the telecommunications and banking 
systems up to snuff. Although both have 
been deregulated and can have 100", for-
eigi owrnership. they remain seriously In-
adequate Preliminary evidence suggests 
that it will take 10years and SI0 billion to 
five Poland an adequate cornmunication.s 
system. 

One thing Poland could do immediately 
to please foreign minestors is eliminate the 
wage controls imposed in January. The 
controls had a certain unpleasant loaic 
when there was no.ody to bargain with 
workers for wagn exc'ept socialist man-
agers indifferent to proht a- loss. The 
concessions they made to their employees 
drained th" economy, exacerbated infla. 
lion and signifficantly reduced real wages 

Now liat a privataution framework is be-
ing established, however. the labor market 
must be freed. 

The reform program has been propelled
by a rare political coisensus for parlia- 

mentary democracy and sro'dy Integra. 
tlion into Europ?. Lech WalesA s oft-ques
tioned bid for the prrsidency poses no 
threat to Poland's progress Quite the con
trary. hs experiences at the very heart of 
afflicted socialist industry, his corinmt.
ment to plural.sm and speedy reform and 
his tremendous popular suppQrt would 
make him a powerful as.t to the Solidar
ity government. 

The real danger to political stability 
comes from third-way ativlists who throwa 
hurdles in front of reform to pointing to 
misleading production and income satils
tics. At a recert conference in Vienna. Jet 
frey Saclis. the Harvard eonomist who ad. 
vise's Solidanty. warned that claus that 
real incomes have plummeted by ' be
cause of the reform prolTam are mislead. 
ing. These clams are based on comparing
the nominal prices of goods in D-cember
when those goods ,ere in practice unavail. 
able-with their pnce now that the are 
freely available. The statistics do ni ac. 
count for the elimination of six hour lines 
for certain commodities and the general 
feeling qf Improved living standards 

As the largest country it Central Eu. 
rope with a 36 milhon-strong consumer 
market, many acres of uncultivated land 
and plenty of natural resources. Poland 

-has much to offer. Reform must be taken 
in bold stroke'-the alternative is to go the 
way of the Soviet Union where reform 
tickled in and the expectation of bold re
suits goes unfulfilled. 

Poland's challenge is therefore to stay 
the course Tbihpriatization bill was an
other monumental Step in the right direc
tion. Continuing in this fashion, the unwit
ten chapters of the Polish textbook will
 
tell of the abjuration of Poland's endemic
 
economic deadweiglits and a succe--ful
 
transition to a market economy.
 

Miss Rinphntnis ot editl porgciulrrgt
at The W4lf Street Joural Erojp. 
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lblle, Earh, Polish itien can 
FoIoaung a In the second articler, on economic reform in hrd ) ented morehl .oa.finof 32+, Polandto I . o (with 39 Abluen 'ag s.ares and each Polish enterpris canp ,,"inuaotto Poland, Christo er Bobinski and M artinions' in the lower house ardl he mo han share 

m Polish Parlament lfst month, and a dlders 
rassage'through the SenateLast week '~~,Intermnediaries will have to be cme 
-Ix C'giOles ~ edTeri3P od +the Gromto seven enthbu.tthanLetwosfnahsten Wolf outline aa-le ground-breaking solution Iol .... e 

'Konli the Government bas, nol, effec held by he public and the) in turn 

6:-eiobtaired the desired lrgfslaltle -- would hold it-n fidibvduAl enter~~ln~~~~tion~~~I V h jfrtv oldncompaines remain ntioonbeapproved b thef |re- I0 iTow att~fo b, 
whether the- . titutions should 

m maoritie shows that the I so 1 ,,ompane.or rather mutu. funds 

'on-ensus toe rdical refrm has sur JI 1 mited to ize able mnonit share 
..i'd the hardships of halt year of elIfuoldirigs Indtero 
tahillsation It and shares in individualsuccesfully I ant whether the Allocationenterprise,,of.fnt o, Ud rpily | evutdinanthz " if,X- 11 440 If 

nsodraarot h-. . should be imposed by the Gose.n 
eon shou d a revltionin te IF ment or ise be the result of an auc 

electiom did to Polio politics _ tton
 
Poland shes to return to . .
 t j} [loldig: companies were protosi.d

£uuu lota pafdical tt can dobOhi t 1~~steortour h Mr Richard! LAyard, ot the Cpnrt 
onitu trjcsteutoli ut ~Z for Flsurorri Performance at the [SEL 

meat.tethod of prtslisatroO The Iand Mr Oliier Blanchard of MIT in 
Thatcher Gos etnenl has urit prima fill ls , Jtl I J[drFTJlt teWI. [lot thit aceno 
'-ed some two dozen enterprises. " J the M sooi a A huted numb of 

althere,are more thun 7O(i0i) 5'i totgfe holding companies cacti pors5"enerriesinPoan singi matotit,co~drl~r man,.ant 'tate enerrie tnPln . erierprie control ofeL~l 
accounting to. 90per rent oftodus ould reintorce rustini
 
-,al output The British path of reor N.1 -- -/ I-T ttendci towards monopol), An
an 
ian.. at.tori before pr,..at s t inn ..is a n...d holding compano wtould 

de sc On tus catli the Polish (iy. .i: have nr:f indred&of enterpises at its 
.- InuomN would rtmai tr dilocally a'/+rc),the tope budget constrat t' I t 

Time-orsuming reor Lcusation has a i th j oies might be rvcesrtei in a dfhr 

* precede privitiSttion when only-r eat gise. since btr-klu pty of a Lar-ge 
,iis cmpans At a tone is bettog prima f .ci1 hodn -"'e5 would he incctivit 

!ised because othersvisa'the risk%for 'A able 
--
and it would adso be politrall, 

.'d itdual purchasers are too genat -1--apesibleto allio thesedont ant
 
i en people cain Obtain a peris-1 companies to tall under foreign con
 

. of the entire ,"m). uiantici 
 tul The Gosernment ielf wems to 
beli eve that mutual funds a"rea bette 

,%l .:ated toses to ome enterprses _=_7 altei.tive Under this appr-oach indi 
.tiocan ther followpnvataun. - v.-rdual funds would hold enough 
iaing the Whole process to be 

1 shai-r--- exercise inou 

olset hy gais else here Re"eg-an 

ares to con iderable 
.s1l, speeded up -- ence over a gisei company but with 

It is not yet clear whether the Gov , . out exercising rolPcontrol oer it 
*rment is seized of this point, A moresubtle %a) of distrnbuti-ng 
liiugh somneof tosmembers ace,nina 'ert v ~ ~ hut-esthan hy simpl e flst has heer, 
t Mr I oek Balcerovic. the Dep recommended ho Mr Andre; Rapae 
., rime M-niter and Minister of ski,rynand Mr Roman Fr'dmao tith 
I mnore The legislation itself leaves ila.aiis from the tnited States 
h Government with its options ..LL$Ch. l e 0 wh, are adv"ng Diemocrattc Artitr. 
' Ae-A simple enabling bll. It hies thi Solidanty tactin that suppors 
on, tolloaig main features th Governmtent of Mr T'adeusz Mai(,.'T'YooT, 'rTTfoA \ T5a¢ ... rcomn.ta ouhe 
*A new Motnisirt of Property Trxns 0 Ab, ,b ...) f tha voucheri 

mn'nation(tiIl', is to e set up The Vle p opulat n d 
vu inis , overria the old For o!o m lth vaue be issuedpal n al tc 

Vie population Thei could be trat, 
t-en *n the foreign trade mntsters T o " ferred to mutual funds themsetes 
oram ntidnow .emernig 

e4mti Investment Agency which has 

Ipont-aneouslo, to return for 
* Otce rselected for privatltation. shar- in thosefinds Ln the absence 
Iliner h the Mill or at the inituitive eral hundred companns are expected A more plauslble explanatton is tus for some of them could be huge of the relevant domestic expertise 
o' their own management and work to close in the nex 12 months and that the Government is under pres- Wont of all, foreigners might figure these funds would in the Main k run 
er, councils state sector compatues their fixed asetswill either be sol or cire to speedup the process,p.rticu among them The legiumacy c, pn by western hanks and investment 
a.- Io be transformed into awholly Leasedby the state More tormal pn lals) from WitLech Valesa, the Soli vale ownership could be destroyed by houses which would then use the 
stare owned joint stock companies vatsations Ae also in the offLing the clarity leader and his backers In the the assetstrippin that would ensue coupons they received to "buy"Shaes 
and their sharvs sold within 24 flirst beirig scheduled tor September Centre Agreement, a right-of-centre There i another, more pressing In indisidual state enterprises 
months Four leading companies, including odlidlaty focton critical of the prts danger that of apontaseouspnvaLts Such details ar still to be dectdea 
I Apart from salesof shoots to la'rge the Exbud construction conglorerate eat Government But such pressure taon by extong snagiers In fiu dis but a proposal to estabhh mutual 
numbers of Individuals the MPT mao tn Kelo and a cable IL-tory in Cie- meel) reinforces what some mear cursslor of the shd' to tth- market In funds is no being examined by the 
aultian companies ai well as tegi cliowyce in the south. will be in the bers of ie Government recognise eastern Europe. Mr Manuel finds. a Government Under it, I0 per cent of 
ie dirten saleo with individual bu first batch The conu;ting armsof Only free distibuiuon can achieve Mr staff economist at the World Bank. lfe shamrein each enterprise would 

e!s several U); banks, including Samuel Balcarowicos goal of privatistng atgoes that "having socadlised eter be grven to the workerS lo percent to 
* Coupons with which sharescan be fontagu and Bal-ays, their fees pald much of the Pohb aconomy withi a prises own themselves means that a bank (or banksP and 20 per cent to 
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grin of some deputiesParliament will either specious (inc,? the hick of people Theymay nasbeworth much, Improbable, Is the answer What jrt sur MecA )fX
merely set out the "basc dietons" sating-s merely detotter a the prIcet but they arn.'what rean toe thefr remaitns Is awilt ad comprebtolee (21 Mansuet lersdr !sutes s ris hts 

for prieatiaston onc yo and fi that can be Obtained) or eaily dIel 4, years under etommuom. U, by privAtilatiloi via the wideist poale dctn al Moeidt Form x Emnreiri 
the eoda for which the peocedis are with (by prohibiting foreigners [lan coitrid, anterprie were sold to a distribution a1 the bencdt ofoUw'tr. Monvitor, Sot..dt Eclsat ."sWorLd 
used Actios i also under tray 8ev. pstchasIng too igh a propsCton). turrom class of benetllares. the sh.t. but concntratls of Its esr.po- Baek. March IMg, watwo 

http:irletmi.tr
http:rcomn.ta


THE WASHINGTON TInES, 'July 19, 1990 

GEORGIE ANNE GEYER 

Get g 

I 
 n December 19, a rea be

fore marti l"-was deckard 
i Poland and the Sobdanty 
free-trade uuons fell, Lech 

Wlesa want to diner with the US 
ambassador - and that night made 
suggestMons that shocked the very 
devil out of the enir emtbassy

One diplomat told me the day 
after, with utter wonder in his voice"Do you know what he wanted) He 
wanted the U.S n give S5 bion to 
Poland, and he wanted it given di. 
rwcsy to SoLidaity',

Shrewd labor le.ader Mr Walesa 
was ever then clearl) reading the 
oniknous warnings of cottmunist 
military crzckdowm, and he had 
been railing against his own Solidar 
try radicals all that fateful fall So the 
idea that at the last possible moment 
he would make such an absurd sug
geston, even gorng s far as to try to 
go around the Communist Parry gov. 
ernmehit, struck us all as revelatory, 
a clue to a chmracter trait to tuck 
away for future reference 

Now, Mr Walesa - worker-hero of 
the whole world, the man who al
most single-handedly opened the 
Iron Curtain. brilliant labor orga-
wzer and shrewd tactician - is at it 
again And some of his recent, uii
creasingly fractious and angry ut
terances are giving people stL)]a 
more sobering cause for concern 
about Poland, a concern heightened 
b) the decision of his cntcs witlun 
Sohdart to form their own alliance 

0"I don't want to become ores
ident. but I must become president,' 
he demanded in a recent intervieA 
with Gazeta Wyborcza "Poland 
needs a prcsident with an ax in his
handfor
haOr consder hi words when he 


rcn sider his wodhen h 
recenty summnmoned Sohdanty 
members of parliament to return to 
your origi" in Gdinsks Lein 
supyards "The quesuon is whether 
you're going to be above us:' he 
shtouid at the elected legislators at 
one point "One blom from theall farm-yourerandth
e~ .
 
ers and the miners will put Thehe 
laws into the wastebaskethe he 
proceeded to dress down the law-
makers for sixhours - all of ths, 
ironically, in the same "'fnrmeof the 
working class" that the communists 
so long and so phonily extolled 

The kind Literpretation for the 
actions of the adnuttedly ebullient 
MrWlesaisthathe s(1)concerned 
about the commuusts still in posi. 
nons of power, and (2) fighting for a 
further democratization ofToland in 
order to buy political tme for the 
painfu3 market refnrms that .e' 
essar' But thus istoo simple 

My own, less kind interpretation 
is that we are seeing the release of 
traits and beliefs shadowed until 
now by the glow of Mr Walesa's na. 
tional and internatonJ celebrity 

When the Sohdanry oimmuntst 
coalition government was agreed to 

Georjne Anne Geyer is a natwn-
ally syndicated columist, 

the way ofprogress?
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~ 
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Lch Waleza 

-


It would indeed be 
ma'ic if Mr Walesa 

Crides 

were to halt the WlTy 

process that now 

SOW i ePoland. But it wouldnot be the fitv tm ~ b time 
inl h&Wt' 

a year ago last winter, Mr Walesa 
was far and away the most popular 
man in Poland And todayt A govern-
ment poll just LAken showed that the 
soft-spoken. distinctly unchains. 
matic prime minister, "Thdeusz Ma 
zowiecki. himself appointed by Mr 
WaJesa,now, is the most popular pob.
tician in Poland. with 61 percent sup-
porntn him as a poisible pres.
idential candidate - against only 32 
percet for tiheproud and preenig 
Mr Wnesa 

It is the form and potential of Mr 
Wesa's response that is becoming 
increasingly worrisome He de-
mands that Solidarity legislators 
come like supplicants to ",alesa's" 
Gdansk. where he humiliates them 
lieperforms what some angry sen-
ators are calling Walesa's Bolshevik 
show, in effect cynically takmng over 

:. 

m 

thecommunists old classsuggle"hs own behalf
Most dangerous of all, he now de

and disdains Solidanty's intel. 
lectuals. managers and planners, 
supposedly all on behalf of the 
working people" who still largely 

follo hin unqucstioningly In sodo
ing,he slides back into what SoLidar
,ryalways was a Roman Cathc 
communitaran and movn socialist 
ment wanting forms of security and 
guarantees from the state, not by 
my measure a Western-style labor 
union And so,particularly in weak. 

ng the intelecruals and econso
mists who alone can save the coun
try. he endangers the enture delicate 
process 

In many ways. Poland again 
sand, at the forefront of change in 
Eastern Europe Only today, Poland 
stands as a warning of all the re
toa-ssive. -reirn-to-old-chauvn 
isms" that now, thireaten so muchb of 
Eastern Europe Mr ,lea. for 
''hitevar p.rsonal devils, in briu. 
tni back the old hatr'ds and css
flicts of the past is endangering the 
new economic future that Mr lazo
wiecha is just begining to form. 

It tiould uideed be traic if Mr. 
Walesa were to hWlt the very process 
that now slov.Jy gives hope to Poihnd 
But it woald not be the first time m 
history that yesterday's hero turned 
out tobe today's riddle and tomor
mw's autocrat 
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Walesa Wants Reform Fast. He's Right. 
.	 former. If cIecledpresident, hewrl. 

swimga "shop as." heha said.addBy Josef Kucio 	 teaIhat he would rule by decree 
neessary unit a new rontsmutonand Maciej Zalewski / 

. ..... .in plate 
ti7o, should keep in mind Ih,

rIed l .. iand.we 11-

divide we tal ~ 
 -' i Snal griop (i Sh~oirri doputit-

E l the Wa1,,a si W1aqVItoh-engtn-'rd 	 6en )i, h a 

ago, and iol- tlne ,'I i // snrner And we should ret it ha 
pIhe"g-iung l il, .iudt . 4 1;t'a o+L letoelli -1I 	 pii Mrahnl, 

news with ch l rninurt iiria 
the w lltill catrle, IN nhltito

duid'ig Soil, 	 "it'duMr.-a-esas 

daris Unitv in nii longer n-itesatv 
" lit!! by a private compan%, headed hv ki,til ., .... 

V'arly. hj, dsa peair,d Wal-s , l i-* Mionk,I: umet 
neni the Plish ntled V55tikrs' 	 iMr 	 ;,r RI: lcnk hlmc.ol 

- u 
Tturre are those who nay ihes at 

tui'ren that toe time has comeI!hh~rio r ip iliii 

ra - I-5i ab'a~uihcea up xe 
.L..; '. t-i phobtia Such concern - even ! I 

c'aA has".Otur~54~~i..1;: hqi-	 !:concerned~e e loreopa iofoien campetiton - ton the grotti ySf::p.........ii 


Sohdarily declate o rn ep.1, p. 	 : ; ; I i l;: ii- ifl~d. rea if hhdangero trti.. ;bon in item. --	 ;4t ::ol]us aiie.c nttedoe r.1~ 
sehi-es. trn separate parites ano dii 
vae.e their nan prograins " fiI and Ilimivism ishighri in ,iolanditha 

einsttet e in h oui' - dioes m atMr aea , stitement- od 
Ions haverel with the renstute ii 
sekerat key e-advisers ironie 
Minister Tadeusi Maowieckl tier. 0,, - 

peis his ca , , ,i .to ,cerat .1, 'h 
reform. 5 5Po''n'a t.reato the difficultin-

ren$of Iranstorming the e-otomy 	 . . • l opponents
tlanlosa Gerer... .1adet 	 'the vi-i 

Solidarty s ilstltimentaly wing. 
isys that Mr Walesa i ,hetorincand o.- seemle afraidoedecision....king stla .." dange.... 

Poland's fragile democracy Adam 	 ..' 	 letMichnik. edJlor-ir-chlet of Gaisel 	 - -a 

Wybora warnsthatripen pollitical choose for 
competition could release tong-sup-
Pressed farcea of seeophba and li'". 

;,i.oy 	 them selves.anti. mi i ,, 	
' As a result of this political dispute i 

(it is nota personal stouabble assame 
shape two new parties ran( hIllttions on1 parliarmentikhveare tIakinporirayed

8 
I).Mr Wals~ oppo-

Otdmoctot,nenis have tormed the Alliance for 
Mr Ikalesa, however, mnistsI 

i clely - whih, after all, mantaltkii
Democracy, which ta aoulA, 
evolutionary change, orgeneral. they 'Ii 	 its faith In the fundamental value,oeutify arach by arguing thatl 

dtmor~cy ihbioughdecades vi torath 
tartan rule, built a peaceful mss, to do otherwise would h, to "destabA-

le" the situation 
Mgt 	 movement in defene oifIts rgns an,

Mr. Waleoll and his supporters 
didn't resort irics ot terrorism 01

have fi nded the Center Alliance, " 
revenge against a group Itdoes hatewhich calls for accelerating reform 
who don't tris Polish society don 

presidentlal electrons and the ar -. l 

trulstIt . voe cfrthem
lion of a mutiparty democacy The 

has taked his clmnh$S. p<.lltlcl iii 	 1.4tinstWt1- (.,-a lliesreasoning is rcan the tihsh peopleistnoco le+|oIr the atrd enol 

he wants thelpeople in deild," '"Nowt 	 tmwclomic rea rm In the bsence of 
woat 1-dnA lcnA Ifthe votrect

deprompt. visible changes to the 	 Ir 
choose1i,hisferPtespt rlc he., oa-Is to q~lfiecie presipohlical pee+ 	 d-l h, t

I ph 
- L . rd atetechit sthe ien,,-r site
 

pointed managers are not only bun-

The sain ald Comm znll-ip 

ey'%' moxsl and tI asthority. vision 
gln tirings as tefore. utcie arIumsb anddetermina ion to implement radi 
propriatng or loting stale-owned 

new de-mocracy Now It ral change, When errore else ho.free mrker eottromy now in i t enromParliament by way of iruly to Poland'sproperly while they stilt have a 
Poland Is tailed, he succeeded last month ir

democratic elecionsassonnspossi- claims that deiiocracy Ii 

mem. ble The railway strike that crippled so fragile that IIcould he roined by , talking the rall, workers out of achance The average Pole. whose at- fancy 
ready low standard of IIng has Thir. memiers and former 	

Whatthese intel- atr'ne that could haie plunged themore democracy
fatten hy nearly hall since December, bers of the nomelholura must te 	 the mathern part of the country kit 

cuntry io tho(s 
Is likely Is rehet and may rejc Oe :trippied of their special privileges 	 May is a warning wecan't Ignore t.tuals really tear is Li. lost of their 

dominant position Nearly two years ago.Lesh Walaand of the propny and wealth they hl.osewho crilicie MI Walesa for ................. 

said lie was ready to do began the pehiminary talks thaj

7o do so wilt his political style are hardly beyond Mr. Wales 
Josef KshriO is on editor of "Uncap- acquired thoughthem. 

lsn'I marked the beginning of the trans 
live Minds." g on Eo l require new legislation - which tias 	 reproach thereseloes This handof in- political battle, and he meant It 

a magoine that a part 0i democracy? Which is in tfrom Communisl Now hew aro, 
Eropeon. ohttr MoaetZ.leiski been .Mocked by the Communist-	 tellecuals dominates Solldarl, nolt 

deputy editior at Tygodnit Solid.r. dontnlted lower Is use i Panrla 	 b- eue itis represenottuveosoacety more dangenous to democracy - is bring this transition Ini a rapir 
at large. tail because it was the group open, sometimes bad-tempered rit- cnose,and lead Pland ouTof Commt 

Soultarily wee'ly, and a 	 Slirnonc. Ih i meat 	 In ha " ,'ne cismn or subtle manipulatlln Mr nism Ior glst 
meler o"f the eaccouce committ Hence, II witll a so be 

Waitea Is already -ell knon for the wanlsi' fit, e I ei 1ili (hnistnecessaty to that Itrok part in the round taie 
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Saddam Takes Eastern Europe Hostage Too 
By AmNNArLlIAPLt to heir eccon s NoV the Iraq crubs and more expensive The ftuCtke thtlI ng :hteenergy ad the atentxuw Of the 

"Hard luck never walds I the mon. meean that thuneprices aremucts higher make them arent going toiwlitch quickly West,bUssimply heightened themnThe ex.penl bt stays its the valeyl h the thutnaiye e te. to alkAher kind of producton. They are pected readju.stnent periodand the at.iqie f~litIsLhow they say. "itnever Wherewill Polid. with Its StebillrallS gvlng to coseduwnand lire their worters cornp nying oissI.bltily of political ilustbli.but it vra" JrCt.echaiovali. and debtl,oe Ilungary. with Its M b:Ion debt, Resiru2uring. quality unprveren and Ily will arrive more quickly andwiththuswas e revsprulaeo9a PrAgue officia.l (id the ard currency to bay energy ct etergy efficiency alltcoamoney In the greater Aeverliy than expected. TIM forwhetn iked what he t"41bti i ss5 world tricn? The rlkns tolalenergy Lhort term, andithere are trkresources to dbalr hasalready ruts oul.
liv r~"O vi .uo Ilil11 Lu nevu* -Id ri-UlIe tWeitCll to billion And kt-i-p hr pldill tsI Ithe nU111

"II ie Iii tII tniti g _tAti a j .e. buti f(rowinedInmeldiately 1i0billion next year NOone can exlain term beelu can be fell. 

alterward There is no ilht way to tl where this money will come troe. The Masive Westernenveastmnt forandalIabout the 'orrbiratioo of high enery Cnxlsoncesent to theSoviet Un-lnin ex. retirain-g atdre tooling forevery country
price'S and forelgn trade pr lnms thatart change forenergy are pr seely not the In Eas.tern Europe on ascale muc greaterabout to hit Easntn Europe as a direct things hat anyone there, or anywhere else. than anything dilcussed so lar-perlups
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Athoy Lake amd contribuors 
After a decade or more of fighting and destruction in various regions of the world, 
new policies in Washington and Moscow as well as fatigue on the ground are produc
ing openings, at least, for peace. Negotiations arc at different stages regarding Af
ghanistan, Indochina, Central America, Southern Africa, and the Horn of Africa-but 
all share new possibilities for peace.

This volume analyzes the prospects for postwar reconstruction and development in 
these regions, tackling the difficult quandaries they face individually and collective
ly: Among realistic potential alternatives, what kinds of new political structures can 
best manage postwar reconstruction and development? Which economic policies would 
be most effective in maintaining peace and political coalitions? Should the focus be 
on the reconstruction of prewar economic life or on creating new patterns of develop
ment? What are the prospects for democracy and human rights?

The authors thus consider the relationship of economic planning and likely political
realities. For example, might diplomats seeking to stitch together a fragile coalition 
in order to end the fighting also be creating a government that cannot make the hard 
economic choices necessary for sustained peace? Might economists calling for post
war economic programs which are theoretically sound but politically unsustainable 
threaten a tenuous peace? 
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THE WHITE HOUSE
 

Office of the Press Secretary
 

For Immediate Release 	 September 14, 1990
 

The Enterprise for the Americas Initiative Act of 1990
 

The President will transmit to the Congress a legislative

proposal to implement the investment, debt, and environmental
 
elements of his Enterprise for the Americas Initiative. The
 
purpose of this legislation is to encourage and support market
oriented reform and economic growth in Latin America and the
 
Caribbean through inter-related actions that will promote

investment reforms, debt reduction and environmental protection.
 

In the investment area, the proposed legislation will provide for
 
contribution by the United States to the Enterprise for the
 
Americas Investment Fund, a multilateral investment fund to be
 
established at the Inter-American Development Bank.
 

Authorization for contributions of $500 million to the Fund and
 
authorization of appropriations for the contribution will be
 
sought. The President will seek $100 million a year over five
 
years for the Fund. The Fund is designed to foster a climate
 
favorable to investment in Latin American and Caribbean countries
 
and would support efforts in these countries to facilitate
 
investment and the reflow of flight capital. It would advance
 
specific, market-oriented investment policy initiatives and
 
reforms and finance technical assistance for privatization
 
efforts, business infrastructure, and worker-training and
 
education programs. The Secretary of the Treasury will seek
 
contributions from other countries to the Fund.
 

The proposed legislation will also establish the Enterprise for
 
the Americas Facility in the Department of the Treasury to
 
support the objectives through administration of debt reduction
 
operations for nations that meet certain investment reform and
 
other policy conditions.
 

The legislation would establish criteria to govern eligibility to
 
participate in the debt reduction operations under the Facility.

These criteria will aim to encourage economic reform, including
 
measures to liberalize investment regimes. An eligible country
 
should:
 

o 	 have in effect an International Monetary Fund (IMF)

stand-by arrangement, extended fund arrangement, or an
 
arrangement under the structural adjustment facility or
 
enhanced structural adjustment facility, or, in
 
exceptional circumstances, an IMF-monitored program or
 
its equivalent;
 

- more
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o 	 as appropriate, have received structural or sectoral
 
adjustment loans under the International Bank for
 
Reconstruction and Development (World Bank) or the
 
International Development Association (IDA);
 

o 	 have in place major investment reforms in conjunction
 
with an IDB loan or otherwise be implementing open
 
investment regimes; and
 

o 	 as appropriate, have agreed on a satisfactory financing
 
program with commercial banks including, if
 
appropriate, debt and debt service reduction.
 

Clear authority will be necessary to undertake the actions
 
proposed in the debt element of the Initiative. The
 
Administration will seek authority to reduce concessional loans
 
extended under the Foreign Assistance Act of 1961 (FAA) and
 
credits extended under title I of the Agricultural Trade
 
Development and Assistance Act of 1954, as amended (P.L. 480).
 
This reduction would be accomplished through an exchange of new
 
obligations for obligations outstanding as of January 1, 1990.
 
Once agreed by the President, the responsibility for executing an
 
exchange of obligations that will result in the debt reduction
 
rests with the agency that holds loans or credits to be affected.
 
Such agency will act at the direction of the Facility.
 

Once an exchange is undertaken, principal payments on new
 
obligations will be paid in U.S. dollars and credited to the
 
accouits astablished to receive principal payments on the old
 
debt obligations. Interest payments will be at a concessional
 
rate and will be made in local currency if the debtor country has
 
reached an environmental agreement with the United States
 
establishing an Environmental Fund. Under such an agreement,
 
interest payments would be deposited in an Environmental Fund and
 
jointly programmed by the U.S. and debtor country government. In
 
the absence of such an environmental agreement, interest would be
 
paid in U.S. dollars into the account established for interest
 
payments of the obligations exchanged therefor.
 

The President would be authorized to enter into agreements with
 
countries receiving debt reduction under the Initiative which, in
 
addition to establishing Environmental Funds and providing for
 
joint prograimning, could specify the uses of monies in the Funds.
 
The President intends to encourage the involvemenz of local
 
private environmental groups in decisions on the use of grant
 
funds and to consult with non-governmental organizations in the
 
United States and abroad regarding the establishment, structure,
 
and operation of the Environmental Fund program.
 

In addition to the authority to reduce concessional debts, the
 
President would be authorized to sell, reduce, or cancel loans
 
made to an eligible country under the Export-Import Bank Act of
 

- more 
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1945, as amended, and assets acquired as a result of credit
 
guarantees made in connection with export sales to eligible

countries under programs authorized pursuant to the Commodity

Credit Corporation (CCC) Charter Act, as amended, or section 4(b)

of the Food for Peace Act of 1966, as amended. Such sale,

reduction, or cancellation would only be undertaken for those
 
loans made or assets acquired prior to January 1, 1990 and would
 
be consistent with terms or conditions of prior agreements

relating to the loans or assets.
 

Eligible purchasers fcr Eximbank loans and CCC assets would
 
depend on the presentation of satisfactory plans for engaging in
 
debt-for-equity or debt-for-nature swaps. Once an eligible

purchaser is identified, the Facilty will notify the agency that
 
holds the loans or assets to be affected, and that agency will
 
carry out the sale, reduction, or cancellation. Prior to such a
 
transaction, consultations would be undertaken with the eligible
 
country regarding the amounts to be affected and their uses for
 
debt-for-equity or debt-for-nature swaps. The proceeds of any

sale, reduction, or cancellation of a loan or asset would be
 
credited to the account established for the repayment of that
 
loan 	or those assets.
 

Such sales, reductions, or cancellations of loans or assets would
 
be carried out in a way to maximize return to the U.S.
 
Government. These transactions would not be required to be
 
registered pursuant to the Securities Act of 1933 and, for the
 
purposes of that Act, neither Eximbank nor CCC would be deemed an
 
issuer or underwriter with respect to any subsequent sale or
 
other disposition of such loan or asset pursuant to a debt-for
equity or debt-for-nature swap.
 

The President would transmit an annual report to Congress on the
 
operation of the Facility.
 

Implementation of the Initiative
 

The key investment, debt, and environment components of the
 
"Enterprise for the Americas" initiative are as follows:
 

(1) 	Contributions to the Enterprise for the Americas
 
Investment Fund to be administered by the Inter-

American Development Bank (IDB).
 

(2) Development of an investment sector lending program in
 
the IDB to provide loans in support of investment
 
reforms.
 

(3) 	Creation of the Enterprise for the Americas Facility

within the Treasury Department to support the
 

- more 
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objectives of the Initiative through debt reduction
 
operations for eligible nations.
 

(4) 	Reduction of concessional (AID and PL 480) debts owed
 
by eligible countries.
 

(5) 	Use of interest payments on reduced concessional
 
obligations to support environmental programs in the
 
debtor country.
 

(6) 	The sale, reduction, or cancellation of Eximbank loans
 
and CCC assets to facilitate debt/equity or debt-for
nature swaps.
 

The following provides further detail on the expected operation
 
of these elements.
 

Enterprise for the Americas Investment Fund
 

This fund is expected to be multilateral in nature, although it
 
could commence operations based initially on U.S. contributions
 
if other contributions are not available. The Administration
 
will be seeking authority to contribute (as grants) $100 million
 
annually to this Fund over five years beginning in FY 1992.
 

The Fund is expected to provide support for investment policy
 
initiatives and reforms and to finance technical assistance for
 
privatizatior, development of business infrastructure, and worker
 
training and education programs.
 

The Administration discussed this proposal with other G-7
 
industrial countries at the Houston Economic Summit and will
 
continue to seek contributions from European countries, Japan,
 
and Canada.
 

Although the IDB would manage the Fund, contributing countries
 
would be expected to provide guidelines for disbursement of
 
grants to eligible countries.
 

IDB Investpent Sector Loan Program
 

The President has proposed the establishment of an IDB sector
 
lending program to provide fundamental support for investment
 
reforms. Liberalization of investment regimes is particularly
 
important as a means of attracting the scarce capital critical to
 
sustained growth. The objective for Latin America and the
 
Caribbean must be to compete effectively for investment in a
 
world of limited resources and to attract the capital of their
 
nationals back home.
 

- more 
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The U.S. Government will work with the Inter-American Development

Bank to develop an investment sector lending program consistent
 
with these goals.
 

Enterprise for themIerias Facility
 

The Enterprise for the Americas Facility 
will 	support the
 
objectives of market-oriented reform and economic growth,

investment reform, and environmental protection through the
 
administration of debt reduction operations for eligible

countries.
 

To be eligible for debt reduction, Latin American and Caribbean
 
countries must:
 

o 	 Have in effect International Monetary Fund/World Bank
 
economic reform programs;
 

o Have in place major investment reforms in conjunction

with an IDB loan, or otherwise be implementing an open

investment regime; and
 

o 
 For countries that owe a substantial part of their debt
 
to commercial banks, have negotiated a satisfactory

financing program with commercial banks, including debt
 
and debt service reduction if appropriate.
 

Decisions on country eligibility, based on these criteria, will
 
be made through an interagency process chaired by the Secretary

of the Treasury. The Enterprise for the Americas Facility will.

issue instructions to the appropriate Federal agencies to effect
 
the debt reduction, sale, or cancellation which has been
 
negotiated with eligible countries (see below). 
 It will also
 
provide technical support for an interagency team, to include

relevant agencies, which will negotiate the terms of debt
 
reduction with individual countries.
 

Reduction of Conc.sional Debt
 

Decisions on the extent of debt reduction on Agency for
 
International Development and P.L. 480 obligations of individual
 
eligible countries will be made through an interagency process

chaired by the Secretary of the Treasury.
 

Debt reduction will be effected through the exchange of
 
outstanding obligations for new, reduced AID and P.L. 480
 
obligations bearing concessional interest rates (see

environmental support discussion below).
 

- more
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Reduction, Sale, or Cancellation of Eximbank and CCC Oblications
 

Decisions on the amount of Eximbank loans (and loans acquired
 
pursuant to its guarantee and insurance programs) and the amount
 
of CCC assets acquired as a result of its export sales guarantees
 
which will be available for reduction, sale or cancellation for
 
eligible countries will be made through an interagency process
 
chaired by the Secretary of the Treasury.
 

Such reductions, sales, or cancellations will be made solely to
 
facilitate debt/equity swaps or debt-for-nature swaps. Specific
 
mechanisms will be developed to assure that this objective is
 
realized.
 

Enterprise for the Americas Environmental Funds
 

The Administration will seek to negotiate an environmental
 
agreement with each country determined eligible for debt
 
reduction. Conclusion of such an agreement would allow the
 
eligible country to make interest payments on new obligations
 
resulting from debt reduction in local currency. The agreement
 
would establish an Environmental Fund to receive interest
 
payments and would determine the operation of the Fund and the
 
use of its resources to provide grants for environmental projects
 
and programs.
 

The local currency interest payments would be deposited in an
 
eligible country's Environmental Fund and would be jointly
programmed by the United States and that country. It is
 
contemplated that local committees -- composed of U.S. Government
 
representatives, eligible country representatives, and
 
representatives of local private environmental groups -- would
 
have a significant role in formulating programs and projects
 
funded by each country's Environmental Fund.
 

The Administration is committed to encouraging the involvement of
 
local non-governmental environmental groups in the decision
making process. We have heard preliminary views from non
governmental organizations in Washington and believe it will be
 
important to consult with these groups regarding the
 
establishment, structure, and operation of the Environmental Fund
 
program.
 

We anticipate that annual programs for individual countries would
 
be formulated at the local committee level, as would proposals
 
for specific projects to be funded. Annual programs would be
 
subject to the joint approval of the USG and the debtor
 
government.
 

# # # 
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STATEMENT OF HE HONORABLE
 
DAVID C. X1ULFORD
 

UNDER SECRETARY OF THE TREASURY FOR INTERNATIONAL AFFAIRS
 
BEFORE THE SUBCOMMITTEE ON
 

INTERNATIONAL DEVELOPIENT, FINANCE, TRADE, AND NCNETARY POLICY
 
COMMI1TE ON BANICENG, FINANCE, AND URBAN AFFAIRS
 

U. S. HOUSE OF REPRESENTATIVES
 

Mr. Chairman and emberg 9 the Subcommitege:
 

I appreciate this opportunity to discuss with your Committee
 
the President's new "Enterprisc for the Americas" initiative and
 
the legislative proposal the President transmitted last week to
 
begin its implementation.
 

While the events of the past month have drawn the world's
 
attention to the grave situation in the Middle East, we realize
 
that other regions also need our support and hold prospects for
 
mutually beneficial cooperation. The dramatic emergence of
 
Eastern Europe over the past year holds both challenges and
 
opportunities for international economic policy.
 

At the samo time, a quieter but.no less important revolution
 
has occurred in Latin America, where .a new generation of leaders
 
has turned increasingly to market forces as they have pursued
 
economic reforms designed to encourage growth. In June, President
 
Bush announced his Enterprise for the Americas initiative, a
 
cooperative endeavor to boost growth, trade, and investment in
 
the Hemisphere. The President reaffirmed his fundamental
 
commitment to the Enterprise initiative in his remarks on
 
September 14 upon signing the legislative proposal prepared by the
 
Administration to begin its implementation.
 

The White House announcement of the initiative on June 27
 
followed a broad Administration review of U.S. economic policy
 
toward Latin America and the Caribbean that the President
 
commissioned after his visit to Colombia in February for the
 
Andean Summit. That review underscored the fundamental importance
 
of our economic, political, and financial relations with the
 
Caribbean and Central and South America.
 

NB-947
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Geography makes all of us in this hemisphere natural
 
allies. We share a rich historical and cultural heritage and
 
strong economic ties that go back centuries. People, capital,
 
and goods flow in abundance across our borders. Following the
 
recent democratic transitions in Latin America and the Caribbean,
 
we share more interests and values than ever before.
 

Yet economic conditions in many of these nat 4 ons have not
 
allowed us in recent years to make the most of these close ties.
 

Many Latin American and Caribbean economics remain burdened
 
by a decade of poor economic policies, over-management by
 
governments, and a difficult world environment. The debt crisis
 
has constrained the resources needed for growth and tested the
 
resolve of nearly every government in the region. Countries h,e
 
suffered diminished trade, debilitating financial imbalances, the
 
flight of their own citizens' capital, and the harsh results of
 
low growth.
 

Meanwhile, for our part, the United States has developed a
 
large trade deficit with the region as economic hardship in many
 
Latin and Caribbean countries choked the appetite for imports
 
while still compelling expansion of exports. At the same time,
 
U.S. foreign direct investment in the region has declined -
both in relation to overall U.S. foreign direct investment and
 
to U.S. investment in developing countries. In short, these
 
countries are much less competitive in attracting vitally needed
 
capital.
 

These problems have overshadowed potential opportunities for
 
more productive hemispheric relations. They call for decisive
 
action to improve the prospects for groth and prosperity
 
throughout the Hemisphere. The Enterprise for the Americas
 
initiative reaches out to our neighbors to support economic
 
reform and sustain growth. For the first time, the three
 
economic issues of geeatest importance to Latin America -- trade,
 

-- have been joined in a single endeavor.
investment, and debt 

These are the tire pillars of the Enterz.rise initiative. A
 
recognition of the complex interrelationships among these three
 
policy areas is an indispensable precondition fo' America's
 
long-term recovery of growth and prosperity;
 

Ltin .\mer. ItsThe initiative also sets a challenge 

leaders will have to forge and implement p ics to make iir
 

Their
countries competitive in a world short oS. iesources. 

reward will be expanded trade and investment with ljn our 

hemisphere, reduction in their stock of off cJ I bilhterai debt, 
and local currency resources foi nvironmental programo. 

The Three PiUmn 

The first pillar of the initiative aims to expand trade.
 
The successful completion of the Uruguay Round remains the most
 
effective way of promoting long-term trade growth in Latin
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America and the Caribbean and of integrating the region into the
 
global trading system. As part of this effort, we will respond

to the particular interests of Latin and Caribbean countries by

seeking deeper tariff reductions in the Uruguay Round on products

of special interest to them.
 

To build further on the trend toward free markets, we will
 
seek to establish a free trade system that links the entire
 
Hemisphere. The President announced in the Enterprise initiative
 
that we will be prepared to enter into frea trade agreements with
 
other markets in Latin America and the Caribbean -- particularly

with groups of countries that have associated for purposes of
 
trade liberalization. The Free Trade Agreement with Mexico is
 
our first priority. Others will follow, and in the meantime we
 
are already negotiating bilateral framework agreements to open

markets and develop closer trade ties with countries that wish to
 
move in this direction.
 

The second pillar of the initiative consists of a broad
 
program to help Latin American and Caribbean countries attract
 
the capital needed to expand their cconomies. Countries must
 
compete today for capital in a world of scarce resources. To do
 
so effectively, they must establish stable economies and
 
regulatory systems hospitable to investors both at home and
 
abroad. The initiative includes two proposals to create
 
incentives for investment reform:
 

o 	 a new lending program in the Inter-American Development Bank
 
to support investment sector reforms; and
 

o 	 a $1.5 billion multilateral investment fund administered by

the Inter-American Development Bank to provide support and
 
technical assistance to carry out investment reforms.
 

We are now seeking contributions from Europe, Japan and Canada.
 

The third pillar offers official debt reduction for those
 
countries that establish sound economic policies and liberalize
 
their investment regimes to promote domestic and foreign

investment. First, we have proposed that the IDB immediately

join the IMF and World Bank in making available enhancements to
 
support debt and debt service reduction negotiated with commercial
 
banks under the Brady Plan. Second, and of particular

significance for the many countries with large proportions of
 
official debt, the U.S. will undertake to reduce both concessional
 
development assistance loans and non-concossional obligations to
 
Eximbank and the Commodity Credit Corporation (CCC). In the case
 
of non-concessional debt, we propose to sell a portion of such
 
assets to facilitate debt-for-equity and debt-for-nature swaps.
 

We believe that this program will be affective in supporting

,strong Aconomic growth throughout the hemisphere. To help
 
ensure the sustainability of this growth, however, we must take
 
into account the finite environmental resources with which we are
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endowed. We must take care not to use up today the resources
 
vital to growth and prosperity tomorrow.
 

With this in mind, the President's proposal includes
 
dedication of resources to the environment as a component of the
 
restructuring of U.S. concessional debt. Interest payments on
 
restructured AID and PL-480 claims, therefore, will be made in
 
local currency and targeted to fund appropriate environmental
 
projects jointly supported by the United States and the
 
participating government. We will seek a strong role in this
 
process for local non-governmental organizations with expertise
 
in the environment and conservation.
 

Th.eAtmosnhere the RPqion
 

Lea3ers thruughout Ltin America and the Caribbean have
 
reacted enthusiastically to the President's Enterprise initiative.
 
Last month I visited a number of the larger countries of Latin
 
America. Seldom in my experience has an initiative caught so
 
aptly the prevailing mood of those it targets for attention. The
 
timing of President Bush's announcement of the Enterprise
 
initiative just prior to the Houston Economic Summit was not lost
 
on Latin America's leaders. They understood, as did our industrial
 
country partners, that the Bush Administration attaches a special
 
importance to our relationship with Latin America, and in
 
particular to the potential for mutual eccnmic benefits.
 

Not sui-prisingly, expectations in Latin America are running
 
high. Many of the medium and smaller countries of the region
 
that are heavily burdened with official debt recognize that the
 
Enterprise reaches past the Brady Plan to touch their particular
 
situations. We welcome the enthusiasm we are finding, and of
 
course it is critical that the Administration, with the help and
 
support of Congress, follow up with rapid implementation.
 

Expectations, can however, be difficult to fulfill because
 
too often the beneficiary's responsibilities are forgotten.
 
Policy reform is indispensable to success. And policy reform is
 
needed on a broad front in many countries. Improved macroeconomic
 
policies need sustained implementation to bring success.
 
Confidence is a fragile plant that requires careful tending.
 
Sound macroeconomic policies need to be supported by reforming
 
restrictive investment regimes that have hampered efforts to
 
attract capital, freeing up rigid trade restrictions, and taking
 
steps to reverse capital flight.
 

Reforms have begun in Latin America and the Caribbean. New 
leaders are moving for genuine economic change. Given the 
reluctance of banks to lend new money and with attention focused 
on Eastern Europe and the Persian cGulf, they know they have to 
act to be competitive and to attract finance. 

I can feel the shift that is taking place in many countries
 
as commercial bank financing packages fall into place many
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involving substantial debt and debt service reduction -- and as
 
new leaders undertake policy reforms to make their countries more
 
competitive. This combination of reforms and debt reduction is
 
removing a major obstacle to investor confidence.
 

Chile has set a commendable example in its progress on
 
economic reform. Its experience, which has resulted in low trade
 
barriers and greatly reduced state intervention in the economy,

has been wat zhed by many in the region. Chile is reaping rewards
 
from its efforts -- the highest level of foreign direct investment
 
in the region, low inflation, impressive growth, and a sharp

reduction of its stock of commercial bank debt. Chile will be an
 
early beneficiary of the Enterprise initiativo.
 

Opportunities are expanding in other countries as well.
 
Mexico has made great strides toward opening its economy, and we
 
have recently seen an increased determination to attract
 
investment. Mexico is also turning the curner on its debt
 
problem. Private investors already sense the change. Smaller
 
countries in Central America and the Caribbean are joining the
 
trend to reform their econ-omies. And in Argentina, large-scale

privatizations are being used to effect domestic policy changes

and, through debt-equity swaps, tc. reduce significantly the stock
 
of external debt.
 

The potential benefits from closer cooperation -- for Latin
 
American countries and for the United States -- are becoming

evident. Economic and investment reforms, and mutual trade
 
liberalization can provide strong sustenance for agriculture and
 
industry throughout the region. Joint ventures and cooperative

business endeavors can furnish essential private support for
 
policy reforms undertaken by governments.
 

Momentum has clearly been established, and confidence in the
 
region is building. Investment regimes are opening, and capital
 
has begun to flow anew.
 

This progress must be sustained and expanded to countries
 
throughout the region. Overall, much remains to be done. 
 For
 
some countrios, debt problems continue to be a serious obstacle;
 
large fiscal doficits in many countries also need to be reduced.
 
In many countrios, the reform process has only bogun.
 

Building the more productive relationship envisioned by the
 
initiative will depend upon the committed policy response of
 
Latin American and Caribbean nations, not just today, but
 
tomorrow and in the days after.
 

ImDlementation
 

Success also depends on action by the United States to
 
follow through on the program put forward by the Prosident. The
 
Administration has been working since the announcament of the
 
initiative to prepare for full.implementation. In a wide range
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of meetings, we have laid out the elements of the initiative for
 
Latin American and Caribbean government officials. We have also
 
proceeded with internal discussions to clarify the details of
 
implementation in order to assure close coordination among the
 
many agencies involved.
 

At the Houston Summit and at subsequent bilateral meetings,
 
we have discussed the initiative with the leading industrialized
 
nations, which have been quite supportive. We are continuing
 
discussions about their financial participation in the
 
multilateral investment fund that the President proposed be
 
estabiished in the Inter-American Development Bank.
 

In the meantime, we have bogun discussions with the Inter-

American Development Bank regarding the establishment o7 the
 
sector lending program proposed by the Prosident to provide
 
fundamental support for investment reforms. Liberalization of
 
investment regimes is par-ticularly important as a means of
 
attracting the scarce capital critical to sustained growth. The
 
objective for Latin America and the Caribbean must be to compete
 
effectively for limited resources while also attracting the
 
flight capital of their nationals back home.
 

We must work with the Inter-American Development Bank to
 
develop an investment sector lending program consistent with
 
these goals. Appropriate macroeconomic policie,; are, of course,
 
essential. In addition, specific measures need to be taken to
 
remove iopediments to investment and to open productive sectors
 
to private ownership.
 

In the trade area, we are moving quickly under the leadership
 
of Ambassador Hills to establish closer ties with Latin American
 
and Caribbean countries. The first step in this process is a
 
free trade agreement with Mexico. In addition, since the
 
President's June speech, bilateral framework agreements have been
 
signed with Colombia and Ecuador. We have begun discussions of
 
such agreements with several other countries and groups of
 
countries in the region -- such as the regional alliance formed
 

by Argentina, Brazil, and Uruguay. Our highest priority for the
 
moment, however, is the successful completion of the Uruguay
 
Round negotiations by Docember of this year.
 

The Puaeqnt l o ngYeK
l
 

Despite those significant steps taken in the last 2 1/2
 
months, we must have authority from Congress to move forward to
 

implement the initiative -- in particular to begin work to create
 

the multilateral investment fund, to reduce official bilateral debt
 

through exchanges of concessional debts and sale of market-rate
 

debts, and to establish the environmental elements of the
 
a
initiative. The President transmitted on September 14 


legilative propo.al that would provide these authorities and
 

allow us to respond to the readiness of Latin American and
 
Caribbean nations to begin the new partnership outlined on June 27.
 

http:propo.al
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The President's legislative proposal:
 

o 	 Authorizes $500 million to the Enterprise for the Americas
 
Investment Fund in the Inter-American Development Bank.
 

o 	 Establishes a Facility in the Treasury Department to
 
support the objectives of the initiative by administering

debt reduction for those countries that meet the investment
 
reform and other policy conditions.
 

o 	 Sets out the country eligibility criteria for debt reduction.
 

o 
 Provides authority to reduce AID and PL-480 debts outstanding
 
as 
of January 1, 1990 through the exchange of old obligations

for new obligation5 carried out by each agency at the
 
direction of the Facility.
 

o 
 Gives the President authority to enter into an environmental
 
framework agreement with each country eligible for debt
 
reduction that would provide for the establishment of an
 
Environmental Fund by that country.
 

o 	 Allows for payment of interest on reduced AID and PL-480
 
obligations in local currency if the country has entered
 
into such an environmental agreement.
 

o 	 Provides for the deposit of local currency interest payments

in the Environmental Fund, over which the U.S. and the
 
debtor government would hold joint programming control.
 

o 	 Emphasizes that the President should consult with local
 
envirortmental groups in negotiating environmental framework
 
agreements and that he should encourage the involvement of
 
these groups in decisions on the use of grant funds.
 

o 
 Also provides for consultation with environmental NGOs
 
regarding the establishment, structure, and operation of the
 
overall Environmental Fund program.
 

o 	 Gives the President authority to sell, reduce, or cancel
 
Eximbank loans and CCC assets to eligible countries extended
 
or acquired prior to January 1, 1990 in order to facilitate
 
debt-for-equity or debt-for-nature swaps agreed with debtor 
governments. 

o 	 Designates that the President will transmit an annual report
 
to Congress on the operation of the Facility.
 

This proposal is the product of intense consultations within
 
the Administration. It represents a concerted effort to formulate
 
guidelines that will bring about quick and successful
 
implementation of the initiative.
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The Administration's goal is to secure passage of this
 
legislation during this Congress. We recognize that this is an
 
ambitious objective. Yet we believe that the tasks of promoting
 
increased investment and improved growth in Latin America and the
 
Caribbean cannot wait. President Bush ha: captured the imagination
 
of the leaders and people of the region. To retain their
 
enthusiasm for our joint endeavor, ua must not delay action in
 
the critical investment, debt, and environment elements of the
 
Enterprise for the Americas initiative well into 1291. We must
 
be in a position to 'uove as soon as possible to respond to their
 
efforts. We look forward to working with you to this end.
 



U. S. DEPARTMElT OF STATE 

Of f ice of the Assistant Secretary/Spokesman 

For Immediate Release June 18, 1990 

PRESS CONFERENCE BY 
SECRETARY OF STATE JAMES A. BAKU., III
 

FOLLOWING MEETINGS WITH CINTRAL AMERICAN PRESIDENTS
 

Ramada Inn, Antigua, Guatemala
 
Monday, June 18, 1990 

SECRETARY BAKER: Ladies and Gentlemen, I have a statement and
 
then I'll be delighted to respond to your questions.
 

As I said to the six Presidents this morning, they have 
completed I think, an historic summit meeting, and it is a
 
symbol of the changes that are transforming this region. For 
the first time in history, all of the Presidents attending their 
summit have been democratically elected. Also, for the first 
time, the principle subject for discussion is regional economic 
devczlopment, not the resolution of conflicts. And, of course, 
Panama is attending for the first time. 

Here in Antigua, the Presidents have adopted a far-reaching
agenda for regional economic integration and development and we 
congratulate them on this achievement. Then President Bush took 
office this was a region in crisis and many argued that the 
United States faced only two choices -- accommodation to 
dictatorship or disengagement. 

President Bush instead has pursued a new regional policy with
 
four elements. First, support Zor the regional peace process

begun in Esquipulas. Secondly, enlisting the cooperation of the 
Soviet Unic.i to end the conflicts in this region. Third,

engaging our European allies and Japan in support of regional
democratization and development. 
And fourth, building a
 
bipartisan base in the United States for our policy toward
 
Central America.
 

We believe that this region has an historic opportunity today to
 
realize three goals: democracy, disarmament and development.

We also recognize that there are fears in Central America that
 
the United States and the industrial democracies will be
 
diverted by the changes in Eastern Europe and ignore this region
 
at this moment of historic opportunity. 

I'm here today at the request of President Bush to make it very
clear that. the United States will continue to be fully engaged

and fully supportive of this regional peace process. That's why
 
we are exploring with Japan, with the European community, Canada 
and other industrial democracies, possible ways to achieve more
 
support for democracy and development in Central America. I
 
have discussed these proposals with the six Presidents and they

tell me that they welcome this effort. We will continue to
 
consult closely about the best way to proceed.
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The bottom line, I think, is this -- Central America is poised
 
as never before to consolidate democracy, achieve lasting peace

and disarmament, and create the conditions for growth and
 
opportunity in which all of the peoples of this region,
 
particularly the poor, can share.
 

The United States wants to do everything that it can to help
 
this region's leaders seize this historic opportunity.
 

Any questions?
 

Q: An American official today said that he felt that thie arms
 
levels in Central America were excessive and pointed to Costa
 
Rica as an example to be emulated in the future. I would likze 
to a:k you Mr, Secretary, if you agree with that and if you 
think that tha help to be offered by the G-24 will have to be
 
preceded by cuts in both levels in armaments and troops in the 
region?
 

SECRETARY BAKER: I would not anticipate that the G-24 would 
expressly condition their willingness to support democracy, 
disarmament and development, by requiring total disarmament in
 
advance. So I would not see that as an absolute pre-condition.
Costa Rica, of course, has a rich tradition of pursuing
democracy and freedom and disarmament and it is a tradition that 
the 
and 

United States has supported 
continues to support. 

for many, many years in the past 

Remember, there are three goals: democracy, disarmament and 
development. And in trying to encourage additional support from 
the G-24, we would be trying to encourage support for all three 
goals.
 

Q: I understand that the G-24 is not going to operate on the
 
basis of pre-conditioning, but there will be some kind of 
ordering of assistance on the basis of pre-defined projects. 
Isn't that right?
 

SECRETARY BAKER: Yes, and there will be as it appropriately
should be, conditionality with respect to G-24 efforts, just as 
there is conditionality with respect to the efforts the G-24 has 
made to support democracy and freedom in Eastern Europe. For 
example, there were certain events in Romania here during the 
course of tha last several days which did not move in the 
dircction of respect for human rights, freedom and democracy.
And the G-24, at least for the time being, put on hold or 
temporarily suspended its efforts with respect to Romania. 

Q: In the past when the United States participated in efforts 
of this kind it imposed a number of conditions, one of which was 
the establishment of democratic regimes. I would like to ask in 
this case, what requirements the United States intends to impose 
in order for countries to get assistance and get it on a timely
basis, because the pressure of poverty and misery in the 
countries at this time does not allow them to continue under the
 
present circumstances.
 



SECRETARY BAKER:- First of all, if it was a ccoperative effort 
through the,. G-24, whatever conditions were imposed would be 
imposed through the cooperative efforts of the G-24 countries 
and not just the United States. But, secondly- the United 
States conditions its assistance now on respect for human 
rights, freedom, democratic traditions and we make no bones
 
about that.- We're quite proud of that, because these are
 
principles that we believe very strongly in. Furthermore, we
 
believe these principles more and more are being adopted by

countries around the world, not just in Eastern Europe, not just

in Central America, but indeed in Africa and Asia as well.
 

Q: In order to cooperate in this disarmament effort is the
 
United States willing to reduce its military aid to El Salvador,

for instance, and the presence of its military advisorr-


SECRETARY BAKER: 
 Well, the United States only has 55 advisors 
there and that's the same number we had, if I'm not mistaken,
when I first came to Washington with President Reagan in 1981. 
But further to the point of your question -- the United States 
is for the first time willing to condition its military
assistance to El Salvador and we are in the process of having
discussions with our Congress to that effect now. We should be
 
careful not to interpret that in the wrong way. There is a 
major insurgency going on in El Salvador in which "ome are 
seeking to reverse the results of the ballot box with bullets 
and bayonets. That's not our idea of democracy and that's not
 
our idea of an approach to freedom.
 

Q: Mr. Secretary, you mentioned the Soviet Union and I would
 
like to ask you what might be the political and economic
 
contribution of the Soviet Union to the development of Central
 
America to which the United States and the other countries in
 
the G-24 are going to be contributing?
 

SECRETARY BAKER: Well, hopefully, the Soviet Union will stop

supporting regimes in this hemisphere that support attempts to
 
reverse decisions at the ballot box with bullets and bayonets,
 
as I said a moment ago. The Soviet Union has indicated to us 
that they are prepared to do this, and so we hope that's one
contribution. We think it was a contribution with respect to 
what happened in Nicaragua. We've had discussions with the
 
Soviet Union about the prospects of their continuing the
 
assistance to Nicaragua that they funAshed during the period of 
time of the Sandinista government. We make the point that it 
would be nice to see them support a freely, democratically

elected government in this hemisphere since they themselves now
 
profess to support the idea of democratizatiop. We'll see
 
whether or not they're able to do that although they've

indicated to us some prospect that they will be able to continue
 
some assistance to this freely elected democratic government in
 
NIcaragua.
 

Q: Thank you.
 

###I
 



Melvyn Levitsky
 

Current 
Policy The Andean Strategy
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To Control Cocaine 
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,__ Bureau of PublicAffairs 

Washington, DC 

Following is a statement by Melvyn drugs, we must also work hard to reduce Objectivs 
Levitsky, Assistant SecretaryforInter- the international supply; otherwise, it will The Andean strateg has three major 
nationalNarcotics Matters, before the be more difficult to sustain effective 
Subcommittee on Western Hemisphere domestic programs in law enforcement, objectives. 
Affairs of the House ForeignAffairs education, prevention, and treatment. First, through concerted action and 
Committee, Washington, DC, June 20, In 1989, the administration completed bilateral assistance, it is our goal to 
1990. a comprehensive plan to work with the strengthen the political will and institu

three Andean governments to disrupt and tional capability of the three Andean 
I welcome the opportunity today to destroy the growing, processing, and governments to enable them to confront 
discuss the President's Andean %trategy transportation of coca and coca products the Andean cocaine trade. With new 
and outline our policy goals and objectives within the source countries in.order to governments in Colombia and Peru, it will 
in this area. CDoaie c,o-,ntrol is our reduce the supply of cocaine entering the bc essential for the US Government to 
number one priority and our main focus United States. In Septrmher 1989, the help them address the full range of their 
has been, and will continue to be, the President's National Drug Control drug-related problems. 
Andes. Strategy directed that a 5-year, $2.2 Second, we will work with the 

The President's historic meeting in billion counter-na-cotics effort begin in Andean governments to ircease the ef-
Cartagena Colombia, in February FY 1990 to augment law enforcement, fectiveness of the intelligence, military, 
signaled a new era in narcotics coopera- military, and economic resources in Co- and law enforcement activities against 
tion with our Andean partners. No longer lombia, Bolivia, and Peru. After careful the cocaine trade in the three source 
is the drug issue simply a law enforce- negotiations between the United States countries, particularly by providing air 
ment problem. We are working with Co- and each of the individual cooperating mobility for both military and police 
loinbia, Bolivia, and Pru to explore ways governments, implementation plans have forces and making sure they are well 
to strengthen law enforcement, military, been prepared to ensure effective use of equipped and trained -nd that they 
intelligence, and economic coopet ation, the assistance. cooperate in an integrated strategy. It 
including opportunities for expanded The administration's $2.2 billion plan has become clear that the Andean 
trade and investment in order to attack provides a cooperative approach for countries cannot conduct effective ant;
the drug trade in a comprehensive way. working with the three major Andean narcotics operations without the involve-
The President's Andean strategy seeks to governments to disrupt and destroy the ment of their armed forces; this is 
bolster these countries' capabilities on all growing, processing, and transportation especially true where the trafficker. and 
fronts. The program, we have arc coop- of coca and coca prxlucts within the insurgents have joined forces, as in Peru. 
erative programs. We cannot do the job source countries in order to reduce the Specific objectives include efforts to 
without a strong effort from the Andean supply of cocaine from these countries to isolate key coca growing areas, block the 
countrie,, the countries that surround the the United States. Congress has author- shipment of precursor chemicals, identify 
Andean region, and the transit countries ized and appropriated funds for the first and destroy existing labs and processing 
througb which cocaine passes. year of this plan. For FY 1990, approxi- centers, control key air corridors, and 

Toe Andean straten., is a multi- mately $M'O million in economic, military, reduce net production of coca through 
fac(c-rd approach to the complex problem and law enforcement assistance is being aerial application of herbicides when it is 
(f cocaine production and trafficking. Of offered to the three Andean countries for effective to do so. 
course, the main front in this war is here counter-narcotics-related initiatives. In Our third goal is to inflict significant 
at home. But as we work to diminish our 1991, we are asking for $423 million, damage on the trafficking organizations 
own demand for and consumption of including narcotics-related economic which operate within the three source 

assistance. 



countries by working with host govern-
ments to dismantle operations and 
elements of greatest value tc the traffick-
ing organizations. By strengthening ties 
between police and military units and 
creating major violator task forces to 
identify key organizations, the bilateral 
assistance will enable host government 
forces to target the leaders of the major 
cocaine trafficking organizations, impede
the transfer of drug-gener-,ied funds, ard 
seize their assets within the United 
Stutes and in those foreign nations in 
which they operate. Intelligence is a 
critical component of this strategy. Wehave worked closely with the intelligence
community and law enforcement agencies 

to focus intelligence collection on these 
targ ,ts. In short, we have developed a 
strategy that is coherent, focused, and 
determined. 

A major tenet of this strategy is the 

incoilx rat ion of expanded economic 

assistance beginning in FY 1991 and 

direted toward offsetting the negative 
economic dislocations we know will occur. 
This assistance will, in turn, strengthen 
the i)litical commitment of the three 
Andean nations to carry out an effective 
cou nter-narooties proam. US economicassistance is, in general terms, linked to 

counter-narcot ics performance and to 
fllow-through with economic policyreforn. In harmony with the views of the 

three Anoean governments, our direct 
economic assistance and other initiatives 
support economic alternatives for those 
di-ectly involved in the cultivation of and 
tradole in coa. Examples of such assis- 
t. nce include crop substitution and other 
(conomic alternative activities, drug 
awareness, administration ofjustice, 
balance of payments, and export promo-
tien. The assistance reflects our conclu-
sion, incorporated in the Declaration of 
Cartagena, that a comprehlensive, 
intensified counter-narcotics strategy 
must include understandings regarding
economic cooperation, alternative 
development, and encouragement of trade 
and investment. As vigor us host 
government programs against the drug
trade and economic policy reform 
initiatives becom- more effective, our 
economic assistance will increase in the 
outyears (1991-94) of the Andean 
strati iU. We are not seeking to impose 
law enforcement, security, or economic 
assistance on these countries. These are 
programs that require cooperation and 
mutual agreement. Our intensive 
dialigue with the Andeans is refining a 
common under .'anding of what is needed 
and what ispossible on both sides. 

Misconceptions About Militaries' Roles 

Let me deal directly with conccrns which 
have been raistd regarding the role of the 
Andean militaries in the drug war and 
potential human rights abuses. There is 
n, reason to expect that US military aid 
will undermine democracy or civilian rule 
in the Andes. On the contrary, I believe 
it will help to strengthen both democracy 
and the international struggle against 
illegal narcotics for the following reasons. 

• US security assistance will be 

negotiated with and delivered through 

the civilian governments; 

An impoverished, poorly trained and 

equipped military, unable to feed its 
troops, isfar more susceptible to corrup-
tion and human rights abuses; and 

* The military isfar more likely to 
take a constructive approach if actively 
engaged in the drug war as opposed to 
being left to criticize civilian efforts from 
the ,'idelines. The involvement of the 
military, as inour own country, can bring 
a significant resource in the war against 
drugs if properly coordinated and 

directed by civilian authorities, 


I would also like to set out a number 

of points -hat address misconceptions that 
have grown up in recent months aboutthe so-called militarization of the US 

counter-narcotics effort. Like many 
slogans, the use of emotionally charged 
and sometimes politically motivated 
words like "militarization" is a gross 
oversimplification that des not do justice 
to the effort either to understand or deal 
with the comp;ex problems of interna-
tional narcotics, 

in the first placo, the level of our 
security assistance is only apart of our 
total effort. Of some $129 million in 
counter-narcotics funds requested for 
Peru in FY 1991, for example, only about 
$40 million isfor military assistance, and 
much of that isfor maintenance support 
and infrastructure improvement. Nor do 
we contemplate large levels of US 
military presence in the Andes. We have 
never maintained such a presence, and 
our strateg2,, includes as one of our tenets 
the determination not to Americanize the 
effort to work with local governments,

Second, our decision to encourage 
greater participation of the local militar-
ies in the counter-narcotics efforts 
parallels the evolution of our own policy 
that projects agreater role for the 
Department of Defense in the war on 
drugs in the United States. Indeed, the 
militaries in the Andean states are an 
important component of the governments 

and their involvement is a sign of greater 
overall national commitment in dealing
with the problem. 

Third, while we believe the militaries 
of the Andean states need to play a more 
constructive role, we never have nor will 
force military assistance on these 
countries. Nor is the assistance we are 
providing of a nature to create large, new 
forces in the region. We are developing 
the specialized skills and units required to 
conduct or support meaningful counter
narcotics operations, not creating major 
combat units. We should remember the 
immense size of the countries we are 
dealing with and that the narcotics 
processing facilities and growing areas 
ar spread over large areas, often in 
rernoLe locations. Narcotics law enforce
ment units are neither equipped nor 
trained to address the increasingly 
par-amilitary nature of the problem. 
Further, as the case of Bolivian military 
support for counter-narcotics operations
demonstrates, military support in some 
cases can be an effective way to avoid 
duplicating a parallel military capability 
within police narcotics enforcement 
agencies. 

The financial resources of thenarcotics traffickers, such as those in 

Colombia, enable them to him private 
armies and terrorists on a national andinternatior.al scale. Their ability to buy 

manpower and equipment surpasses the 
police capability and, in some cases, calls 
into question even the military's ability to 
respond effectively. These capabilities 
permit the narco-t,-affickers to challenge 
or defy the sovereignty of local govern
ments in a way unprecedented in our 
experience. 

US counter-narcotics policy, therefore, should riot be characterized as a 
"militarized" effort, but rather one that 
seeks to provide legitimate governments 
with the tools and assistance to help 
defend their political sovereignty. 

But the problem does not end there. 
There is now a further complicating 
factor, and that isthe degree to which so
called guerrilla organizations are becom
ing involved in narcotics trafficking, 
either in providing protection in return 
for profit or in engaging in the production 
and sale of coca. 

The effort of the United States to help 
these countries deal with "narcu-insur
gents" has raised the specter of countor
insurgency-specifically, whether the 
United States should engage in support
ing Andean militaries, some with past 
records of human rights abuses, in waging
a struggle against insurgent groups which 

2 
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are clearly involved in many aspects of 
narcotics trafficking. We cannot gloss 
over past abuses in some countries. We 
do not support these and never vwill. But 
neither should we succumb to the 
romantic notion of downtrodden peasant 
masses protesting in arms against social 
injustice, nor depict organizations like the 
Senidero Lumrinoso (Shining Path) of Peru 
or the FARC (Fuerzas Arnxdas Revolu-
cuMarias de Colombia-Armed Revolu-
tionary Forces of Colombia) in Colombia 
as champions of human rights. Moreover, 

these groups are now becoming narcotics 
traffickers themselves, profiting from the 
environment of drugs and using drug 
monies to finance further violence, 

In such groups, we are dealing with 
professional organizations of tight-knit 
cadres whose human rights abuses, 
indiscriminate bombings of civilian 
targets, use of torture, terrorism on a 
national scale, and barbaric brutality are 
plainly part of the public record in 
Colombia and Peru. While the US 
attitude toward these problems is well 
known, the United States has not 
provided significant financial assistance to 
any of the Andean nations to deal with 
these specific problems. We are focusing 
our effort on counter-narcotics, not on 
counter-insurgency, but we cannot lose 
sight of the fact that it is the insurgents 
who have become involved in narcotics 
and, along with the traffickers, ercated a 
militarized situation. 

Let me also point out the following, 
At this point, we have not concluded a 
security assistance agreement with the 
government of Peru. We have done some 
advance planning anol held discussicns 
with officials of the government, but no 
prgrams of assistance can go forward 
without such an agreement. While it is 
our belief that the narcotics situation in 
the upper Huallaga Valley cannot be dealt 
with effectively without the involvement 
of the Peruvian military, this is a Peru-
vian government decision. And, of 
course, it will be a decision as to whether 

the counter-narcotics performance of the 
Peruvian institutions involved in the 
struggle will justify the provision of 
economic assistance. Our request for 
economic assistance for Peru in 1991 is 
based on the assumption of effective 
counter-narcotics performance. 

Our counter-narcotics work in Bolivia 
does not create a significant military 
capability; it, too, focuses on improving 
the military's ability to support counter-
narcotics efforts. This includes improve-
ments in riverine programs by the 
Andvan navies to interdict the flow of 
precursor chemicals and drugs on 
Bolivia's waterways. 

The involvement of the Colombian 
military in supporting counter-narcotics 
law enforcement operations over the past 
2 years proves the effectiveness of this 
approach. Recently, the Colombian 
military, usini equipment supplied by the 
United States, with the police seized over 
18 tons of cocaine in one transportation 
complex deep in the Colombian jungle. 

It is basic to our policy that human 
rights remain under continuous review to 
determine whether government policies
justify, reinforce, or call into doubt our 

continued assistance relationship. State 
Department human rights reports on 
Colombia and Peru have been candid in 
their criticisms and, in fact, received 
praise from human rights groups. We will 
work with the Andean militaries to 
eliminate human rights abuses as they 
increase their involvement in anti-
narcotics operations. Our training, in 
fact, will emphasize human rights and 
civic action. 

Involvement of US military personnel 
and organizations is clearly defined, 
limited, and subject to continuing review. 

The US military role is to provide support 
and development of host country capabili-
ties. It will provide training and opera-
tional support, materiel, advice, and 
technological and maintenance support to 
cooperating nations' counter-narcotics 
organiTzations. I)efense personnel will not 
participate in actual field operations, 

Contrary to some niedia reprts, the 
levels of counter-narcotics based eco-
nomic assistance planned for in the 
President's Andean strategy outweigh 
the levels of military assistance being 
offered. Over the 5 years that the 
strategy covers, from FY 199 to 1994, 
economic assistance will total over $1.1 
billion, versus approximately $676 million 
in security assistance. Moreover, this 
does not include other economic assis
tance such as food aid and trade prefer-
ences for the Andean region. 

Further Inltlativec 

We are, of course, living up to the 
economic commitments made at the 
Cartagena summit. We are implementig 
the initiatives contained in the Presi-
dent's November I Andean trade 
package, including working with the 
countries in the region to develop further 
initiatives: 

6 In February, administration ofiicials 
m in repreatiestro t ca 
met wit i representyatives from the 
European Community, Canada, and Japan 
to discuss ways we can help the Andean 
countries improve their trade perform-
ance. 

e In March, the Office of the US 
Trade Representative (USTR) announced 
that 129 products were accepted for 
review under the US generalized system 
of preferences (GSP) special And..an 
review. Final results of the revi.w will 
be announced in July. 

* We have also conducted successful 
technical seminars on the GSP program ir 
Colombia, Bolivia, Peru, Ecuador, and 
Venezuela to help the Andean countries 
take full advantage of the GSP. A US 
team is in the Andes the week of June 18 
to conduct seminars on the US textile 

program. 
* We have scheduled a workshop in 

Washington for the Andean countries the 
week of July 9 on ways to expand US-
Andean trade and investment opportuni
ties. 

* We are exploring areas of potential 
cooperation with the multilateral develop
ment em 
mpntbanks andhave ephasied US 
support for World Bank efforts in the 
area of trade policy reform. 

* On May 8, the United States and 
Bolivia signed an agreement to establish 
the US-Bolivia Trade and Investment 
Council, whose objectives are to monitor 
trade and investment relations, identify 
opportunities for expanding trade and 
investment, awl negotiate agreements 
where appropriate. 

We also renewed our commitment to 
seek a new International Coffee Agre 

ment (ICA). 
* We have offered to accelerate 

negotiations on tariff and nontariff 
measures in thc international trade 
negotiations now going on in Geneva. 
Andean participants have not yet 
responded to our offer. 

In addition to the bilateral aspects of 
the Andean strategy, we are also working 
with the international community to gain
support for Andean inLiatives. The 

strategy suggests that a consultative 
mechanism with other developed coun
tries be established to encourage closer 
coordination of international counter
narcotics efforts. I will be travelling to 
Europe at the end of this month to 
further this goal. 

We are pleased with the work of the 
G-7 Financial Action Task Force on 
money laundering; the United States 
hopes to expand the number of countries 
that embrace the action recommendations 
of the task force to ensure that all 
countries have comprehensive domestic 
programs against money laundering and 
cooperate to the maximum extent 
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posisible in international money launder-
ing investigations and prosecutions. 
Narcotics is also on the agenda of the 
ll,,uston economic summit next month, 
and there we hope to gain greater G-7 
sup[rt for precursor chemical control. 
As ,,ur own controls i)ecome more 
effective, the drug traffickers look to 
Kuroup and the surrounding countries for 
supply of these chemicals, and so we must 
bolster international efforts to limit their 
use to legitimate industry. Without 
essential chemicals, cocaine cannot be 
prxiuced. We have just completed a 
State Departm,.nt-Drug Enforcement 
Administration (DFA) mission U) Europe
to prmote the control of essential and 

prvcursor chemicals. We will be conduct-
ing similar mis;sions to Latin American 
countries. 

In closing, I would like to take this 
opportunity to say that I believe that 
during the coming year, we and the 
Andean governments will have many 
opportunities for progress as we work 
together to attack all aspects of the 
cocaine trade. We are optimistic. The 
price of coca leaf is down in Peru and 
Bolivia. As a result, in Bolivia voluntary 
eradication of coca is up--this year has 
already surpassed last year's total-and 
increasing numbers of growers are 
moving out of the illegal industry. DEA 
laboratory analysis indicates that purity
levels olfcocaine at both the wholesale and 
retail levels are down and prices have
increased at the wholesale level in many 

areas throughout the nation. Cartagena 
ended the argument over who isto blame 
for the drug crisis; we now have a 
consensus on the nature of the problems 
we face and a solidifying common front 
against the drug trade. 

Success will not happen overnight, 
but we are begir ning to see that our 
efforts are having an impact in the Andes, 
and on the streets of the United Statis. 
Provided we are prepared to sustain our 
activities and not allow our thinking to be 
clouded by false analogies and oversirmpli
fications, I believe we will continue to 
make progress toward agoal the Ameri
can people have made clear that they 
support. 03 
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Opening Statement
 

Hon Peter H. Kostmayer
 

The Andean Initiative (Part II)
 

June 20, 1990
 

The Subcommittee on Western Hemisphere Affairs will come to
 

order.
 

This is our second hearing on the President's Andean
 

anti-narcotics initiative. Two weeks ago we heard from experts
 

on the three Andean countries--Colombia, Peru, and Bolivia.
 

Today we will hear from the Administration. Further hearings
 

may be scheduled.
 

I continue to have grave doubts about the militarization of
 

the Andean anti-narcotics effort. I do not think this is
 

fundamentally a military problem. It is fundamentally an
 

economic problem, and a law enforcement problem.
 

By focusing the effort on the military we may lose the drug
 

war, while actually exacerbating economic problems, human rights
 

problems, and problems of civilian authority. Are we getting
 

the United States involved through the back door in fighting
 

guerrilla wars.
 

Our last hearing heightened my concerns.
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The basic question we have to answer is: how will we
 

approach this war?
 

Will we approach it in the time-honored--or I should say
 

dishonored--fashion of throwing our weight around and telling
 

other countries what to do? Or will we approach it in a new,
 

cooperative, consultative spirit, with due respect for the
 

sovereignty of the other countries?
 

Only the latter will work--but I'm afraid we are doing the
 

former.
 

None of these countries want their militaries to be the
 

main instrument of the drug war.
 

None of these countries is in fact using its military as
 

the main instrument of the drug war.
 

All of these countries have the deepest concerns about the
 

further empowerment of their militaries, and good reasons not to
 

involve their militaries so centrally in the drug war. Yet
 

apparently we insist on pressuring them to eo so.
 

In each of these countries, the possibility exists of
 

living with narcotics trafficking instead of expending lives and
 

treasure fighting it.
 

rK\ 
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Bolivia could well decide to keep the jobs and the hard
 

currency that the drug trade provides. Peru could do well to
 

take the drug issue away from the Shining Path guerrillas, who
 

gain support by protecting peasant growers. In Colombia we now
 

hear talk that the real problem is narco-terrorism, not
 

narcotics trafficking per se; in the recent election, half the
 

electorate voted for candidates who advocated some form of
 

accommodation with the drug cartel. For each of these
 

countries, opting out of the war is a real possibility.
 

We can help make that happen if we continue to try to
 

dictate to these countries while failing to help them with the
 

resources they need to do the job. Instead of saying, "We will
 

tell you our strategy and, if you want our aid, you will pursue
 

it," we should be telling these countries, "Tell us what your
 

strategy is, and what you need to accomplish it, and we will
 

help within the limits of our resources if we agree."
 

To win this war we need allies, not subjects--and we ought
 

to start treaLing these countries as allies, not subjects.
 

Why are we giving Colombia military aid that it has not
 

asked for--when, according to testimony at our last hearing, 90
 

percent of the seizures have been carried out by the police, and
 

the Colombian military has become one of the hemisphere's worst
 

human rights violators in its conduct of the counterinsurgency
 

war?
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The drug war has cost Colombia more than $1 billion. To
 

help offset these costs, why has the Administration failed to 

submit a package of trade preferences for Colombia to
 

Congress--which Colombia has asked for and which the
 

Administration has promised?
 

What is the Administration doing to get talks on the coffee 

agreement started again--which Colombia has asked for? The 

absence of an agreement is costing Colombia $400 million a year. 

Why has the Administration failed to take the lead in
 

putting together a credit package in the multilateral
 

banks--which Colombia has asked for?
 

Why has the Administration failed to take effective action
 

to prevent the export of assault weapons and precursor chemicals
 

to Colombia--which Colombia has asked for? 

Why have we failed to enact stricte: laws against money 

laundering in our own country--which Colombia has asked for? 

The world's largest center of money laundering remains the
 

United States.
 

In Bolivia there is no insurgency for the military to
 

fight. The problem is to move people out of coca cultivation
 

and into other economic areas. Bolivia has designed an
 

alternative economic development program to do this,
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Why, then, do we insist on giving Bolivia military aid,
 

which it has not asked for, instead of devoting these resources
 

to economic aid, which Bolivia has asked for?
 

Why do we insist that Bolivia commit the military to the
 

drug war, which Bolivia--for very good reasons--does not now
 

want to do?
 

Why do we conduct our aid program in such a way as to 

increase the size and role of what our witness two weeks ago 

called "a uniformed kleptocracy"--the military that ruled the 

country for .8 years until 1982, has staged numerous coups 

throughout Bolivian history, and has itself been heavily
 

involved in narcotics trafficking? As our witness also said, 

Bolivia has already had its Manuel Noriega in Gen. Garcia Meza,
 

who ruled from 1980 to 1982--yet while Panama moves toward
 

demilitarization, we encourage Bolivia to militarize.
 

Why do we press Bolivia to destroy the livelihood of the 

40,000-to-60,00 families that depend on the cocaine economy for 

a living--and then underfund the alternative development 

programs that would provide these people with other ways to make 

a living? If we wanted a recipe for instability, we probably 

could not write a better one. 

11 
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In Peru, outgoing President Alan Garcia refused to accept
 

the 1990 military aid package because it did not include
 

assistance for economic development. The President-elect, Mr.
 

Fujimori, while not rejecting military and police aid, has
 

already indicated that most aid would be better spent on
 

economic development.
 

Why do we insist on providing aid according to our own
 

priorities and our own domestic politics, without taking
 

Peruvian priorities into account?
 

According to the State Department's own human rights report
 

for Peru for 1989:
 

-- More than half of Peru's population lives in "emergency 

zones" under military control; 

-- "Peru's history of military coups has weakened civilian
 

control over the military";
 

"There is little oversight of military activities in the
 

emergency zones by civilian judges or prosecutors, and the
 

constitutional rights of persons detained by the military
 

are routinely ignored";
 

-- There is "a backlog of over 3,000 pending cases of 

disappearances"; and 
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-- "There were credible reports of summary executions, 

arbitrary detentions, and frequent use of torture by police
 

and the military."
 

I am deeply concerned that we are jumping into this
 

counterinsurgency effort without any debate over the wisdom of
 

allying ourselves with this military--and, apparently, without
 

any real effort to address the priorities of the civilian
 

government.
 

We heard testimony two weeks ago that this is exactly what
 

the guerrillas hope we will do; they thin it will win them more
 

converts and hasten the collapse of the government. Has the
 

Sendero Luminoso written the script?
 

I recognize that there are no easy solutions. Precisely
 

for that reason, we should be working closely and cooperatively
 

with the government, and not trying to call all the shots from
 

4,000 miles away in Washington.
 

So, as our witnesses can see, I have many serious questions
 

about our Andean drug war. And to anticipate a criticism of my
 

remarks, I am not saying we should not fight this war--I am
 

saying we should fight it "smart." We should fight to win--and
 

not just to sound tough to the voters. Most of all, I am
 

suggesting that to win, we have to cooperate, and not dictate.
 



RICHARD E. FEINBERG
 

EXECUTIVE VICE PRESIDENT
 
OVERSEAS DEVELOPMENT COUNCIL
 

before the
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Hearing on the Enterprise for the Americas Initiative
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"Mr. Chairman, I am pleased to have been asked to testify on
 

implementing legislation for the President's Enterprise for the
 

Americas Initiative. The Initiative's mutually reinforcing
 

provisions for trade liberalization and debt reduction are
 

conceptually exciting and wholly apprcpriate for the 1990s. They
 

hold the promise of greater economic prosperity for ourselves and
 

for Latin America through more open markets, lower debt service,
 

and a healthier ecology.
 

The impact of the President's bold and creative vision will
 

depend on the capacity of Latin America to respond affirmatively,
 

as well as on the way in which the vision is implemented. The
 

Initiative's ultimate value will lie in its details.
 

In my testimony, I will focus on the Initiative's debt reduction
 

provisions, which I believe are of greatest interest to the
 

Committee today. There can be no doubt that Latin America and
 

the Caribbean is suffering under a weighty debt burden which is
 

lower living standards, impeding efforts at economic reform, and
 

constricting import capacity -- to the disadvantage of U.S.
 

exporters. Recognizing the damage that this persistent debt
 

overhang has been causing to Latin American and U.S. economic
 

interests, U.S. Secretary of the Treasury Nicholas Brady has
 

called for the reduction of debts and debt service owed by
 

heavily indebted developing countries to commercial banks.
 

Previously, the United States had joined the other leading
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industrial countries at the June 1988, Toronto economic summit in
 

agreeing to a menu of options that includes forgiveness of
 

bilateral debts owed by low-income countries. The President's
 

Enterprise Initiative now extends the principle of debt reduction
 

to bilateral debts owed by the primarily middle-income countries
 

of this hemisphere.
 

According to the latest available information, some 80 developing
 

nations were in arrears on debts to U.S. government agencies.
 

The President's initiative would make de lure what has become de
 

facto -- the non-payment of many official debts. In many cases
 

actual cash flow may not be materially altered -- thus, the
 

impact on U.S. government revenues may be small. But it is much
 

better for both creditors and debtors when the books are cleansed
 

and financial transactions are regularized.
 

How much will this new Initiative reduce Latin America's debt and
 

debt service? The answer to this central question depends upon
 

how the Initiative is implemented. Critical variables include:
 

-- The amount of debt eligible for reduction and the depth
 

of the discount
 

-- The degree of participation of other bilateral donors 

-- The terms under which countries become eligible 
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Estimates of Debt.Reduction
 

Latin America owes U.S. government agencies about $12 billion, of
 

which about $5.2 billion is owed to the Agency for International
 

Development, $1.6 billion to the Food for Peace program
 

(P.L.480), $4.2 billion to the U.S. Eximbank, and $1 billion to
 

the Commodity Credit Corporation (see table 1). Under current
 

terms, during fiscal years 1991 to 1994, debt service on these
 

claims will equal about $4.7 billion, or an average of $1.2
 

billion per annum.
 

The administration has not provided estimates on the size of the
 

discounts that will be applied to the different types of debts.
 

My colleague at the Overseas Development Council, Frank Sader,
 

and myself have estimated potential debt service reduction under
 

these assumptionst that debts owed to AID and under P.L.480 are
 

reduced by 50 percent, and debts owed to the Eximbank and CCC are
 

reduced by 25 percent. Under these assumptions, Latin America
 

would save about $1.6 billion from fiscal year 1991 to 1994, or
 

about $400 million per annum (see table 2). Nine countries would
 

save over $50 million during the four-year period: Argentina,
 

Brazil, Chile, Colombia, Mexico, Peru, Costa Rica, the Dominican
 

Republic and Jamaica.
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Participation of Other Donors
 

A detailed breakdown of the debts of Latin America owed to other
 

bilateral donors is not available. However, under various sets
 

of assumptions, an extension of the Bush initiative to other
 

bilateral donors would yield an annual savings in debt service of
 

between $1.6 billion and $2.3 billion (see appendix).
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It is customary for bilateral debts to be renegotiated under the
 

aegis of the Paris Club. This structure assures equality of
 

treatment for all creditors. Otherwise, concessions granted by
 

one creditor could simply allow the debtor to service claims of
 

competing creditors. It would be an unfortunate break with
 

tradition for the United States to forgive unilaterally bilateral
 

debts without equal treatment being applied to other creditors.
 

The impact of the Bush debt initiative will be several times
 

greater if it is effectively multilateralized within the Paris
 

Club framework.
 

Country Eligibility
 

The international financial community typically conditions debt
 

reductic~n on the debtor nation's adherence to an economic reform
 

program monitored by the International Monetary Fund and/or the
 

World Bank. However, the administration is now proposing to add
 

two additional conditions which could threaten to seriously delay
 

implementation of the Enterprise Initiative.
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The proposed legislation would require countries to, "if
 

appropriate, have agreed with its commercial bank lenders on a
 

satisfactory financing program." Whether this represents a
 

reversal of U.S. policy depends on the unexplained "appropriate."
 

The genius of the Brady initiative regarding commercial debts was
 

to break the linkage between the actions of official agencies and
 

the signing of agreements between the debtor and its commercial
 

creditors. Previously, this linkage had placed the commercial
 

banks in the enviable position of blocking official programs and
 

loans, thereby increasing their bargaining power at the expense
 

of the flexibility of official agencies. The Bush Iaitiative
 

should not be hostage to the bargaining strategies of commercial
 

banks.
 

A second new condition is that the Latin American nation must
 

"have put in place major investment reforms in conjunction with
 

an IDB loan or otherwise be implementing an open investment
 

regime." Certainly, this new condition could substantially delay
 

the implementation of the Bush debt Initiative -- during which
 

period countries will be tempted to simply run up arrears.
 

Whether it ultimately restricts eligibility depends upon the
 

content of the proposed reform packages. But is this additional
 

stricture necessary? The most important measures that a
 

government can take to create a favorable investment climate are
 

already contained in IMF and World Bank reform programs. Adding
 

another set of secondary considerations will delay debt reduction
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-- itself a stimulus to investment -- and irritate the Latin 

Americans.
 

Conditioning debt'reduction upon economic reforms -- which ought
 

to be in the self-interest ot the developing nation -- is
 

accepted practice. But it would be unfortunate if overly
 

restrictive conditions were to lessen the practical usefulness of
 

the President's Initiative. Piling on secondary conditions could
 

cost us the good will that the President's Initiative has
 

generated throughout the hemisphere.
 

Mr. Chairman, it is praiseworthy that the administration is
 

moving rapidly to seek Congressional authorization to proceed
 

with its worthy Enterprise for the Americas Initiative. The
 

final legislation should be consistent with the high-minded
 

spirit with which President Bush outlined his vision this June.
 

It should also urge the administration to seek the participation
 

of other industrial nations, so that they shoulder their fair
 

burden of the costs of reducing old debts. After all, our allies
 

also stand to benefit from a more prosperous Latin America.
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LATIN AMERICAN 	DEBT SERVICE TO THE U.S. 
FY 1991-1l94 

US$ billons 

SOUTH AMERICA CENTRAL AMERICAaCAR. ALL LATIN AMERICA 

Source: OVERSEAS DEVELOPMENT COUNCIL 
based on U.S. Government ottitlatico 
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Appendix I
 

THE POTENTIAL IMPACT OF THE BUSH INITIATIVE
 
ON LATIN AMERICAN DEBT SERVICE
 

In his speech of June 27, President Bush announced a plan to reduce
 
Latin Akmerican debt outstanding to the U.S. government by a
 
significant amount. Assuming a 50% reduction of concessional, and
 
a 25% reduction of nonconcessional debt, it can be calculated that
 
the Latin American countries will save US$ 1.6 billion in debt
 
service during 1991 to 1994, or around US$ 400 million annually.
 
Should this initiative be accepted by all the other governments
 
with bilateral loans outstanding in Latin America, the question is,
 
in how much debt reduction this would eventually translate. Three
 
different estimation procedures were applied, resulting in a total
 
annual debt service relief of US$ 1.6 - US$ 2.3 billion, as shown
 
in the table below.
 

THE IMPACT OF A GLOBAL BUSH INITIATIVE
 
per year for 1991-1994
 

(in US$ millions)
 

Method I Method II Method III
 

concessional 836.6 474.4 1,148.9
 
nonconcessional 765.7 1,250.5 1.135.3
 

Total debt
 
service reduction 1,602.3 1,724.9 2,283.6
 

METHOD I
 
The first rough estimate in calculating the effect of a general
 
reduction of bilateral debt in line with the Bush Initiative is
 
the following:
 
Given that the U.S. Government holds around 1/4 of all bilateral
 
debt outstanding in the region, the total reduction should simply
 
be four times the reduction resulting from the Bush Initiative.
 
Hence total reduction in debt service per year should amount to
 
around US$ 1.6 billion.
 

METHOD II
 
The main problem in using Method I is the fact that it does not 
take into account the different split of bilateral debt into 
co..-cessional and nonconcessional. However, while 57% of total 
bilateral debt outstanding to the U.S. is concessional, for the 
remain:Lng public lenders only 23% turn out to be concessional. 
Therefore a different estimation procedure is applied: 
Applying the initial assumptions regarding the extent of debt 
reduction under the Bush Initiative, the reduction of debt service 
on concessional debt would amount to 12.3% of total concessional 
debt outstanding to the U.S. government, and a debt service 
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reduction on nonconcessional debt of 14.9% of total nonconcessional
 
debt outstanding. Applying these ratios to the remaining lenders
 
would lead to an additional reduction in debt service of U.S.$
 
1.0 1 billion in concessional and US$ 4.236 billion in
 
nonconcessional debt. This would result in an annual debt service
 
reduction of US$ 1.324 billion. Hence, including the U.S. share,
 
the total reduction in debt service would amount to around US$ 1.7
 
billion. This result seems to be surprising, considering that the
 
share of nonconcessional debt (which is assumed to be subject to
 
a 25% reduction only) is by far higher for other public lenders
 
compared to the U.S. The reason for this estimate being higher
 
than the estimate under Method I is that the terms (maturity and
 
interest charges) on nonconcessional debt are much harder,
 
resulting in higher debt service payments.
 

METHOD III
 
A further estimation procedure was applied based on the World Debt
 
Tablc,-. in particular making use of the "Debt Service Projections
 
on Existing Pipeline". Unfortunately, the World Bank does not
 
provide a breakdown of debt service payments to Official Creditors
 
into bilateral and multilateral, and further into concessional and
 
nonconcessional. In order to obtain such a breakdown, time trends
 
from 1982-1989 for principal as well as interest payments were used
 
to calculate the average shares.
 
The following results were applied in the estimation:
 
- "Bilateral" as percentage share of "Official" is 45% of principal
 
and 35% of interest payments;
 
- "Concessional" as percentage share of "Bilateral" is 12% in
 

in interest payments;
2
 

principal and 85% 

Based on these percentage shares, Latin America will have to pay
 
US$ 19,263.6 millions in principal and US$ 8,087.8 millions in
 
interest on its bilateral debt between 1991 and 1994. Applying a
 
reduction of concessional debt by 50% and of nonconcessional debt
 
by 25%, principal payments will amount to US$ 13,869.8 million, and
 
interest payments to US$ 4,347.2 million between 190-1 and 1994.
 
This translates into an average debt service reduction of US$ 2.3
 
billion per annum.
 

Richard Fe.'nberg, Executive Vice President
 

Frank Sader, Research Assistant
 

OVERSEAS DEVELOPMENT COUNCIL
 

July 5, 1990
 

1 World Debt Tables 1989-90 edition, Vo.I Analysis dnd Summary
 

Tables, pp.94-97
 

2 Correspondingly, the shares for "Nonconcessional" are 88%
 

principal and 15% interest.
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August 22, 1990 F. _ , 

Ms. Mary Chaves, Director 
Office of International Debt Policy 
U.S. Department of the Treasury
 
Washington, DC 20220
 

Dear Mary: 

We would like to thank you and Nelson Coar for meeting with us on August 8 to discuss the 
President's "Enterprise for the Americas" Initiative. We welcome the Initiative's special
attention to Latin America's pressing environmental problems and we appreciate Treasury's
efforts in soliciting the views of the non-governmental environmental community. However, we 
have serious concers regarding other components of the Initiative that we hope the 
Administration wi!l address in its proposed legislation. This letter offers preliminary
suggestions concerning several elements of the Initiative, including macroeconomic 
conditionality, management of the proposed environmental trust funds, debt conversion 
programs, trade agreements, and the Initiative's relationship to commercial debt reduction. 

We hope that you will consider these comments as preliminary, pending more extensive 
consultation with our counterpart organizations in Latin America. A broad range of Latin 
American non-governmental organizations (NGOs) will be in Washington in late September to 
attend the World Bank/IMF annual meeting. We plan to discuss the Initiative with these 
groups at that time and we urge you to do the same. In any event, we hope that the 
Administration will not seek final passage of legislation on the Initiative before that time. 

I. ECONOMIC CONDITIONALITY 
While we acknowledge the importance of sound macroeconomic programs on the part of 
countries participating in the Initiative., the record of many structural adjustment programs
raises serious questions as to their effects on the environment and on social equity. We 
strongly believe that any such programs must be implemented with special attention to their 
potential environmental and social impacts. We are also concerned that overly rigid
conditionality may delay progress on urgently needed debt reduction and the creation of 
environmental trust funds. We strongly urge that the Administration's proposed legislation for 
the Initiative address the need to ensure the environmental quality of macroeconomic programs
and provide for flexibility in evaluating a country's progress in implementing reforms. 

As we understand it, the Administration currently envisions that a country must meet the 
following four macroeconomic criteria in order to participate in the debt relief component of 
the Initiative: 

a macroeconomic program supported or endorsed by the International Monetary Fund 
(IMF); 

JOO1o RFWelPapff 40 West 20th Street 90 New Montgomery 617 South Olive Street 212 Merchant St,, Suite 203 
IW New York, New York 10011 San Francisco,CA 94105 Los Angeles, CA 90014 Honolulu, Hawai'i90813 
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" 	 a structural adjustment program supported or endorsed by the World Bank; 

" 	 progress toward an investment reform program supported by the Inter-American
 
Development Bank (IDB); and
 

agreement in principle with commercial creditors on a debt reduction or restructuring 
agreement. 

As we have discussed with Treasury in the past, we have serious concerns regarding the 
environmental and social implications of World Bank and IMF adjustment programs, as 
currently implemented. 

A. 	 Environmental Implications of Economic Reform Programs 
It has become increasingly clear in recent years that government macroeconomic policies can 
have a tremendous impact on natural resources and on environmental quality. In perhaps the 
best known example, Brazil has recently recognized that fiscal incentives designed to encovrage 
development of the Brazilian Amazon have been a driving force behind deforestation in that 
region. Similarly, government subsidies, as well as investment and trade "liberalization," in 
energy, forestry, agriculture and other sectors can encourage unsustainable exploitation of 
natural resources and foster serious threats to environmental quality. 

In this context, it is critical that structural adjustment programs implemented with or endorsed 
by the IMF and the World Bank pay special attention to potential environmental impacts. 
IMF and Bank programs focuss.ed on export promotion have the potential to exacerbate 
excessive or environmentally careless exploitation of natural resources. Furthermore, programs 
focussed on reducing public sector spending can threaten governments' abilities to protect 
environmental quality. 

To date, neither the Bank nor the Fund has put in place systematic procedures for addressing 
these issues. For example, the World Bank's 1989 Operational Directive (OD) on 
Environmental Assessment (EA) explicitly exempts sector and structural adjustment loans 
(SALs) from strict EA requirements. According to a September 1989 Development 
Committee report, the Bank explicitly addressed environmental issues in only four SALs in 
that year -- accounting for only 15% of total SAL lending. The IMF has so far adopted no 
policy requirements for environmental considerations in its activities. 

Similarly, it is important that the IDB address environmental concerns in the development of 
its investment sector lending program. On the one hand, investment liberalization can 
contribute to improved efficiency in the use of natural resources. For example, stimulating 
increased competition by allowing enhanced private investment may encourage more efficient 
use 	of energy and other inputs in industry and commercial buildings. However, private 
investment activities, if inadequately regulated and monitored, can pose severe environmental 
and public health hazards. Throughout South America, for example, internationally-financed 
oil and gas development has led to widespread degradation of tropical forest areas. 

http:focuss.ed
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In order to ensure the environmental integrity of IDB-supported investment reforms, the IDB 
should apply its recently adopted procedures for environmental assessment to all investment 
sector operations. The IDB's newly established environmental division is already hard-pressed 
to implement an environmental assessment program for the Bank's existing loan programs. 
Inclusion of sector loans in this program will require even greater staff resources. The 
Administration should move quickly to make technical assistance available to the IDB's 
environment division, as authorized in the International Development and Finance Act of 
1989. 

Moreover, the IDB should make resources available to assist borrowers in developing the 
regulatory infrastructure necessary to ensure the environmental integrity of enhanced private 
investment activities. The Initiative proposes the creation of a five-year $1.5 billion :echnical 
assistance fund at the IDB to support implementation of 'nvestment reforms. A substantial 
portion of these resources should be devoted to strengthening institutional capabilities in 
borrowing countries to establish and enforce environmenal regulations for private enterprise 
and investment activities. 

We strongly recommend that the Administration include language in its proposed legislation 
directing the U.S. Executive Directors of the IMF, the World Bank, and the IDB vigorously to 
advocate adoption of strict environmental assessment procedures for all policy-based operations 
at those institutions. We would be pleased to work closely with you in developing language 
along the following lines: 

The World Bank should amend its Operational Directive on Environmental Assessment 
to eliminate the exemption of sector and structural adjustment loans from strict EA 
requirements. 

* 	 The IMF should develop systematic procedures for environmental assessment of its 
operations, establish an adequately-staffed environmental unit of environmental and 
social science professionals, incorporate environmental policy analyses in the preparation 
of Policy Framework Papers (PFPs), establish procedures for consultation with local 
NGOs and affected populations in the preparation of PFPs, and base di1 IMF 
operations, including stand-by agreements, on the preparation of PFPs. 

* 	 The IDB should apply its recently adopted procedures for environmtntal assessment to 
all upcoming investment sector lending operations. A substantial portion of the 
proposed $1.5 billion investment reform technical assistance fund should be devoted to 
developing local capabilities for environmental regulation and oversight of private 
investment activities. The U.S. should move quickly to make technical assistance 
available to the IDB's environment division, as authorized in the International 
Development and Finance Act of 1989. 

" 	 World Bank, IMF and IDB environmental assessment procedures should include, inter 
alia requirements that environmentally beneficial policy adjustments be identified in the 
preparation of assessments and recommended for inclusion in policy-based loans and 
other operations. 
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B. The Need tor Flexibility 
We are concerned that the Administration's proposed eligibility criteria may prove to be so 
restrictive that few countries are able to participate in the Initiative. Experience has 
demonstrated that the processes of reaching agreement with the IMF, the World Bank, and 
commercial banks on economic reform programs and debt restructuring agreements are often 
tortuous and protracted. We believe that basing U.S. foreign policy initiatives on the 
determination of entities outside the U.S. Government, over which the U.S. Government has 
extremely limited influence, would be bad public policy. As currently structured, the 
Administration's proposal in effect establishes the IMF, the World Bank, and a large number 
of commercial banks as the arbiters of participation in the Initiative. Consequently, we 
recommend that the President be given sufficient flexibility to determine, in specific instances, 
that a country is making satisfactory progress toward completion of IMF, World Bank, and 
commercial bank agreements, short of actual conclusion of those agreements. The President 
should seek recommendations as to a country's compliance in meeting eligibility criteria from 
the Secretaries of Treasury and State and the Administrators of the Agency for International 
Development (USAID) and the Environmental Protection Agency (USEPA). 

We are particularly concerned about the criterion requiring completion of a commercial bank 
accord. In this regard, Under Secretary Mulford has stated that "(countries must) have 
concluded financing packages with their commercial banks including debt and debt service 
reduction, as appropriate."' Given the multitude of parties involved in a debt restructuring 
negotiation, a small number of recalcitrant banks can effectively block successful negotiation of 
an agreement. U.S. policy should not put private, commercial entities in a position to hold 
hostage U.S. environmental and foreign policy priorities. The President should have the 
flexibility to approve a country's eligibility if that country is making satisfactory progress toward 
completion of an agreement with its commercial creditors. 

I. ENVIRONMENT AND DEVELOPMENT FUNDS 
We support the Administration's proposal to allow interest payments on restructured USAID 
and P.L. 480 debt to be made in local currency and set aside for environmental purposes. 
However, our interpretation of "environmental purposes" is very broad, encompassing a number 
of areas normally thought of as "development." Since the purpose of these funds should be to 
promote environmentally sustainable livelihoods for people in participating countries, the name 
of the funds should reflect this purpose. The creation of local currency "environment and 
development funds" would provide critically needed support for environmental and 
environmentally sustainable development activities in countries with heavy debt burdens and 
limited budgets. Moreover, such funds could help strengthen environmental awareness and 
develop professional capacity for environmental work both in and outside of governments. 

We are pleased that, as we understand it, these funds are intended primarily to support NGO 
activities. In order best to strengthen local environmental capabilities, host country NGOs 
must be given leading roles in the creation and management of the proposed funds. We 
outline below a potentially effective mechanism for creation and management of the funds, 

Statement by David C. Mulford, Under Secretary of the Treasury for International Affairs, before the House 
Foreign Affairs Subcommittees on the Western Hemisphere, Human Rights and International Organizations, and 
International Economic Policy and Trade, 18 July 1990. 
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focussed on providing substantial responsibility to local institutions while preserving 
accountability with the U.S. Government. 

A. Local Management 
The U.S. Government andu individual Latin American governments would enter into debt relief 
agreements providing fcz the establishment of "environment and development funds." These 
agreements would allow interest payments on restructured USAID and P.L. 480 loans to be 
made in local currency and set aside for environmental purposes. The agreements would 
specify that local NGOs are to be the principal intended beneficiaries of these funds. The 
agreements would establish broad categories of activities to be funded, based on input solicited 
from NGOs in both countries. As a starting point, the U.S. Gover. .aent should propose the 
broad definition of environmental and environmentally sustainable development projects
established by Congress in the 1989 International Development and Finance Act.' 

In each participating country, the environment and development fund would be managed by an 
independent foundation established in the host country. Directors of the foundation should 
include, but not be limited to representatives of local NGOs specializing in environment and 
development, local government officials, and the U.S. Ambassador. The U.S.- host country 
agreement establishing each fund would describe the organizational structure and purposes of 
the foundation and establish strict annual or semi-annual reporting requirements from the 
foundation to the U.S. and host country governments. These reports would be required to 
include program and fiscal audits prepared by an accounting firm agreed upon by both 
governments. Improper management of funds would constitute a default, upon which the host 
government would be required to resume making dollar interest payments to the U.S. 

The foundation in each country would have responsibility for managing that country's fund and 
awarding grants. As the resources of the funds will be limited, all grants should promote local 
institutional development to expand benefits beyond the life of individual projects.
Governmental agreement should include an indexing formula to preserve the value of the local 
currency in the event of devaluation or hyperinflation in the host country's economy. 

B. U.S. Oversight 
The President would designate a U.S. Governmental entity to oversee the creation and 
functioning of the foundations. This entity would assist host country governments and NGOs 
in the creation of the foundations, review foundation reports, and report regularly to Congress 
on the status of the funds and foundations. The President should also establish an advisory 
group of U.S. NGOs to review the work of the foundations and the U.S. government
oversight body on a regular basis and to provide advice and support to the foundations as 
needed. 

C. Leveraging Additional Funds 
The foundations would be structured so as to encourage additional contributions from other 
sources. These may include, but not be limited to, U.S. and other bilateral aid, multilateral 
aid, and private contributions from abroad and from within the host country. In this way, hard 

2P.L 101.240, title Vfl, 103 Stat. 2492, 2522 (to be codified at FAA., 22 U.S.C. § 463). 
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currency contributions could be generated to complement the host country's local currency 
payments. 

The U.S. Government should encourage support for the foundations in the context of 
commercial debt reduction negotiations. As part of a commercial debt reduction agreement, 
commercial banks could agree to donate a portion of their debt to appropriate NGOs. To 
facilitate such donations, the U.S. Government should provide accounting and tax incentives to 
the commercial banks. 

The foundations should also seek contributions from nationals in their own countries. This 
may require reform of local tax laws to provide incentives for charitable donations. Such 
reforms should be addressed in policy adjustment programs supported by the IMF, the World 
Bank and USAID (see section I above). These programs typically include substantial tax 
reform components. 

III. DEBT CONVERSIONS 
The Administration proposes to make debts held by the Export-Import (Ex-Im) Bank and the 
Commodity Credit Corporation (CCC) available on the secondary market to support 
environmental activities through debt conversions. Such conversions could be potentially 
valuable if they support locally controlled environmental initiatives. However, as you may 
know, we have grave reservations concerning traditional debt-for-equity conversions. We 
recommend that the Administration include provisions in its legislative proposals to ensure that 
debt conversions support environmentally beneficial activities and to establish a clear 
preference for conversions involving local environmental and development NGOs. 

The Departments of State and Treasury, USAID, USEPA, E ..Im, and CCC should be 
authorized to establish a "debt conversion working group" (DCWG), including representatives 
of non-governmental environmental and development organizations, to develop detailed 
environmental guidelines for the use of purchased Ex-Im and CCC debt. Potential buyers of 
Ex-Im or CCC debt should be required to submit proposals to the DCWG, describing the 
intended use of the debt.' Sales would be made only to those potential buyers whose 
proposals satisfy the criteria established in the environmental guidelines. Preference would be 
given to those proposals that involve the participation or result in the institutional 
strengthening of host-country environmental and development NGO s. 

The Overseas Private Investment Corporation (OPIC) is currently preparing guidelines for 
operations under a new $10(i -.i!lion "Green Fund," established to support environmentally 
beneficial private enterprises in developing countries. OPIC has consulted %vithseveral U.S. 
environmental organizations in designing these guidelines. The DCWG should be authorized 
to consult closely with OPIC in preparing environmental guidelines for the purchase of Ex-Im 
and CCC debt. 

3This requirement would not place any substantial additional burdens on the potential buyer. Typically, parties
interested in undertaking debt.for-equity swaps are already required to submit detailed proposals to the central bank 
of the host country. 
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IV. TRADE AGREEMENTS
 
Any free trade agreements or framework agreements entered into with Latin American
 
countries under the Initiative should recognize the legitimacy of measures intended to improve
environmental quality. In the past, free trade agreements have sometimes undercut 
environmental goals by failing to many well-foundedaccommodate environmental programs that 
may have marginal impacts on trade. For instance, under the Canada-U.S. Free Trade 
Agreement, the province of British Columbia was forced to drop a reforestation program and 
a Canadian program to reduce pollution from metal smelters has been challenged by the U.S. 

If trade agreements negotiated under the Initiative produce similar results, efforts to address 
Latin America's pressing environmental problems could be severely undercut. Therefore, any
trade agreements entered into under the Initiative should include language explicitly protecting 
programs aimed at: (1) improving the quality of the environment irnthe exporting country,
such as reforestation programs or bans on exports of timber from primary forests; (2)
protecting the public health and environment of the importing country, such as pesticide
tolerances on imported agricultural goods; (3) protecting the regional or global commons, such 
as restrictions on the import of ocean fish caught in an unsustainable manner; and, (4)
improving compliance with internationally-accepted environmental standards, such as the 
provisions of the Montreal Protocol tothat impose trade sanctions upon countries that refuse 

abide by the Protocol's limits on ozone-depleting chemicals.
 

V. RELATIONSHIP TO COMMERCIAL DEBT REDUCTION
 
We suggest that the Administration use its decision to reduce official debts as a lever to
 
encourage increased debt reduction on the part of commercial banks. Without more
 
significant debt relief, such as commercial debt reduction, we question whether many countries 
will agree to meet the Initiative's difficult economic criteria. Commercial bank accords 
completed to date have not involved significant levels of debt reduction. In many Latin 
American countries, real debt relief will only occur if the commercial banks agree to 
substantial reductions. The proposed Initiative presents a timely opportunity to apply
additional pressure to commercial banks. For example, the U.S. Government could prohibit a 
commercial bank from taking "business loss" tax deductions for its value-impaired loans unless
 
that bank offers 
 to reduce the face value of its loans to match their value in the secondary
market. We recommend that the Administration include provisions to this effect in its 
proposed legislation. 

Similarly, the Administration's decision explicitly to link official debt reduction with host 
country environmental initiatives underscores the opportunity to do the same in the context of 
commercial debt reduction agreements. NRDC and several other groups raised this issue in a 
December 13 letter to Secretary Brady. We are troubled to learn that Treasury has done 
little to implement the Congressional instructions contained in last fall's appropriations
legislation to "seek to incorporate natural resource management initiatives throughout the 
implementation of the Brady plan."' We urge the Treasury to expand the Brady plan
framework to establish environmental initiatives or policy commitments on the part of debtor 
governments, in addition to macroeconomic criteria, as a basis for increased levels of 

4P.L 101-167, title V, §533(f), 103 Stat. 1228. 
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commercial debt relief. As we stated in our December 13 letter, we would be willing to work 
with Treasury in developing a "menu" of environmentally beneficial actions for this purpose. 

The "Enterprise for the Americas" Initiative presents a potentially significant opportunity to 
forge strong environmental partnerships throughout the Western Hemisphere. However, we 
are concerned that the conditionality, trade, and investment components of the Initiative, as 
currently envisioned, could exacerbate environmental problems in Latin American countries. 
As described above, action on the environment can and should be integrated into all 
components of the Initiative and not limited strictly to the creation of environmental trust 
funds and the execution of debt conversions. In order to foster environmentally sustainable 
development in the long-term, environmental elements must be incorporated into a country's 
trade, investment, and development policies. The "Enterprise for the Am,.ricas" Initiative 
could provide important leverage for environmental reform in each of these areas. We look 
forward to discussing these issues with you further as the Administration prepares its legislative 
proposals for the Initiative. 

Sincerely, 

GI nT. Pricket4 J. Eugene Gibson 
Research Associate Consulting Attorney 

Eric Christensen 
Project Attorney 

on behalf of: 

Larry Williams Barbara Bramble 
Sierra Club National Wildlife Federation 

cc: Nelson Coar 
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Suddenly, the United eorge Bush might want to order 

up a White House screening ofStates finds itself the 1950s science fiction classic 
The Biob. A quick study of how

h eading toward Ste,e McQueen and fellow Earthlings 
dealt with this threat might help the Pres-negoiations mv't[ i dent grapple with the coming negotia-

MexicO and Canada o[ !ions on a North American free-trade 
agreemen, (FTA).

a3 North American 9V00- Like the movie's primordial goo from 
outer space, the proposal for a North 

tralde (agreemeO ' American FTA landed in Washington 

could redraw economic from out of nowhere. Now, the idea has 
taken on a life of its own, growing bigger

bound aieS. 	 day by day as it devours all in its path.
These negotiations may become the most 
politically explosive trade talks yet under-
taken by the United States.

BY BRUCE STORES "When Mexican President Carlos Sali-
nas de Gortari in February met with Pres-
ident Bush and broached the idea of a 
US.-Mexican free-trade agreement, the 
Administration was predisposed to go 
slow. Although the concept had been 
kicking around in academic circles and on 
Capitol Hill, veteran U.S. trade experts 

P4; 

dismissed the idea. The economic. politi

cal and cultural dispanties betv.een the 
two countries skere too great. the%agreed 
At best, cynics said, the possiblht., of a 
deal betseen Washington and Me\ico 
City might prod the multilateral trade 
talks going on in Geneva. 

But Mexico would not "sait A*hile the 
United States temponzed The Salinas ad
ministration-facing a ne. inflationar. 
threat, high unemploment and an ex
panding trade deficit, and feanng for its 
political sur ial-pressed for a decision 
from the Bush Administration. The Mexi
can goernment %%anted to be able to tell 
its people that at the end of the tunnel. 
they would find prospenty, through open 
access to the lucratise U.S market 

It rapidly became e.ident that for dip
lomatic reasons, the United States could 
not stall. And so, Bush. despite some 
trepidation among U.S. trade official,. no
tified Congress on Sept. 26 of the Admin
istration's intention to enter into talks 
with Mexico. 

The proposal is no%, 	 on a fast track. 

T-"I 

-y 9 
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President Bush with Mtexlcan President Carlos Salinas do Gortari
 
The Salinas administration neoded, and got, a favorable decision from Washington.
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The Senate Finance Committee and 
House Ways and Means Committee have 
onk 60 legislatie days to formally block 
the talks, other,,ise, under current law. 
the, Aill proceed Mexico has already
named Commerce Ministry undersec-
retar, Herminio Blanco as its chief nego-
tiator and dispatched him to Washington 
for preliminar) discussions 

Enter the Canadians. Worried that a 
L" S -Mesican deal would undermine the 
L' S -Canadlan free-trade agreement, 
which took effect in lq8,. Ottawa has 
asked to join the talks. Ha.ing no %%a, to 
I'a no dlplomatical., Washington arid 
Mexico Cii) are considering Ahat to do. 
Canada. b) crashing the part,, has cre
ated complications, from the shape of the 
negotiating table to the content of the 
agreement. 

The prospect of a North American 
free-trade zone encompassing all three na
tions has both proponents and opponents 
of a U.S -Mexican deal scrambling to as
sess %hat a continental pact could mean 
for trade, jobs and, most immediately, 
Congress's up-or-down vote. 

At first blush, a North American FTA 
has a bigger-is-better appeal. "A trading 
bloc from the Yukon to the Yucatan. with 
upwards of 400 million in population,
would be the most powerful in the 
world." Rep Jim Kolbe, R-Anz.. said. 
"B. putting our assets together, it will be 
easier for all of us to compete abroad," a 
Mexican diplomat said. 

Such rhetoric, howeser, most likely 
oerstates the potential benefits. Cuts in 
tanffs and nontariff barners and harmo-
nization of some eoernment regulations 
no doubt could be attained. Beyond that, 
the scope of a possible deal is in doubt. 

Jeffrey J. Schott, a research feilo, at 
the Institute for International Econ.;mics 
in Washington and author of the insti-
tute's 1989 book Free Trade Areas and 
US. Trade Pohc', said: "FTAs never r,--
move all trade barriers. The) result in 
freer trade, not free trade." 

In light of such modest expectations, 
"[U.S.] companies are hasing a hell of a 
time putting down or, paper just what 
they want from a North American agree-
ment," said Ronald E. Pump, Washing-
ton public affairs director of American 
Telephone & Telegraph Co. "Most private 
groups and even many people in govern-
ment have yet to focus on this issue," said 
B. Timothy Bennett, former chief U.S. 
trade negotiator with Mexico and now 
vice president of SJS Advanced Strategies, 
a Washington consulting firn. 

Regardless of how big or small an 
agreement might be, negotiating an FTA 
will require traersing a minefield: 
0 In the United States, organized labor 
worries that any deal would cause thou-
sands ofjobs to be shifted south of the Rio 

11 M M 8 

his map shows trade flows between the United States, Mexico and Canada in 
1989, according to government data. Of Mexico's total exports, 88 per cent, 
worth $23.4 billion, went to the United States. Only 6.8 per cent of U.S. 

exports went to Mexico, but they were worth $24.9 billion. Mexico is the third
largest buyer of U.S. exports. Of Canada's exports, 61.9 per cent, worth S85.7 
billion, were bought by tkte United States. And 21.7 per cent of U.S. exports, 
worth $78.8 billion, went to Canada, the No. I buyer 

Mexican-Canadian ties are the weak link in the North American economy. 
Only 5 per cent of Mexican exports worth 51.7 billion, went to Canada. And 
only 0.4 per cent of Canadian expoi-s, valued at S525.3 million, were sold to 
Mexico. 

_ 

Grande, where wages are lower. Steel and 
textile companies and growers of winter 
fruit and %,egetablesfear a flood of Mexi-
can imports. And America's apprehen-
sion about Japan is likely to fuel opposi-
riot to any agreement---out of fear that 
Jpanese companies will use Mexico as a 
back door into the U.S. market. 
0 In Mexico, the negotiations may re-
open the issue of foreign access to its natu-
ral resources-in particular, its oil. And 
U.S. requests for concessions on issues 
such as foreign inestment are likely to 
reignite nationalist sentiments and test the 
staying power of the Salinas goernment. 
0 In Canada, the possibility of a North 
American FTA pro,,ides a new opportu-
nity for opponents of the U.S -Canadian 
FTA to try to unravel that deal. 
0 And other Western Hemisphere na-
tions, heeding Bush's recent call for freer 
trade in the region, are already lining up 
to ask for FTAs with the United States. If 
Washington turns them down, that would 
create added diplomatic problems for the 
United States. 

As these issues are brought to the table, 
the U.S.-Canadian free-trade talks, wxhich 
at times were touch and go, may be re-
membered as a cakewalk 

CONTINENTAL LINKS 
U.S., Canadian and Mexican officials 

hope to begin FTA negotiations by mid-

1991, agree on a framework and gain a 
final agreement by 1993 at the latest. 

Opponents of an FIA pnsatel. ac
knowledge that they face an uphill fight in 
getting Congress to block the Administra
tion's negotiating authont.. Their best 
shot, the) say., ill come when Congress 
is asked to approve a deal. 

The early betting among Washington 
trade experts, howeer, is that the Admin
istration will submit a deal onl) if its sure 
that Congress vill approve it. If that is so. 
the Bush-Salinas decision to launch dis
cussions means that, if only for political 
reasons, some form of North American 
economic union is inesitable 

Under that scenario, the real debates 
over the next tvo years Aouldn't be over 
whether Congress should approe or scut
tIe a deal. but vhich sectors of the US 
economy should be coered. That dla
logue will shape the U.S econom of the 
21st century-jobs and import arid export 
traffic. 

A marriage of the three North Amen
can economies Aould certainl be for
mildal;e. Together, Canada. Mexico and 
the United States have a $5.5 trillion gross 
national product (GNP) and 355 million 
consumers, about the same as Western 
Europe's GNP (S5.4 tnllion) and popula
tion (357 rolhon). 

And, though the United States and 
Canada have fairly mature economies, 
with saturated consumer markets and 
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slow-growing populations, Mexico is still 
growing fast. By the yea, "-<U, it's ex-
pected to have 100 million consumers 
who want more goods and services Mexi-
co's per capita income, S1.760, is rela-
tt elx low Ailenca\ isSlI Q403, and Can-
ada's S16,960 If incomes nse. Mexico's 
new consumers could proside major new 
markets for U.S. and Canadian firms,. 

Much has been done on a bilater ,t .nd 
unilateral basis to deepen the three na-
tions' interdependence Canada is already 
the No. I buser of U.S exports, and Mex-
ico is No 3. 

B, 2000, under the U.S -Canadian 
FTA. nearl, all tans on trade between 
the two countrie-s are expected to be re-
moxed. Man, nontar"ff trade bamers 
hase already been remoed or lowered. 
Trade in sersices and rules on foreign in-
%.estmenthave been liberalized And inno-
%atile dispute-settlement mechanismsha,,e been created. 

Mexico has similarly moved rapidly toopen up it-, econlom,, A'e etng pro-
open 'upA oAerage tar 
tection has been hal',ed since 1985. Most 
requirements for import licenses have 
been eliminated. Mexico has liberalized 
regulations on foreign direct investment,technoloi; transfer and intellectual prop-

er.ty rghts. And it has joined the General 
Agreement on Tanff, and Trade (GATT) 
thereb, committng itself o the pursuit of 
free trade. 

But proponents of a North American 
FTA say more economic integration is 
needed. 

Mexico has pressed the case hardest be-

cause it has the most to gain. Its imports 
have nearly doubled, thanks to economic 
liberalization, but exports have grown 
slowly. As a result, its trade deficit is 
mushrooming and could reach S2.5 bil-
lion this year. Foreign debt payments eat 
up almost a fourth of its export earnings 
and, as world interest rates rise, each per-
centage-point increase swells its annual 
debt payments by nearly Sl billion. 

"There will be cash-flow problems in 
1991," Elmo Alanis Gomez, president of 
the Mexican National Foreign Trade 
Council, told reporters recently. "That 
could put the country's development in 
crisis." 

Mexico needs foreign investment to 
stimulate growth and exports. But Sali-
nas, on a tnp to Europe last spnng, con-
eluded that European capital will stay 
home because Europeans are preoccupied 
with opportunities t;iere. Japanese and 
other East Asian insestors are reluctant to 
muse into Mexico too fast, for fear of an-
genng Washington. 

"If the Mexican economy is to bejump-
started through foreign investment," said 
James P. Womack, research director of 
the international motor vehicle program 
at Massachusetts Institute of Technology 
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(MIT), "the major source of funds will be 
Amencan firms, and the major market for 
the products produced will be the U ted 
States and Canada." 

The Mexicans evid~ntly believe that a 
free-trade agreement with the United 
States is the best way to increase the flow, 
of tho..' funds and to ensure market ac-
cess for those products. 

Canada's m itivation to join the discus-
sions seems 1'.rgely defensive. For exam-
pie, Canada tins a trade surplus in motor 
,ehicles ane automotive parts with the 
United Sta.es. But U.S. imports of auto 
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,,ashington analyst Jeffrey J. Shotl 
FAs bring "boor trade, not foe trade." 

parts from Mexico are rising fast and, un-
der an FTA, could jump. That would 
threaten the Canadian industry, 

Simon Reisman, Canada's negotiator 
for the North American FTA, told the 
Toronto Star, "We should be at the [nego-
tiating] table-not only to make sure our 
access to the United Staies is not under-
mined by a U.S-Mexican agreement, but 
to take advantage of the longer-term 
opportunities" in Mexico', market. 

Proponents of a North Amencan FTA 
say that for the United States, the eco
nomic adsantages may not be compelling 
but would be substantial. 

MIT economics professor Rudiger 
Dornbusch told the Ways aid Means 
Subcommittee on Trade in June that de-
spite Mexico's recent liberalization, 
"U.S -Mexican trade today is far more re-
sticted, on both sides, than U.S.-Cana-
dian trade was prior to the U.S-Canada 
agreement. There is a clear UJ.. interest 
in freeing up trade flow's further. 

"Mexico spends 15 cents out of every 
extra dollar [of its national] income on 

our goods," he said "Mexico will start 
running substantial trade deticits for the 
next decade. And a good part of the extra 
demand will spill oer to the United 
State in orders for our export idusies." 

With a unified European econom, 
emerging and Japan b.stenne its com
mercial ties in East A',ia, economic 
regionalism seems the order of the da. To 
protect its interests, the United States 
may need to strengthen its Western Hemi
sphere trade and insesiment links. 

At this point, it is easier to predict what 
a North American FTA won't be than 
what it will be. 

There is no similant, between this pro
posal and Western Europe's effort to cre
ate a barrier-free internal market b lOQQ 
Unlike the Europeans, for example, 
Washington, Mexico Cit, and Ottawa 
aren't esen thi..!:ing about free mobilit, of 
lao rt h moer u ApoalA Nenh Amencan FTA probablv 

won't esen be as extensive as the US-
Canadian FTA. "In the near term. an 

matchin, the breadth and
depth of [that] PTA, is not likel, to 

emerge, said Peter Morici, professor of 
economics and Canadian studies at the
Unisersit) of Maine. 

U.S.Canadian and Mexican officials 
expect, howeser, that the talks will lead to 
a substantial reduction or elimination of 
tariffs and nontariff barriers. Schott of the 
Institute for International Economics said 
that "the precent set by the U.S -Cana
tha FLA hold: applinu the 
agreement n'lainl% to ne meaures and 

CACdIexempting most existing [nontanff trade 
bamersi." 

Negotiators "ill also seek new commit
ments bs Mexico to protect intellectual 
property. There w-ill be efforts to liberalize 
Mexico's foreign in, estinent regulations 
and to free up its goernment procure
ment rules. Harmonization of product 
standards and rules of origin will be a 
priont. And the parties will tr to devise 
better ways to settle trade disputes. 

Bush Administration officials say that 
no issue illl be off the negotiating table. 
at least initially. But to ensure amodicum 
of success, all three nations will be 
tempted to limit the FTA's scope 

OPPOSITION FORCES 
The strongest U S. opposition to an 

FTA will come from organized labor. 
Well-placed sources said that AFL-CIO 
secretars-treasurer Thomas R. Donahue. 
the heir-apparent to president Lane Kirk
land, has taken a personal interest in stop
ping an FTA with Mexico. 

"The AFL-CIO views the prospect of 
such an agreement with considerable 
alarm." said Mark A. Anderson. the fed
eration's international economist. "Mexi



co's single comparative advantage is the 
poverty of its citizens and their willing
ness to work for subsistence wages. No 
matter hov productie, U.S. workers can
not compete with labor costs of less than 
S1 an hour. A free-trade agreement will 
only encourage greater capital outflows 
from the United States, brng about an 
increase in imports from Mexiro and fur-
ther harm the U.S industrial base." 

h-le
United Auto Workers union points 
to developments in the auto sector as a 
precursor. (Set box, thi page.) Genera' 
Motors Corp (GM) no" has more than 
30 plants and 30,00)0 Aorkers in Mexico, 
making it the largest prsate employer 
there. Ford Motor Co and Chrysler 
Corp have follos ed GM's lead, though 
to a lesser extent. 

Industries such as steel and textiles, 
which nos are protected b.import limits, 
also oppose an FTA In l8c, the Admin-
istration doubled Mexico's annual steel 
impert quota, from 400,000 tons to 
800,000 tons, as a re%%ard for its economic 
liberalization. "Inevitably, the steel indus-
tr\ A,ill look with some nervousness on a 
further increase in Mexican access to the 
U S market," said Kempton B. Jenkins, a 
senior vice president of the Washington 
lobbying firm APCO Associates 

The textile and apparel industr. faces a 
similar threat. In February, the United 
States climinated quotas on 52 Mexican 
textile and apparel products and ex-
panded quotas for others. As a result, 
.Mexican exports of those products to the 
United States. which totaled $046 million 
tn 1989, might double. 

Florida winter ,egetable growers are 
also early opponents of an F-A. "Free 
trade with Mexico will result in a collapse 
of the domestic winter vegetable indus-
tr.." billion-a-year business, Franka S3.1 
Bouis. president of the Florida Fruit and 
\egeuible Association, told the Ways and 
Mens subcommittee, 

An attempt to streamline ihe handling 
of U.S -Mexican trade disputes could 
,"'ell the number of FTA foes. Some U.S. 
industrnes hast long used antidumping 
aid countervailing-dut. laws to protect 
themselses against competition from 
MI.ico The Admir~tstration promises 
thain its talks with Mexico, it will not 

,u- U.S trade remedy laws. But such 
acii'i, may be unavoidable. Gustavo 
l'etri. i Mexico's ambassador to the 
Lnii.! States, said in aSept. 19 Washing-
ion speech that a dispute-resolution
niedijinism would be "key" to any agree-
nieni Moreover, Mexican firms lately 
hase been filing more antidumping cases 
a.za U.S. companies. Such escalating 

I.gal
action would be sand in the gears of 
1 7 N1". 

Icars that Japan could iake unfair ad-
-,it.:CC
of an FTA will also provoke op-

S0UT n 0F "ETR I T 

pponents of a U.S-Mexican free-
r trade agreement (FTA) argue 

that low wages in Mexico will 
cause many labor-intensive U.S. indus-
tries to shift relatively low-skilled pro-
duction work there. But an FTA 
would be most threatening to higher-
skilled, higher-paying U.S. jobs, be-
cause Mexico is rapidly proving to be a 
site for world-class manufacturaig. 

James P.Womack, co-author of The 
Machine That Changed the World 
(Rawson/Macmillan, 1990), said that 
Mexico "is likely to have extremely 
low wages for many years to come at 
just the point in time when the ability 
of Mexican workers and managers to 
produce complex manufactured goods 
of competitive quality has been con-
clusively demonstrated." 

That may be a potent combination 
that the United States will want to co-
opt in an FTA rather than confront on 
the open market. 

"What Mexico wants from free 
trade is investment in plants of suffi-
cient scale and advanced sophistica-
tion to permit raising real wages," Sid-
ney Weintra",'-, a visiting fellow at the 
Center for Strategic and International 
Studies in Washington, told the House 
Ways and Means Trade Subcommittee 
in June Studies by the international 
motor vehicle program at Ma-sachu-
setts Institute of Technology (MIT) 
show that quality in the best Mexican 
automobile plants is far better than 
that in the average U.S. plants and 
somewhat better than that in the aver-
age Japanese plants, both in Japan and 
North America. And productivity in 
the best Mexican plants is better than 
the average in East Asia. 

As a result, a Chevrolet Celebrity 
assembled in Mexico costs $625 less 
delivered in the Midwest than a com-
parable American-made car. 

Womack said that Mexico doesn't 
necessarily threaten U.S. auto inter-
ests. "For American producers," he 

position Hundieds of Japanese electron-
ics and auto parts plants already operate 
south of the U.S.-Mexican border. Mex-
ico says that it would use an FIA to at-
tract more foreign capital, and FTA oppo-
nents argue that more Japanese 
companies would use Mexico as a plat-

form for in.ading the U.S market. 
At this point, it seems doubtful that 

such opposition could block an agree-
ment. The political leverage of unions and 

said, "securing a wholly owned, low
cost production base in Mexico and a 
strong position in the growing Mexi
can market is likely to be their best 
defense against being overwhelmed in 
North America by the Japanese." 

The potential auto market in Mex
ico rivals that in Europe and surpasses 
the combined market of four newly in
dustrialized Asian countries, Womack 
said. Hc said U.S. carmakers could 
transfer production of about a million 
enti v-level vehicles per year from Asia 
to M-xico: the Ford Festiva and Pon
tiac LeMans, built in South Korea, 
and the Geo Spectrum, built in Japan, 
for example. That would give Ameri
can companies "a big competitive ad
vantage while costing no American 
jobs on net and, in fact, generating 
American jobs in the long term as the 
Mexican consumer finally has some 
money to spend on American manu
factured goods," Womack said. 

To realize such benefits, F-A nego
tiations ,.ould first have to reduce 
trade barriers on both sides of the Rio 
Grande. Mexico imposes a 20 per cent 
tariff on imports and a 50 per cent 
excise tax on large cars. Also, auto as
semblers must balance imports and ex
ports. In effect, only 60,000 U.S.-made 
cars can nov, be imported into Mexico. 

Mexico is likely to want the United 
States to eliminate its 25 per cent tariff 
on imported light pickup trucks and to 
define Mexican-made cars as North 
American lo avoid discrimination un
der U.S. fleetwide fuel-economy stand
ards. 

Womack predicted that Detroit's in
icrest in Mexico as a production base 
Tor Norh America will rapidly inten
sify. "My hunch is that Ford [Motor 
Co.] is the key player," he said. 
"Chrysler [Corp.] is not in a position 
to do things. GM [General Motors 
Corp.] is interested, but what would 
motivate them is if Ford makes a dra
matic move." 

traditional industries such as steel and 
textiles is waning, although the\ are look
ing for new alhes--environmental groups.
Third World deelopment actisists. farm 
worker organizations-that might hase a 
gneance with Mexico. 
Opponents also may get help from
 

some Members of Congress. Rep Charles 
B. Rangel, D-N.Y., chairman ofthe Select 
Committee on Narcotics Abuse mnd Con
trol. has written U.S. Trade F.epresen-
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tative (USTR) Carla A. Hills asking her 
to tieFTA negotiations to Mexico's ef-
forts to curtail drug trafficking. 

The opponents' arguments are dis-
missed b% those who favor a deal. 

"The choice is not so much to keep jobs 
here or lose them to Mexico," MIT's 
Dornbusch testified. "Competition from 
lov,-, age countnes has been [going] on 
for more than a decade. The nght ques-
tion to ask about free trade with Mexico is 
,heiher sse should ,ceferthat. vhen jobs 

do go abroad, that they go south rather 
than to Asia." 

And the opponents of an FA implic-
itl icknowsledge that a deal may go 
througn. Some union officials talk of us-
ing the negotiations to improve working 
conditions in Mexico, to minimize the dis-
pant) between U S.and Mexican stand-. 
ards after an FA is in place. 

Old-line industres likewise may have 
ittle choice but to try to shape the deal, 
not stop it U.S. quotas on Mexican steel 
are scheduled to be eliminated in Decem-
ber 1991, esen without an FTA. "The 
steel indu-,tr i,,not going to be in a posi-

tion to sa, there cannot be an FTA," Jen-
kins said. "Rather, it should see that 
,hatt-%er FTA emerges harmonizes U.S. 
and Mexican trade practices, so that an 
FTA is a winner for both sides." 

And the threat from Japan may be 
oerstated Great Britain and West ,er-
many hae more investments in Mexico" 
than Japan does, and from 1987-89, their 
insestments grew faster than Japan's. 
And because of the rise in the yen's value, 
it's not eco'nomical in many indtstnes to 
import Japanese parts into Mexico to 
make goods for the U.S. market. 

The opponents' ch.,ces may depend 
on the future state of the economy and 
Canada's and Mexico's possible failure to 
dehet their parts of the deal. 

A major recession in the United States 
-could raise questions in Congress about 
shether Washington should encourage 
more economic restructuring Even if an 
FTA wsould not cause a net loss in jobs, 
there are likely to be regional disparities. 
The Rusibelt probably would suffer most 
from a recession and from an FTA, and 
opposition to an agreement from that re-
gion could become very active, 

DELIVERIIIG A DEAL 
Despite Ottawa's .nsistence on a seat at 

the [able, Canada's role is unclear. Many 
Mexicans pnately worry that Canada 
wants to sabotage the talks to preserve its 
special relationship under the U.S -Cana- 
dian FTA.Moreover, there are substan-
live questions about how Canada would 
fit into a U.S. deal with Mexico. 

Under 'he U.S.-Canadian FA, for ex-
ample, Canada agreed to share its oil with 
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the United States in case of a global short-
age. For the Canadian government, that 
agreement may be difficult to defend 
against domestic opposition if Mexico 
won't make the same commitment. And 
the U.S-Canadian dispute-resolution sys-
tem is based on common legal histones 
that Mexico doesn't share. A North 
Amencan FTA risks "unraseling some of 
the key compromises" agreed to in the 
Canadian-U.S FTA, Schott said. 

"Do we adapt the U.S.-Canada FA to 
bring Mexico in?" asked Murray G. 
Smith, director of international econom-
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ics at the Canadian Institute for Research 
on Public Policy in Ottawa. "Or do we 
think about a common-core agreement 
that would be a link between U.S.-Canada 
and U.S.-Mexico and Canada-Mexico? 
My own sense is, the latter." 

Whatever approach is taken, Smith 
said, "some of the opponents to the Can-
ada-U.S. FTA will use the Mexican issue 
to rerun the debate." Canada lost 166,000 
manufacturing jobs in the past year, and 
many Canadians blame the FA. The 
government of Prime Minister Brian 
Mulroney barely survived the FTA fight 
and now must contend with the Quebec 
secession issue. Thus, naigating a North 
American I-TA through the Canadian 
Parliament may not be easy. 

It is widely assumed that Mexico would 
have no trouble delienng an FA agree-
ment. "The strong central authority in 
Mexico City will be easier to negotiate 
with" than Canada's government, former 
USTR negotiator Bennett said. 

Public opinion polls in Mexico indicate 
strong support for an I--A Federico Este-

sez, a Mexican .holar who is a %isiting 
fellow at the Center f-)r Strategic and In
ternational Studies in Washington, said 
that "across the board, Mexicans seem to 
perceise that an FVTA will gamer acornu
copia of benefits." 

Mexico reversed its position once, how
ever, when it agreed to open its economy. 
and itcould switch course again. 

In private talks, Mexican officials re
portedly have indicated to Canadians that 
the, would not make the same conces
sioris on energx, foicign ownership and 
banking that Canai..a made. 

Energy could be a sore subject. Because 
of America's growing dependence on im
ported oil and the crisis in the Middle 
East, Washington may wsant guaianteed 
access to Mexican oil in an emergent)'
 
U.S. oil companies also want the right to 
invest in Mexico. But Mexico's constitu
tion says the people ov\n the resources 
"You cannot reahisticall expect political 
concessions in this area," Este%ez said. 

A even problem may beAn thornier 
American concern about %xhetherMexi
Co's bureaucracy and courts could imple
ment an FTA."If you can't get .our da. 
in court, the agreement is meaningless." 
an American trade expert said, adding 
that the United States must be able to 
enforce an agreement unilaterally, if nec
essarv. But "God knows how the Me.i
cans will accept that," he said. 

USTR has time to decide hows to han
die these issues. The Senate Finance and 

Ways and Means Committees 
aren't expected to hold hearings on the 
FTA issue until next year. "Tue deadline 
doesn't hit until spring, and before that. 
we have the whole GATT round to deal 
with-and the budget deadline," aSenate 
staff aide said. 

If there is a lame-duck session after the 
Nov. 6 election, hoveser, the 60-da. 
clock wsould continue to run, and Con
gress might restart it in January Because 
there are pro-free-trade majonties on both 
Finance and Ways and Means, fes, ob
ser,ers expect the panels to block the Ad
ministration's negotiating authority. 

But even bef- -nagreement is negoti
ated, trade floti...change in anticipa\ 
tion of a North American TA. 

"The status quo ante isnot the alterna
tie in the wake of even a failed negotlia
tion," said C. Michael Aho, senior fello%% 
for economics at the Council on Foreign 
Relations in Neu, York City. Bush's deci
sion to launch these talks, he said, "ill 
influence investment decision, and shape 
trade patterns Those de'elopments may 
affect Congress's %oleeven more than the 
arguments that FA proponents and op
ponents muster. 

"If we are not prepared to go for\%ard 
from this point," Rep. Kolbe said. "we 
almost certainly will go backssard." U 
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The Bush Plan to Help Latin America 
By Jrome 1. Lvinzn 

WkSHINt;ItOt 

his sI'Vud fiori our 
sighis, "otamid the 
upteaval In Eastern 
Europe Plus malks 
tuIille sele 

An upheaval IsLider way a ell in 
Lio America, a continenl with 

nrly 400 millIon peowple (lwice the 
Ixpipi I ot of ill Eastern European 

rosinlt'esput1celusier) AA President 
Bush noted last week when lie prn-
pooednew aid as pan o4 a heml-
spheric free-trade ose. Latin Amer 
ICa may by the year 20n) be tsr morr 
Imporlant .oon Ian EasernEurope. 

Historically, the U S has enjoyed a 
competitive tradeadvantage in Latin 
America aki tthat 04 Germaty us 

Eat rn oruiseamdJapan in Easti
Asi Bo." the debt crisci. Latin 
Anrnica constituted ot of the 
worlds. moot dynamic markets for 
capital goods exports, of which U S 
producers had the largist slol: 
'hare 

Atcording to trie Congreisonal 
committee stall repur "more then 
one Mullion U S jobs have been lost 
bessUe lyle debt tcrivi hlais urced 

debtor nations to reduce their con'. 
sumpvot of US produscis and In. 
cease their exports of tompeting 
producls io Ihe United Staitr " In live 
years. Irom ]1l to i 3. the US 
trade balance wIth the regio went 
from a sorpluls t 3 billon toa deli-

. .. ...--... 
Jrome I I nsot is senior ispeni 

udiser to ihe pr. sudent of the Inter. 
American tevelpmentl bii 

cii of III bill on, as U S exporls de. 
chned froms$ithly more thal If bd-
lion to t3t bi11i 

Beyond the -inmercial aspects. 

America today is the new geeraion 
of leadership that I seeking a broad. 
bssed con.-nsu for a ilveomenrl 
strategy relying omt market forces 
gnd private enterprise 

In Mexico. President Salinas de 
Gortari is trying to strile a bargin 
within Mexican society lie wants Io 
privatize slatenin iundirces while 
m. ,I& the o onmy more intema. 
lteally competitive by Opening the 
door to imports and foreign invest. 
menis In retut, he is serking to pre-
et-r the torrent consumpton sland-
aiso the modle class by maintin-
leg a ltable pe i ea hiang! rate 

Theresiources saved tip to Invest-
Ina Li tse modernization of state-

owned odosiries and public otitittes 
itil be in-tied in sOctl prugrams, 

partcularly fr the henelit f the 
poore *l setool Mexucan scciely 

The program an.nvuived by Prest-
ideln Fernando Collor de Mell in 
BIra l has imporlani parallels with 
the Salinas strategy It Io is intended 
to e uc the direc roleof the stir in 
tnduslry and to oen the urnmny to 
minpurts ald foe.n Invesiients It 

umplmenl the sirifices &-. 
mnde d of the public seclor by ia 
upon the income of the midd4le and 
upper cUsses 

Like Mr Salina, Mr Collor corn 
milted himself to ireiaIy in 4,se 
st-ndlli on healih and education. 
purtiulatly I", I,t ilite -et Ii 
binaltmato be neen. however. whether 
there will he . iransormaion of the 
largely privir scondary educalti 

system - the way oy which the chd-
dren of lower income amilies are at-
phoned out 04 the system 

Th- new Lati American tL-der. 

present ta Easiern Europe .I I what 
ilannah At-d itt he, classic wh 
"On evociunt referred to as, 
"what we may betier and simply catl 
the existence of povertv, poverty rci, 
ceived assa state of em.iant want and 
acute misery whose ignominy coa, 
alisinilt dehumaniingforce.-

ff 
1it hardly 
begin: t 
dei it the 
crushingu
d bt b 

ebt 
-Is 

Addle-unll this sciarl queslon Is 
anitriu pArl Of the ltategy BDIi 
iilui iI in thlis approach is a cou:t 
uuu ti-i ulvw the budget for scital 
stnding Ihe ride of he state In 
d'' lompmu-t will io be diminismh , 
ralh-r. it will be redirte-d 

ito nun, appivach has fracurnd 
the Iouli that susiuntsJ ihe prev-
-as Ii-Huiin nl strategy The old 
tuatlitiuahtnsiti- Pom eticent 
lit'u'ai - ,itlrilll within d piv 
Iii i'd dli m nliklil adld with 
nurvd ii der, ium a burgeoning tot.-
lit. slut. Ulni-rabily greduar's whO 

woi ,J in the public-sector ener. 
pries. urban labur unsona. a middle 
cl.s firmly Anchored tnfhe pu.bb 
ae r. and sn impoirsl pan of the 

and Brazil) mt. . were assured ol 
liicrative poal reirruuert Oileirs 

P is, rnsequently, a high nls 
traiegy Will creditors. public aid 

private. acceT the redel iied doms-
Ic stralegy willthe commilmntl to 
Lncre &eiS&losp-nduing 

PresscirsOu t Latin Amerkva 
initialive provndes a good begitnin 
The Ir.de a' In.Imetl compo. 
rents :re a., be long term goals. 
What isnece sar- ow is fuartrCi. 
pansularly for Uhe social Linrasintc. 
lure iAt was neglected in the losl 
i-aie of the U's. and a relly s,.u
g-IsiniIal reduction in the 200 bilin 
debt Owedin commersial banksI 

The 1300 millxst investment lund 
arnlainced by PrcesideniBush is use
lol but modeot. a lte. lendig pot 
grain for the Iyler Ame(ican Devi
openl Bank wiI to.t adu1iltl re
asrces is noth i g more than a rc
shuffling of esi . ., Anid the 
use O the LWr ' esisitol rsaoucit 
to sUo , .-Ju-:A schemes will not 
m,,ke iufrfAlentIn ihe problems' 

Its propowd rrlIto l h it2lllom 
owed to the U S Covernment is more 

simnificant But, agtain, likely to be 
modest amount A black CLUd oil 
uncerl,nly will continue to lghlctn 
away inveuits ulnaliltheie is a asi
sitntis rejulclmn I" commercial 
.-

I .i be a lrgu-iJy . the ;sol 
piumsi.g poltici den-eist'rni in 
d-cede. e sh ru-circuuled by oir 
unilimln sc to deal with this mass 
basic Issue, 
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Latin Nations Should Seize
 
on Bush's Generous Mood
 
a Hemisphere: President's 
initiative may be little more than 
talk, so the region shourd work 
to put flesh on the bare bones. 

By ABRAHAM F. LOWENTHAL 

President Bush's surprise announcement 
of a U.S. initiative on Latin America is 
being cautiously but positively received in 
the region. The concrete measures 'ro-
posed by Bush are modest, but the Presi- 
dent's statement inplies a fundamental 
U.S. policy decision of potential iignifi-
cance: to build Western Hemisphere part-
nerships in a world in flx. 

The Bush proposal responds comprehen 
sively. it still very sketchily, to the 
main issues in Western Hemisphere eco-
nomic relauon: trade. investment and 
debt, 

Pride of place is devoted to commerce, 
on which the proposal isgrandiloquent but 
vague. It holds out a long.term vision of 
regionwide free trade, promises that 
Washington sLands ready to negotiate 
agreements to this effect with individual 
nations ot regional subgroups, pledges 
close cooperation with Latin American 
nations in current GATT negotiations (the
General Agreement on Trade and Tariffs) 
and holds out the possibility for deep tariff 
cuts on specific products of special interest 
toLatin American exporters, 

In fact, the statemi'it on trade does riot 
offer any specific concession or incentive. 
But it does appear to convey a strong signal 
that Washington is inteiested. at least in 
concept, in extending to all of Latin 
America the kind. of special commercial 
arrangements that have been gaining 
ground in the cases of Canada, Mexico and 
the Caribbean Basin nations. 

On investment, Bush proposes to request 
of Congress a new U.S. contribution of $100 
million annually toward a multilateral 
fund. to be arirnnister.d by the Inter-
American 1..evelopment Bank. to promote 
itructuaa reiormns. privati ation and oiher 
efforts to exp.ind production. As a sign of 
the times. the President announced that 
the United States would seek contributions 
at an equivalent level. 1100 million each. 
from Japan and the European Economic 
Community. Even if supplemented in this 
way. the level of f nding suggested is 
obviously Lrivial by" mputison with Latin 
America's in.'estmerit needs. But many 

Latin Americans understand that any pro
posal to destine additional US govern. 
ment resources for Latin Amerca is . 

positive sign in the current Washington 
context of budget tightening and a lom
ing battle on tax increases. 

On the matter of Latin American debt. 
the main news is that the Administrauun
will seek legislation to permit .ibstant;al 

reductions of concesmonal loans to the 
most heavily indebted. Interest payments 
on the restructured concessional c!airms. 
moreover, will be accepted in local curren
cy and used for mutually agreed en-. ron
mental projects. Here. again, there mav be 
less to the offer than meets the eye, for the 
proffered relief is limited, ineffect, to about 
$7 billion of Latin America's total exterral 
debt of about $400 billion. 

The proposal mainly puts a posit:ve face 
on recognizing the inevitable: that Latin 
Amenca's poorest nations cannot repa. 
these official loans. But again the potentuai 
impact of the proposal is significant, !or , 
indicates a willingness to go be)ond the 
Brady Plan. The U S. move may offer Latin 
America important leverage in regot:a
tions with other official creditors in Europe 
and Japan. as well as with the commerc:al 
banks. And Washington may be preparea 
to go still further toward relieving Latin 
America's debt overhang if persuasive
proposal linked to far-reaching reforms 
are advanced. 

In time, if more specific steps are 
outhned and agreed, the Bush statement 
could become a major step toward a new 
Western Hemisphere economic communi. 
ty. But it is at least equally plausible that 
not much follow-up will occur-that the 
President's initiative is just so much gratd 
talk accompanied by a very small purse. 

The ball is now very much in Latin 
Amer.ca's court. The Inter-American De
velopment Bank, perhaps together vi'h 
the United Nations Economic Commission 
for Latin America and the Caribbean. could 
play a positive role at this stage by try:ng 
to forge a Latin American response to the 
Administration's announcement. If Latin 
America's major nations were now to tell 
the United States what kind of commercial. 
financial and investment relations they
seek, a process of potentially historic 
dimensions could proceed. 

Abraham F Lowenthal u a professor )f
inte-rnational relatioat L'SC and executive 
directo of the Washington -based Inter-
Amercan Dialogue. 
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hoem .A OLtgauuDown the Salvadoran Dt'ain
 
ByJmA.Goldeton 

or t' first time In a dec-
B Jaadi. Congress ha~sa 

cnan,.e to strike a deci-
sive blow for human 
rights tn El Salvador 
Soon the Senate will 

vote on a bill, already approved by
the IHoose, to cut otihtary aid to El 
Salvador in half, to $42.5 million. The 
proposed legislation finally reeog, 
nmaeathe truth that unconditional 
aSSistanlce has$ failed to civilize a 
brutal military or end the war. 

Those still clinging to the hope that 

blame for the country's crt51ia, 

The apparetit imptence of U S. 
policy in improving army tttttudes is 
best illustrated by the prosecution of 
the murder last November of six Jes-
uit priests and two of their empioy-
nes. US. offiila, spurred by public
and Congressional concern, have ex-
pended substantial energy and an-
gered many in the Salvadoran miii-
tat-v by pushing for a thorough ioves, 
tigastion Despite these efforts, and 
the hopes 01 many that the armed 
forces would use the case to demon, 
strame their commitment to the effec-
ie aidministration of lust~ce, 

progress has been limited. 
more money for guns and graft wilMhayadwsln
filhthe bloodshed should consider .iitryai.ws.on.pemse.o

na, the army's new homan rights am- C lt rbudsman, that "me armed forces as ut'-''-'m aL~I 
an msttuti.3m b-,,r mo res ,istt:'lliy adof 
for the human rights situation'" In a.Uthan 
the fi-st six months of 1990,independo,---Lhl f 
ent monitors have attributed more UyiJ
than five dozen murders to Goveni-
ment forces and death squads. __..... ___.......... ___ .
 

Malor Mohina. moreover, recently 
declared that the Salvadoran pe..ople A Co)ngressional investigation 
are to blame for their soldiers' found that senior officers have re-
crimes: "Too amany of our people are sistedlexamination oftheir roleIn the
kleptomaniacs. robbers and drunk- crime itself or the ensuing cover-up.
at-do. If the society is like that - and It now seems douhtful that the real
99 percent of Salvadioran people lie -- culprits will ever be tried., 

cr . --___-___.'€==--- the assunmptlon that U S trainingthe statement of MaJ. Roberto Moll-

whatis our army goitgto behlke?" 
Plainly, efforts to reform the army 

- a principal aim of U S.policy over 
the past decade- were doomed from 
the start Despite more than $4liilion 
in U S aid since 1980,the Salvadoran 
military remains hostile to the very 
concept of human rights and Impem-vi-
OUSto the notion that it shares any 

.. ........-....... 
James A. Goldaton is a lowyer at 
Arneriros Watch, a human rights oJr-
ganizuittin, 

President Alfr-edo Cristian identi-
fled nine soldiers as responsibl,* for 
iturdering the Jesuits and rec'ently
pledged to press the inquiry ''wher-
ever it leads" But Malisc Molina, 
charged with insuring army comph,-
ance with 'oterneqllondl huntan rights 
norms, has said: "1don't see. any link 
with the army as an institution in the 
Jesutlcase. T'he army had ntothing
against the Jesuits." 

Cnnued army killings and cover-
upsi indicate that the Jesuit slayings 

were exceptional only in the chntce of 

vitiums. Criminal acti'.'ity by tiemill
tary is consistently rewa'rded with 
promotion, deceit and Intimidation 
have become the tools of thoice for 
soldiers seeking to evade the law. 

T"its month's shuflltt of the mill
tary high command was just businesa 
as usual t El Salvador, as the over
whelming majority of senior officers 
implicated in human tights abuse 
were kept in their posts or moved op.
Now, as before, the three highest offi
cials in the armed foces have all 
comnianded troops identifiled as5re
sponsible for crimes of violence in1a 
Congressional report. 

rmsdo
 

coold produce a more professional
soldier cadre, one that respected
civilian lie,and submitted to tihe rule 

law. Yet. aithoogh less frequent 
in earlier years:, political killing

isstill routine in El Salvador, and sol-" 
diers remain' suspicious, indeed 
scornful, ofelected officials. 

Notwithstanding the best intentions 
of Presidenis Critiuani and Jos 
Napoleon Duarne, civilin influence 
over a ritlitary grown fat on U S.dol
lars has always been in doubt In 
sdditon, after i0years of trying, not 
a sinl1e ,armiy officer has been con
victed of a human rights violation 

Massive U S assistance to El Sal
vador began shortly after the Sandin
iota triumph in neighboaring. Nicara
gua in order 40 "draw the line" 
agaitnst Communist Udvance TodJay,
the military aid persists es.en though
the r:ollipse of Soviet-backed regimes 
ft tint lashi it F'rtipe' to Central 
Amm'rl(ihas retidered it iobsolete 

(Changle is lig overdue By cutting
mimliary aidin half, the Senate can be
giln to chart a new course. 0". 
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After a decade or more of fighting and destruction in various regions of the world, 
new policies in Washington and Moscow as well as fatigue on the ground are produc
ing openings, at least, for peace. Negotiations are at different stages regarding Af
ghanistan, Indochina, Central America, Southern Africa, and the Horn of Africa-but 
all share new possibilities for peace. 

This volume analyzes the prospects for postwar reconstruction and development in 
these regions, tackling the difficult quandaries they face individually and collective
ly: Among realistic potential alternatives, what kinds of new political structures can 
best manage postwar reconstruction and development? Which economic policies would 
be most effective in maintaining peace and political coalitions? Should the focus be 
on the reconstruction of prewar economic life or on creating new patterns of develop
ment? What are the prospects for democracy and human rights?

The authors thus consider the relationship of economic planning and likely political
realities. For example, might diplomats seeking to stitch together a fragile coalition 
in order to end the fighting also be creating a government that cannot make the hard 
economic choices necessary for sustained peace? Might economists calling for post
war economic programs which are theoretically sound but politically unsustainable 
threaten a tenuous peace? 
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